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Study Text Symbols

'f- Definithon: These sections explain importsnt mﬁnmmmm\
vndersiood and reproduced in an exam emdronmant.

HOW TO USE THE MATERIAL

Tha main body of the lext is divided into a number of chaptars, each of which is organized
on tha loliowing patiom: {

* Dedaibed ipaming outcomes. You should assiniiate theses belorg begereng

Key Point: identifies lopics which are key o sucoess ind are offen examined.

datalled work on tha chapler, so thal you can appreclate whete your siudios aro
lsading-

Step-by-step topec coveragn. This is the heart of sach chapter, conlaining
detalied sxplanatony ex supporied whans apgroprials by worked examples and
exercises. You should work catelully through this section, ensuing thal you
understand the material bang axplvinad and can tackls the examples and
axercises succasshudly, Femamber that in many cases knowledge is cumulative;
it you il 1o digest gariidr material horoughly, you may siruggle o understand
later chaplers.

Earnghes. ﬁwmumnmmﬁmm&n-mmu
ralevant practical examphs Wgethar wilh commants and quastions dasignad 1o

Sall Tert question. The teat of how well you have laamed the material |s your
ability to tackle standard questions. Make a serous atempl al producing your
ow answers, bul at this stage don ba loo concemad about atlempling he
Questions in axamenation conditions. in parlicular, I i moss iMportant 10 abeor
the mutenal thoroughly by complating a full solution than to obiserve the Bme
lirmats: that would apply in the actual exam.

Solutions. Avoid the templation mafaly 10 'audil’ the solulions provided, Il & an
fllusion ta think that this provides the same benelils as you would galn from a
garious atemp of your own. Howaver, if you are siruggling to get Staed an a
question you should read the Introductony guidance provided al Ihe baginning of
ths solution, and then maks your own attempl bafore mfaring back 1o the full
solution.

Supplementary Reading: Identifies a more detalled axplanation of key terms,
these sachons will help 1o provide & desper underslanding of cole afeas.
Reference o the tex! i vital when self studying,

which give the opportunity 10 assezs the understanding of these core aneas.

Musiration: To help dévelop an understanding of parBoular lopics, The
ilustralive examples are uselul in preparing Tor the Tesl Your Understanding
TRpiC|ReE. \

n Test Your Understanding: Foliowing key polnts and definlions are exercises

wmmmmwammbEnmmnm
/?_\‘L undarsland, ahan reviewing these araas cam should ba takon.

\ /

Revision Kit Symbols

"'r mlﬂmmm“mmmkwmmwrﬂim\
k underslanding of sach quastion.

Tutorial Mole: Many answers include more noles lo explain some ol fhe
technical poinis in mone detail,

Top Tulor Tipa: For selecled questions. We “walk through the answer™ giving
guidance on how 1o approach the question with helpful Tes from the ulor,
logather with (echnical lulor noles, Thesa answers ahe indicaled wilth the

Toolsiaps” icon in the inda. __)
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STUDY SKILLS AND REVISION GUIDANCE

Planning

To begin with, formal planning is essential to get the best retum from the time you spend
studying. Eatimate haw much time in total you ane going to nead fot aach subject you an
sludying lor the Stratagic Leval, Remember that you need 1o Bliow tme fod revision as well
as lor indtial study of the material. This ook will provide yol with proven siudy lechnigues.
Chapter by chapler it covers the bullding blocks of successiul leaming and examination
techmigueas, This = he ultimate guide o pass yous 1CMA Pakistan examination, writhen by a
team of dévelopers and shows you how 10 eam all the Marks you dasarve, and axplaing
haw 10 @vold the mast commaon pitialis.

With your study matenn! bedone you, dacice wheth chapters you ane going to siudy in each
winisk, and which wonha you will devols poyision and final quaestion praotics.

Prepare a wiillen scheduls susriimaszng e above and sick la it

It s essential o know your syllabus. As your studies progress you will becoms more Lamliar
with how long it takes 10 cover Iopecs in sutficiant daptn. Your timetable may nead 1o be
adapied to allocate enough bma for the whole syllabus.

Tips for effective studying

1) Aurm o find a quied and undisturbed location for your study, and plan as far as
poesibila 1o use the same pariod of ime each day, Gofting inlo a routine helps
to avorl washing lime. Make sure thal you have all the malesials you nead
befons you begin 50 a5 o minimize intarmuptions.

2)  Sore all your matenals in one place, ko thal you do not wasts ime searnching
for itemp around your accommodation. If you have to pack everything away
ahier aach shudy pariod, keap them In a box or aven a suitcase, which will nof
b it bl Wil tha noed Simen

3 Limit distractions; to make the most affectve wse of your study perods you
should be able to apply lotal concentralion, so tum ol all enlartamnment
equipment. set your phones 1o message mode and pul up your ‘do nol
distrty’ Sign.

4) Your timetable will iall you which topic io study. However, before dividing in
And BRCoMming angrossad In 1ho fingr points, Make swd YOU Raee an overall
picture of all the areas that need 1o be coversd by e and of that session,
Aftar an hour, allow yoursell a shorl break and move away from your study
text. With expariance, you will lsarn o assess the pace you need o work at.

5)

Work carefully through a chapler, note important points as you go. When you
have covered a suitable amount of material, very the patiern by allempling a
practice quastion. When you have finished your attemgl, make notes of any
mistakes you mada, of any aress thal you taled 1o cover or coversd mone
brially.
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Introduction to Financial Strategy

Chapter Learmning Objectives

Upon completion of this chapter you will be able to:

*  Undersiand objeclives of companias

* Comprehend sinkeholdsrs and objectives

*  Elucidate objnctives of public ownad companiss
¢ Explicale objectives of non-commercial bodies
* Realize consirainl faclors

+ Apprehend economic constraints |

* Comprohond intemationa) constrainis

{; ¥ Krow about regulsiory bodies

*  Learn dividend palicy

* Understand scrip dividend and bonus issue
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intreduction to Financial Strategy

Overview of Chapler
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w:imﬁm.mmmdmmmmﬂ
achhevwd 3 specific objective,

Financial Strategy is the aspect of strateqy which falls within the scope of
fmancigl management, which will include decisions on invastment, financing and
drvidands

Strategic financial management: The ientification of the possible strategles
capable of maximizing and entity’s net presant value, the allocation of scarce

capital redourcal among the companing oppontuntes and he Implementaton
and monitoring of the chossn strategy 5o as o achisve siated ohjpctives.

The Importance of Financial Strategy to the Organization

An organization's financial managers must plan thesr courses of action 10 achieve
ther ofganization's (nancial cbisctives. Decsions that they muest fake nchida:

*  From which sowrces should funds ba raksed?
* Should proposed investments be undertaken?
* How large a dividend shouid be pakd?
* How ahould working capial be controlled, e.g. should discoinis ba ofleved
o dablors for prompt paymant?
4
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Introduction to Financial Strategy

This Chapter firsl defines some of the key tarms which will be usad throughout
tha syllabus, and than looks at the main decisions (inancing decirion, nvestmant
decishon and dnadend decision) n dotail

Financial Strategy and Overall Corporate Strategy

Each leved of a busingss can have its own stralegy. Thies evels ame commornby
idantified:

' b

i B

.

Corporate straiegy

This tafioams the decisions to be mada by senior management such as the
particular businass thal the company is in, and whathar naw markots shoukd bo
antered or currernt  markeis withdrawn from.

Business strategy

This concema the decisions io ba made by the separale strategic businass unita
within tha group. Each undt will try to maximize s competitive positions within its
chosen markel.

Operational strategy
Thiz conbems how the diffenent funchonal areas within 3 sirategic business und

plan their operations to satisty the cotporate and business sirategies being
faligwed. Wa are of course mos| nlarestad in the decisions facing e linance
tunchions.

Objective

Financial objectives of profit seeking organizations

Decisions fo bo mads depend on the uibmato obyectives of an ongancation.
Acasemic gtudies have shown that organizations often have many, somalimes

14
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Introduction to Financial Strategy

condlicting, objeclives.
I is generally accepled that the primary sirategic objective of a commerncial
company s tha lang-term goal of the maximizalion of the weaalth of the

shareholders.
Howaver, an organization has many other stakeholdars with both long and short-
lerm goals, such as:

Edquity mvestons (ordinary shasaholders),
Thie community at langa:

Company omployeos;

Company managers | dinectors;
Customers;

Supplisrs;

Finance providers;

Thie gove mimeni

Examples of stakehclder abjective

Equity investors (ordinary shareholders) - Within any economic system, e
equity Invesion; rovide the risk finance. Thera 8 a very sirong amgument for
miadmizing the woalth of equity investons. In order 1o aftract funds, the company has
io compats with other nsk res nvestment opporundies, e.g., govemmeni
SECUrilnt

Tha community st lange - The goals of the community will be beoad bul Wl
rchudesuch aspsacts as egal and social responsibilities, pollution conlrol and
employes wellare.

Company smployees - Reiums = wages or aalaries. However, maximizing tha
fetums o amployees dogs assume that risk finance can be rased purely on the
basis of satshicing the returns to feance providars

Company managers /directors - Such senior amployess are in an ideal position 1o
tollow their own aimes al the sxpanse of ofher stakeholders. Their goals will ba bofn
tong-term (defanding against takaovars, sales manmization) and shor-term (profit
mafgins keading 1o iIncreasoed bonuses),

Customers - Satistaction of cusiomer neads will be achsevesd through he provision
of value for money products and senvices.

Suppliers - Supplers fo the organization wil have short-term goals such as prompt
paymont lems alongssde longlerm requremants including contracts and regular
business The importance of the neods of suppiens will depend upon both Thair
redative sire and the number of suppllers,

B B B 8 ® B ® B
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Introduction to Financial Strategy

Finance providers - Prowiders of loan fimance {banks, loan credilors) will primarily
b interestod N the ablity of he firm 1o repay e finance including intarest. Az a
raaUll il will ba the fem's abilty to gonerats cath both long and ghort term (hat will ba
the basis of tha goals of Ihess providens.

Tha government - The governman! will have poltical and fnancial intenssts in tha
firm, Poftically it will wish o increase expons and decrgase mporis whilst
monilorng companias via the Compatition Commission, Financially It requires long-
T DECETRS ho MANIMIZ @ K NtOn iNCom.

Objectives and economic forces

When solting the company's flinancisl sirafegy the Tinancial manager is oflen
conSirairsea by Both wled nal 0 scnmal Jacion

For example, signiicant expansion and an  increase in dividends may not be
foasible # the eniify bas a lack of ‘skiled slafl, and may become uneconomic if
inlorosl rates are sol io a0 (Ihe Ncreasing (he amount payable to banks and othar
dabt linance providers).

Internal and axiernal constraints on financial strategy
Internal conglraints on financial strategy

Two af the maln internal constrainis on financial stratogy anm financing and gaaning
{# thene srs covenants in debt agresmants).

The mein-argument in faver of gearing is thal introducing borrowings inlo the capital
siruciure aftracts tax rellel on infenest payments. The argument against borrowing |s
what || mtroduces financial risk into the entity. Financial managers have to formulate
o policy that balances the effects of these opposing features.

Onnar interma| constrainis on Bnancial sirategy include

& Tha neod o manigin good Invesior relations and provide a satisfactory return
onirvestment;

* Ashortage of key skifls;

*  Limited production capacity,

External constraints on financial strategy
ol jor extermal onswRInTs inchuda:

= Limited access 1o sourcas of Hnance;
= Governmeon! nfluonce (oo below).
*  Ragulatory bodias (see balow),

7
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intreduction to Financial Strategy

= Major economic nlluances, such as nlerest fmles, growth in GDP, inflalion
rates and exchange rates. The eflects of interes! rate and inflabon changes
o the sconomy are covered below,

*  Accounting concepts. {Note: Detalled knowledge of accounting procedures
will ot be examined in this paper).

Government influence

Govemmants often play a large parl in_ influenciog business activity. Some
#xamplés of the way in which govermmants can hayean influence are as lolaws.

* Empioymaent policy, Governments piay amagor role in attempiing 1o stimutate
employment. They can do this by kinding vocational training prograimimers
and lunding employments programmers,

* Ragonal policy. Govermrmanis may make funds availabie to supporl regions
of high unémpicymant and social deprivation.

* |nilaton policy. Govemmenls may use meres! rales 1o control inflation.
IncreasEng intarest fales makes it mone aipensive for profit-making sntites o
borrow. it slso makes bormowing more expensive for consumens, who then
hawe less |0 gpend. This will help 1o push prices down.

* Taxgiion pohcy. The government's raises laxes on the prolils generated by
brofit-making entities and on sharehoiders’ dndends.

= Inernational policy, Govermmants can promoles TTall, encOLRMQe axXpens of
CRBCOUIADE impons.

& Legelation, Laws sel oul how people can and should behave lowards one
another, and parculary, how businoss should ba conduciod.

Developing financial strategy in the context of regulatory requirements

The financial manager mus! have a proper understanding of those aspects of
ingisiation which impact upon entities. Such legistaton will include the Companies
Acts, health and safety reguiations, laws relaling 10 consumer profection and
consumar rghis, laws ralating 1o coniract and agency, amployment law and Les
redating 1o pratsction of the emananimsnl &nd promoling competition

Listed companies aiso have o comply with Siock Exchange regulations, and
enfiies which oparate in soma high profile indusiries will also find reguiatory body's
moniiorng their perdomance. For examgple. wn ihe UK, Dffen ilelecommanications),
DOicom (media) and Ofwat (water) have baen set up by the govemment to monfor
and regutaie their respective mdustnes,
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Introduction to Financial Strategy

Regulatory bodies

A clear 801 objecive s fequired Tor sach requialory body, Thaso obyecives may ba
classitiod undor thied haadings.

1} The protection of customarns formms monopoly power;
2]  Thepromotion of Social and macroaconomic aljectives;
3 The promotion of competition. y

1) MACGER Y PO !
Whare market parficipants ane judged to possess significant matket power,
and where nere is no other proisciion for cusiomers, conirpls on prices and
or quality of service may be cotsidared.

2 Sockal objectives
Governmeni objectives) may include the avallabiity and affordahbiity of
senices in parlicular oroas and 10 particular groups Such as CuslomeTs in
rernabe rural areas

3)  Compaflion
Whare n rriirkeat is not compatitve, o i in the eardy stages of becoming so,
there is 0 nead for neguiators whoso role is 10 try 1o balance tho interests of
- havanous stakeholders.

imporant msues for regulation are the prevention of ‘cross-subsidy’ that is
the transioming or offioading of portions of overhead costs form lower o
higher-margin products, the limitation of non-price barriers allecting lhe entry
of new competiions, and assurng reasonable quality ol product in relaton to
price. Non-price barmens could mclude trade resinctons, or restriclsd access
1o supplies or disiribution channels.

Tha effect of interest rate and inflation changes
The sffects of interast rate changes

Changes in inlerest rates alfect the economy in many ways. The following
consequences are the main effects of an ncreasein mieres rales:

Spanding falls - expenditune by consumars, both mdividual and business, will be
reduced. This pocurs because the higher inlenest rales reise the cost of credit and
deter spanding. i we take mcomes as fairy slable in the shor lerm, hegher inteves!
payments on credst cards /| montapes, eic., keave less ncoma for spending on
consumer goads and services. This fall in spending means less aggregaie demand
it ths @COnGIMY And thus Unemploymant results.

]
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intreduction to Financial Strategy

Asset values fall - the marke! value of financial assets will drop, because of the
inversa relationship (batween bonds and tha rale of inleres!) axplained earier. This,
ins fusem, willl reducn many poopéo’s waalth, i s lely that hoy wil react 1o maintain fhe
walus of thear lofal wealth and 50 may save, thereby luther reducing expanditurs in
the aconomy. The phencomanon seems 1o it the UK recession of the aarty 1090s
whan he house-price slump despened the economac gloam. For many consumarns
oy a houso, rather han bonds, B thedr main assot.

Foreign funds are attracted into the country - a fine i interost rates wl
encourage oversaas linancial speculatons o doposd Money in the county's bankng
ingtitutions becauss tho raie of rofum has increaged redative io that in othor
countries. Such finds could be made @valabls as loans fo firms in that country by
the banking sector,

The exchange rate riges - ine inflow of foreign funds raises demand for the
domestic currency and S0 pushes up the exchange rale, This has the banafil of
lowaring impon prices and Ihareby baaring down on domastic inflation. However, it
makes exports mose sxpansive and possibly harder to sell. Tha longer-term effact
on the balance of payments could be bonehclal or harmiul depending on the
olasticty of demand and supply for trnded goads.

wm-h@ummmﬂnmmdﬁmhmmm
ds damiand 0 the sconomy may ancourags producers 1o ower prices in onder (o
sall. Thia could be achisved by squeezing prolt margineg andior wage lovels
Second, new borrowing is delermred by the high inferest rabes and =0 demsand wil all.
Third, the highar exchange rate will raise expor prices and theceby threaton sales
wisch is lum pressurizes producens 1o out cosls, particularly wages. If workers ane
{aid off then agaun total demand 5 reduced and Inflation 1S [ikedy o fall,

The effects of inflation

inflation is demand simply as ‘ising proes’ and shows the oest of living n ganeral
lenns,

if tha rate of inflation & low, then the allecls may be baneficial 1o an ecanomy
Business people are encouraged by fairly stable prices and the prospect of higher
profits. However, thooe is somea angument aboul whether getling inflabion bolow 3%
1o &0y, 2e00, B worth the economic pam (i, say, higher unemploymant). Thoro s
agreemant, though, that inflaion above 5% is harmful -~ worse stll i & s
accelerating. The main arguments are thai such inflation;

Distorts consumer behavior - people may bring forwarnd purchases bocauge thay
10
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Introduction to Financial Strategy

fsar higher prices later5. This can cause hoarding and so destabiize markets,
crialing unnecassary shortages

Rod istributes Incoms - poopsa on fixed moomos oF thosd kcking Dargaining Dowir
will become relatively worse off, as thesr purchasing power talls. This is unfair.

Afects wage bargainers - radas unioniats on behall of labour may submil highaers
ciaims &1 imas of high inflation, particularty if previously they had underestimated
tha fullre rige in prices. Il emplovers accept sich claims this may precipiiate a
wige- price &piral which sxacerbates the nflation problam.

Undermines business confidencs - wide fluciuations in the inflation rate maks i
diffigull for enireprenaurs o pradict The efcnomic iuture and nocurately calculate
pricee and investmant refume. This unsenadnty andicaps planning and production.

Weakens the country's competitive position - if inflation in a country exceads
Hhal in & compelior country, (hen @ makes oxporls less attractive (Assuming
unchanged axchango rpies) and impons more compatitive. This could moan fewer
sales of that country's goods at home and abroad and thus a bigger trade deficil. For
example the decline of Britan's manutacturing industry can be party altributes 10
the growsh of cheap imports when they wers sipeniencing high inflation in the period
1978- 1963,

Redistributes wealth - f the rate of interest is below the rate of inflation, the
borrowers are gaining at the axpenss of lenders. The real valus of savings is baing
efoded. This waalth is baing redistibuted form savers fo bormowess and from
payable 1o recoivablos, As the govammant ia the largost borrowar, via the natonal
dabil, |l gars most during inflationary imes.

Conllicting objectives

We have already noted hat ofmer parbes with mterests in the organation (e.g.,
employess, the community & largs, creditors and customens) have objectives thal
differ to thase of the sharshokders. As the objectives of thess othar paries ane Bely
1o oconllct with those of the shareholders | wil be impossibls 1o maximize
shareholder wealith and the objectives ol ofher parfies al the same lime. In this
situalion the firm will face mulliple, conflicting objectves, and satisficing of
interosbed partios’ objectives becomes the only practical approach for management.
If tis sirategy is adopled then tha firm will Seek 10 eam a satisfactony return for S
shargholders while at the same time (lor example) paying reasonable wages and
Ibiryg) oo G| lizen of the community inwhich i oparales,

"
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Hor-financial objectives

Tha influgnce of tho vanous paes with interests n tha firm fesulls in frms adopting
rrairy ropinfinancial obeactivos, 0.9,

growih;

sLrTYal;

maintaining a contented workforcs;
becoming research and developmont leaderns:
providing lop quality service io cusiomers;

Some of thess objectives may be viewed as specific 10 individunl parties (&g
ENgINeaTing Managers may siress reseanh and developmeant) whereas others may
be seen as siraight surrogaies. for profit, and thus shareholder wealth {e.g.,
customar serics) Oiganizatiohs Are encouraged fo consider thi nonfinancial
objectives as imporant, #nol mons important than the financial ones.

Objectives and economic forces

" B & 8 B

When satiing he company's financial sirategy the economic environment in which it
Opar3ies piys-A viial rola @,0., Tare |5 lirte point planning significant expansion and
medlmnnﬂulmhmﬂhm and GDP is forecast fo
ml

Things 10 consider are interast rates, growth in GDP, inflation rates and exchange
ratos

Performance and Progress Indicators (Pis)

in order o achleve the overad objective companies should sel specilic tangeds,

financial and nonfinancial, in ordér 1o both communicale drection and measuré
performance, for example:

Financial
Profitability &.g., 10% mprovemeant in EPS.
Cach ganeraion &.g ., 1% improvement in oparaling cash.

Monfinancial
Marki shane 8.0, lour products oul ol six are dominant in the markel.
Customer satistaction e.., complaints 1o reduce from 5% 1o 2%.

Objectives of nol fer profit erganizations
Oeganizations such as charties and frade unlons are nol run o make profits but 1o

12
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Introduction to Financial Strategy

benafit prescribad groups of people. Since the services provided are limited
primarily by tha funds availabée, the key objective i (0 rase the maximum possible
sum oach yoar (nel of fund-rasing axpensos ).

Financial objectives in the public sector
Financial objectives In public corporations

This category of organization includes such bodies ag nationalized indusiries and
local governmaont organizations. They repraserni asigniticant part ol many countries’
SCONOMies and sound linancal management (& essential il helr afairs ane 1o be
conducied efficiently. The major problem heré les in obtaining & measurable
objective. f

For a stock market listed company we can taks the maximization of shareholder
woalth as a working objective and know that The achiovemant of this objectva can
i Mcnillonnd with sefarancs W ihare phos and dividend paymants. For & public
corparabion ihe slusation /s mons comphex.

ﬂumnmmlﬁm-mﬂ

*  Inwhose interests ane they run?
. qunhnhhnﬁuulﬂmmudm?

Prosumabiy such onganizations are run in the interests of socioly as a whole and
fherelone we should seek to altain the position where the gap between the benefils.
they provide 1o socwoty and the costs of thalr operation ks the widest [In positive
fermnia). The cosl |s relatively easily measured in sccounting terms. Howsver, many
ummuamw.mma.mmmd:ummum
Mational Health Service or Local Education Authoriies are almos! impossible o
quantity.

Economists Nave triad to evaluate many public secior investments through the wse
of cost bonefit analysis, with varying degrees of sutcess. Problems are usually
encountened in evaluating al e benoits. Valuo for money abdits can be conduched
inthe pubic secior ou: these conceniraie on monetary costs rather than benefits.

Value lor Monay (VFM) |8 a noloriously elusivie concapl and yel |l is assumed hal
SVBryonE recognises it whan they saa it The lerm s frequently bandied about bt
rarely defined. |1 is generally taken o mean the pursuil of economy, efficiency and
effectveness

13
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Regulation

it Is worth remesmbaring thil organizalions thal have had a public sscior hislony or
are themsehves natural monopolias are often reguiabed in order f0 ensune the public

are not the victims of the monopoly power These compankes enjoy. This regulation
can taka many lorms bul can ncludo the capping of seling procoss, the taxing of
supas profits of simgly & imit on the grofits thess organiZations are allowed 10 make.

Performance and progress indicators public secior

* Economy I& a measure of inpuls 16 achieve a cortain servics of |evel of
BETVICD.

* Effectvanessis ameasure of oulputs, Le. services / Incilitien,

= Efficiency |s the oplimum ol goontmy and efectiiveness, La., tha measure of
ouUtpUls crier inputs.

The Key Decisions of Financial Management
Three kay decisions of inantial management that can be identified are:

®  |nvestment what projects should be underiaken by the organization?

* - Finance how shou'd the necessary funds be raised?

* Diwidenda how much cash should be allocaled sach year 1o be pald as a
rutus b shareholders?

Thean three areas am very closely interdinked,
Irvestment declsion

Firancial managens have responasbilty for the alocaton of financial esources 1o
achiova the organization’s objoctives. An impariant part of their job is to understand
the shor medium and long-lsnm capital requiremaents for investmeant in lxed assets
and working capial that fits with the overall strategy.

Whills] flinancial managers are unikely to be solely msponsible for (he final aholce of
capital invesimean! projects 1o be undetaken, they will be actively involved in the
evaluation of possible mvesimant opporunities.

Mlore dotail on the investiment decision

Whan consadering whethor a projec! is worthwhile, & company mus! consider s
implicaticns. Ary polential Investment is likely 1o affect:

14
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= The liquidity ol tha company - All projacis involwe cash Nows n and oul.
The size and iming of such lows chould ba consklerad when appraising
progects, Il an aim ol kvestiment appraisal & 1o salisty shargholders then il 18
important fo remember that, # & compary has no cash, & cannol pay a
cihvidiend.

* The reporied prolil and earnings - All projects will change he revenues,
aexpensas and assal values shown in the financial accounts, il sharshoiders
are concemed about such sialisiics as eamings per share, 1hen the eflect of
imvastmionts on roported figuros mudl be past of the investment appraisal.

* The variability of cash flows and oarmings - Invesion ane concemad aboul
the variabilty of retums fromithei- swesiments. The grealer the variabibity, the
groaber thi tisk, and therelone the griviler the rotum they will reguire. Ths,
whan appraising potential projects, managars should consider not only the
sty size and direction of cash flows and profits but algo whether they are
ity 1o Bdd bo-of Feducs the anability of such flows:

Hﬂm:ﬂdw

I k= also part ol the financal manage's job (o dacide on The level of Investiment in
working capitial, Siocke, deblor and cash, net of shor-lorm creditors. This raguires
carelul analysie of the costs and benefts associated with sach elemant of warking
capiigl, o argure the organizaiion's day-io-day requitements are mal, without
ncyrting excassive hokding costs.

This area ol financial management is ceniral io this syliabus, and is deall with in
dapth later in the el

Finanoe decision

For both fived assst and working capilal investment, the Branclal manager must
decide on the Mosl approprate ype and source of lurding.
This will include such considerations as:

= the extent to which requirements can be funded intemally, from the
organization's operations. This will involve considerations. of dividend policy
and tax implications;

* i new, extemally provided, finance is required, whather it should be in tha
form of equity or dabl inance. This may affect the level of gearnng (Ihe ratic of
debt to equity inance] which can have implcalions for returns required by the
presaders of capital;

*  gha gdent 1o which workeng capital should be financed by long-term finance o
shart-term coadit.

15
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Dividend decizion

Whan deciding on the typa of investment and lovel of finince neaded, e ingncial
manager mus! have regard lor the potential effects on the risk and level of dividends
payable to sharehokders. If the shareholders are not happy with thelr retum, they will
be reluctant o nvest furiber, which in furn will ablect the lunding available for future
vestimen.

Links baltween lhe three key decisions

Itis clear from the discuseions above thal the hrés sreas ara dosely inlerrelated.
Investment decisions cannot be taken wihslut conssdaration of where and how the
funds are to be raised lo finance thom. Tha type of finance available will, in tum,
dapand 1o some sxien on [ha nalurg ol the project its size, duralion, rsk, capital
asset backng, elc.,.
mmwmmﬂmﬂnmﬂlmmlmmmmu
wﬂhﬂlmﬂwhﬂwr&tﬂuﬁhﬂiMIﬁﬂﬂhmhﬂ and how
i was flinanced.

Foied debt finance, fof example, can be cheap (particulardy where inlerest i ta
deductible)l bul raquiras a fued payment 1o be made out of project samings, which
can incrasss tha risk of the sharshalders’ dividends.

Dividend Policy

Ong lohpstanding guestion in corporale finance is: Is shareholders' wealth affected
by a company's dividend policy?

MNalice [hat the question s nol ssking whether dhvidends matter of coursa they do
{as we know from the dividand valuation model) what the question asks s whather
the chosen policy matiers, Examples of such polickes may include:

] paying a constant annual dividend,

i) paying oul 8 constan] proportion of annual samings:

i) Increasing dividends in lne wilh the annual e of inflation, o,

W) paying oul what's left after financing all fulure nvestment the residual palicy,

Four aspacts lo consider in relation 1o the paymeant of dividends ana:

1} Madigiani and Milor's (M & M) dividend irrolevancy argumant.
2) Tha chiontolo effect.

3} The bird in the hand argument.

4) The sigraling affect or informalion conmtent of dividends

16
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Dividend irrelevancy

M & M deidend imalevancy theory says thal the pafierm ol dividend payout should
b rralevant. As long A5 cOMPansDs CONNNLG 1o imvast in poastive NPV projocts, tha
wealth of the shareholders should increase whether or ot the company makes a
divichard paymant Sis yaar,

M & M's dividend irrelevancy theory
M & M's argurnion horo is buill up as folows:

i} The return ona share s delermired by the share's {sysiemalic) risk,

if) The returm itsell is delivered 1o shadholders in wo parts: one part is dividend
piaid and tha oo is the cop tal gain | loss in the shane price.

) The dividend decision thal a company makes is & decigion as 1o how the
retum is defverad. how much of the anmual earmings should be paid out as
dradands and how much of the annual sarnings should be relained and
reinvesied within the company and so fiow through o shareholders in the
form o a capaal gatn on the shade price.

W)  As the dividend decision does not affect the risk of tha shares, it does not
affect el teturn, Al the dividerd deocision therelors does is to determing

i the retem i 10 be spiit up betwesn dividends and capltal gains.

v - Do shareholders mind how their refumns are splt between dividends and

capilal gaing? The answer according 1o M & M s no, they do notl if we

al There ara no laxes (really, There are no differences belwean the laxafon
e diviclands and on capetal gains)

b Shares can be bought and soid free of any transaciion costs (such as
slockbrolers’ commissson),

M & M argue thal shareholders can ‘'manulacture’ a dividend policy irespectve of
the company policy. For instance. if a parson is holding shares for income but the
company withholds a dividend, the shareholder can sell some of the shares o
replace thi losl Incoms.

The assumptions that M & M make play a key role. Obvigusly, if dhidends ware
taxed and capital gains wore lax free, shareholders would mind how Thair relurm was
dadivaried Thiy would atrongly prfer it 1o ba delfvenad in the form of capital gains
rather than dividends.

Similarly, mvasiom who were holding ahares lor the incoma they generaied would
mind how their retum was deltvered i they had 0 incur ransaction costs when

A
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realizing their capilal gains 50 as 10 tum them intd income  such invesions wolld
strongly prafor it the mium were delversd in The form of dividends, ralher than

Capital gaing

Howaver, given their assumptions hold good, M & M could claim thal shareholders
ane indifforont botween dividends and capital gaing and &o the dividend doclsion |
the dividand policy thal Ihe COmpany DUTBLes is imslevant,

Climntele aftect

Ths analyss arglas thal, in the real world, thers ae differenbal lax treatmenis of
dividends and capital gains, and there'are ransaction cosls on share dealings.

As & resull, shareholders are concermed a8 o how thelr retum i delivened 10 them
by the company. Thus companies ghould lolow a consiglent dividend policy 8o 4 o
ensune thist they gather to them & ciantele of sharmholdens who like that parssdar

podicy.

Thus, the argumant hasg 1S that the actual dividend policy thal a company follows is
unimportant but, having decided on a paricular policy, it shousd then keapta il

The bird-in-the-hand argument

This afialvsis puls lorward a very simpla argument. soma Invesions may Sind capdal
gains mone tax affickent than dvidends, and some inesion will avold transaction
costs if thed returns are deliversd in the form ol capital gains rather than dividends,
dgspite all this. Invesiors generally have a strong preference for dividends.

e reason given is that a dividend ks consin and imvestons prefer o oortain dividend
now, 1o the promise of uncertaim fulure dividends [arising oul of retaining and re-

investing eamings).
The signaling effect

Thig theory holds thal investons read 'signais’ into the company's divicend decision
and that thesd signals sy as much aboul the company's future financial
parformandcs as thay say aboul ks pas! fnancial performance. Thus managemaent
will nol necessarily reduce the dividend per share jusl because las! years
pariomancs wasg poor, i thay Delieve that nexl vear's performance will be good,

i mig thaory is cormect, and invastons do indeod read ssgnals into o dhvidend
decision, then the dvidend decsion becomes important it becomes important for
Tha comparry not (o give o wrong signal.
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More details on signaling
1 i wiichely Dedlenved thal Thers ane fwo very sirong dividend signals.

1) a reduction i the dhidend per shara signals that the company & financial
difficuliies:

k| a failure 1o pay out any dividend al all signals that tho company |8 wery
closa to racefvership |

Thus, a comparny must take greal care nol 1o raduce it dvidend share (becausa,
supposs, i wishes io relain exira samings o underake a highly profitable
investment], for lear that the sctions miay be misinterpreted.

These ideas are very widely held in practica and this view is supporied by Lintnar
who dipcovered hat dividend growin lagged two [0 three years behind samings
growth. This evidenca can be interpreted 10 mean that managers are rejuctant to
increase the dnddend per ehard ursl thay are confident that they will be able 1o
malntain thal new Bvel ol diddonds 0 tha future (and will Nol Be subaagquantly
obliged to raduce The dividend par ghars)

How to recont iy these differing views of dividend policy in the real world

Given these contrasting views, how are managers io decide on the dnidend policy
that thiry should purcue?

The answer is thal, in the real world, bke 50 much slse in corporale finance,
managers have lo make a judgemen afler laking many vanang lacons into accounl.
fri i process they will consider

1) Whai divicends are our shareholders axpecting (Le., ihe chentele effect)?
2 What dividend did we pay last time (Le., we must not pay less than that

because of fha signal that il might gawe) ?
Howaver, they will also take inlo account a range of othar faciors, such as:

3 Isitlegalto pay out a dhidend?

1) I et casih avadlable o pay out a dividend ?

5 Do we have a minimam dividend cover ralio Imposad on the company as a
loan condition 7

6)  Whatis the tax impact of paying dvidonds?

7]  Whalinvestment opporiunitios doas the company face?

Bj How difficult’expansive is it to raise extermal inance?

o Whal has been thi rale of nflaton {and so whal dividend Increase is needod
io maintam tha purchasng powes of las! yeara dividends)?

10)  Whathas been Ihe capital gainfoss in the share price over the kst year?

18
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Allernatives o cash dividends
Bonus or scrip dividends
Shareholders are given extra shares in iew of a cash dividend.

Share repurchase (or buyback)

The company buys back shares from ils sharehbiders: thus paying oul cash bul
reducing the number of shares in issus.

Alernathves 1o cash dividends
Bonus or scrip dividends

A recent quirk thal we fing! saw I the recession of the late 1880s and early 1500s
wad tha introduction of scip of bonus dividends.

Companies during the retession were often strugghing 1o survive and thedr project
cash flows were low. They did nol therelore have sufficieni cash fo mainian
dhadends @l previous ievels,

Their directore maized that if a dvidend cut was declared a large fall in share price
would 1eEf which thay were amxious to avoid, Tharefors, instead of paying tha
daadand i cash, they gave bonus or gorip shares in bou and recordoed thelr valuo as
ne dividsnd figura in ha profit and loss accound As well as diffusing e liquidity
problems they were expenencing, it also proved more tax efficient for the company
{araing Irom the advance corpotation Lax systam, now abolishad). Scrp dividends
are still widely used. If The issue is small, i will nol dilute the share price, bul is
benaficial for the invesior in that & can be corverted o cash f so desired. Scrips ane
good if 8 company wishes to preserve its Squidity. Barker, in the Harvard Business
Review, suggested {and the view is supportad with evidence) that the effect of a
scrip on the share price depends upon whether itis used in isciation of in conjunciion
with cash. Without cash, share prices tend to lall alter a scrip iBEUa; i combination
with cash, share prices fend to rise

Share re-purchase

I pasl, share ra-purchase had baan ilegal in Pakistan. bul @ is now possibla and it
represenis an aliematve form of distribution 10 shareholders, other than the usual

dividend payments,
If hare re-purchass is resinicied 1o amounts which could othenwise be usad 10 pay
20
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dividands then, in the absanca of fax differences. share re-purchasa gives corporate
financial managemant almos! no additional opponunities companed with tha
payrmant of dividiords.

Both options reduce equity and return funds 1o eguity holders. The differance s that
a dividend is an equal cash retur 1o all sharsholders, whereas shane repurchass is
a cash retum of a larger amount, but only to some shares. In this case, the only
additional opporiunity is that share repurchase for subsedquent resals results in a
temporary, rather than a permanant dasdend Hewiaar, aven hemo its efect is
similar io a convantonal dividend payment lolicwed by a rghis issue.

Benefits of share re-purchase

Having saic thin, the lax trealment of share repurchase and the lax rales of
sharahokders may well lavour shace repurchase as & method of providing cash to &
frm's equity holders. Thare ave also further benefils that share re-purchase can
bring:

b !ﬂymwmﬂmmmmwmlnmmgﬂmw
desireriincraase in gearing can be carmied out rapidly. However, providing the
desired adjusimen! requires share re-purchase of less than requiied

| eamings, there is no greater opportunity available 1o financial manapement
- Thanaiready exisls with the payment of drvidends,

* Fedudtion In the size of the company, Where circumstances indicate a
PRCHUCTIOnN In Company e 1 desrable this can be achisved aasily with share
re-purchase. Fermanent reduciion is facililated by re-purchase and
subsaquent cancallation of 1he shares,

#  Finanaing probloms may be aased, The ideal linancs for a neky mvastment is
equity, but if the investiment has a medium of short-term life there may be a
PElUCIANGE 10 Ule oquity, with a potentialy infinlie e, to fund such a projoct.
The possibilty ol a share repurchase would make equity a varlable lite
method of inance,

The dangers of share re-purchase

*  LUnresiricied re-purchase, without any liguidity reguirements, could lsad to
the privileged relum of monay 1o Seme shanshaoldars al the polental axpensa
of lendors, croditors and remaining sharcholdors,

* A change in laverage s likely 1o altar the rskiness of debl with, agan, &
polantial wealth transtes between debl and equity capital.

Stock split

Splil of As. 10 ordinary shares info two shares of As. § may resull in great
|
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markelabiiity. Increase in market value (dus to more markatabdiny) will result in
incraass in shareholder's waalth.

Test your understanding 2~ Public v private sacior

Public secior organizations do nat have the requirement 1o produce "profil’ in the
same pense aa the privale sector. However, they aie expectad 1o work within
budgets and recognire aspects of financial managemeni tamiliar to the private
SBCION.

Tha loliowing ar lour examples of diflerances betwean tha public and privale
sacinr

1) A company thal oporates a dhain of private hospitals uses a dscount rate
of 18% 10 evaluale its investment decisions and generally expecis an
accounting rate of retem of 25%. A govemmaen! funded hospisal frust is
reguired (o achievwe aretu'n of only 6% on assots.

2) Privale seciof companks are mowving towards a more fexible approach o
budgeting, Organizations in the public sector are maoving in the opposiie
directicn i.e., iowards a mora ngd approach o budgetng, entorcad by the
Trossury {upic thrae years)

3) Puble: sacior pay 18 subléct to govemment controls and has for many years
“laitad o koep pace walh inflation. Markel forses delesmine wages and
salaties in the privats sector,

4y Private seclor compankes can bomow in the madel o fnance heir
operations, subject only lo normal business cautions such as gearing ratios,
invesior prefenences and current economic conditions. The public sacior is
wither nol allowsd or seversly discouraged from borrowing o fund
OpErations.

Required:

Discuss the causes and consequences of three of the four scenanos oullined
above, using examples to illusirale your answer where appropriale.

Note: Oversean candidates may uss examples of organizations in thair can
couniry,
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Exam Style Questions

Test your understanding 1 - Stakeholders
Ouotation 1

The direciors of all businesses must consider the wishos of all potontial
stakeholders for whose support they ane compaling nol just owners bul employses,
suppllers, customers, lenders, reguiatons and the communily in which their business
OpRTaloE.

Guotation 2

WMGIWH-M business and its objectives and should be

Required:

Discuss the opposing aigumants in the two quotations gheen above, and axplain
o these vigws might be reconciled,

Tesl your undorstanding 3 - Deewan Lid.

Deodwan . Ltd, & a large iemational company with widespread inferests in
adverising, media and vasous consultancy activities associaled with sales
prombtion and marketing. In recent years the company's eamings and dividend
payments. in real terms, have grown on average by 15% and 12% per year
mepactively. Tho company is Waly 1o have substantial cash surpluses in the coming
yoar, bt a number of investman! opponunies are Deing considoned for the
subsequent two years. The senior managers of tha company are reviewing thair
aly funding requirements for the next two lo three years and the possible
consoquences for drvidond poboy,

At present the company has a debt; eqguty ratioof 1 : 5, maasured in marked valua
tarms. [ doas not want to increass this rabio af the prasent imae bul might nesd to
borrow topay a mantained dividend in e fulure

The genior managers of the company are discussing a range of issuss conceming
Hinardcial siratagy in genaral and dividend polcy i pasticular,

Required:

Assume you are an ndependent financial advisor to the board of Deewan Lid. Write
& reporn 1o tha board which discusses the hallowing issues:

&3
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U] The repurchass ol some of the company’s shares in the coming year using
the lorecas! surplus cash, the am baing fo reduce the amount of cash
reeded o pay dividends in subsequent years. Other implications of share
repurchase for the company’s financial strateqy should also be consadered.

i) Theadvisabiity of bormowing monay o pay dvidends inyears 2 and 3.

i) The lkely ottect on the company's cost of equity if the company decidos on
share repurchass and / or furthar bomowing.

Test your undarstanding answers
Test your understanding 1 - Stakeholders

A gansible starting point is 1o list the varous stakeholders and show how their
interasts may conflict, belore recond Lng M two Slatements.

A firm is & collection of coniribators, & of whom have a slake in 15 OnQoINgG SUCCESS
and survival, In a narow senes, (heir respeciive interosls are bound o conflict #
pushed 1o the limid.

Dwmers - wanl maximum dividends and share price

Landars - want muaximum secunty for their masiment,

Managers - wanl mtium pay and olher lorme ol remunamabion

Othar ompioynas - wanl maxmum pay lor minimum offon plus opbimal healtn and

*  CUEIDmErs - Wl maimum gUakTy Bl minimum pics plus maximom crsdil

& Supplars - wanl minimum seitbement delay.

= Governmant - wants maskmum 1ax take,

*  Sochety - wants maximum environmantal saleguards, conbributons to charity
and local communily projects.

I pushod 1o the [imit, most of these aims ane kely o bankrupl the business. i
shareha|ders’ aims are pursusd neglecting all alss, & requires screwing down wages
and conditions fo minenal levels, racking up prices o lake maomum advantage of
short-torm opportunibes, never paying suppliars unbl threatoned with legal action,
and soon,

Such behaviour is nod just antisocial, | s arBisurdval. It will affract criical atienton
from tha govesnment and other bodios, resulling in panalties, fines and ongoing
scruting which will damage the Brm's roputation and markel position imetriovably

The SWH aim is not a shorl-term prolil maximising aim. 1| aims 1o créals suslainabis
and permanent value for ownens. I s Ihoroughly congistent with trealing cuslomens
and employess well and building up an images as & respecied conlribulon io sockely.
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it is thus easy to reconcile the two siatements firms that treat their stakehoiders
badfly are unitkely o survive into the long tem. To ‘consider the wishes of all
potontial stakeholders’ does nol roquire maximisng everyona's parcular inforests
it striking a balance belasen Ihim 1o/ The ulllmale and ongoing benalit of all, Ths s
simply geod businass.

Test your understanding 2 - Public v private sector

1} Rates of return

Capital is & scarce resource hal firms must use efficiently As a minimum, firms
should achiave & raturn that compansalss for s opponunidy Costs incurmed by
imvesiors and which also allows for risk- Tha 16% discourt rate appled to futuse
cash Nows pracumably is based on ihe ek troo rate phue a sk promaem based upan
thg firm's Bata coefficiant and tha ek premium on tho market. The required return
should be flex|ble, frequantly adjusted in ling with changing market conditions Le.
intgrest rates and sharshoider roquiraments.

i the firm's objectves are logically struciured. the accounting refum of 25%
menlioned (but not defined) is consisient with achieving a DCF retum of 16%. Firms
often publsh Mol Largst ARRS bul sekdom dlsclose the discount rates they use.

Failire to achieva the target retumn is likely fo lead o demands for changes in
policiss and/or management. Because of this high degree of accountabilily in capital
ggaga, lunds are more likely o be direcied lo optimal uses.

The £% refum on assets (again not defined) is a target imposed on the NHS hospital
I lorce efficien! resources Lse. Peluma an the charges imposad on budget hokiing
GPe who refer patients for trealmend, and an element of income from private
treatrmisnl. The 6% criterion has applied for several years and is supposed 10 reflect
the opportunity cost imposad on sociely by diverting rescurces from the privale o
the public seclor. Il ignores taxation and is a real relum, Le,, inflaton adjusted.
Fallure 1o achieve this retum does npt invite such severe consequences as in the
private sactor, nor s f used as a method of capital allocation. Allocabon of funds (s
by priliticel process ard ralioning.

(2} Budgets

Budpgating has radtionally boen appled in a directive (op-down laghion the Board
and ils advisers determine the targels for the vear and require lower management
levals 10 explain how it will mast the targets imposad. The bureaucratic top-down
approach had its merits in manulactunng organizations whare the inter-linkages
between dapariments wele inear, and cbjectives were understood and accepied

25
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However, as advanced economies become more sendice-orentated and
knowledge-basod, now managedal control sfruciures becoma mom appropriato
Budgeting becomes increasingly devolved to business units responalble for
separale products and markets, and more attuned to emerging opportunities. This
refecis the demise of the middle manager as frms bocome flatier’ and more
hodlow'. S0, long as individual unils mae! thalr cash flow and relum on assels
objctives, thay are allowed 1o become lar more autonamous. Empowarment or
devolvarment of responsibility for the anmual boviget frees senior managers o
concanirate on longer term sirategic issuge og. acquisitions and siralegic
alances. Some firms have even abandonad byudgeiing iotally as a management
tood, trading loss of detailed contral dor grositer fexibility and responsivensss o
atemnal developments. Indeed, no or dovohied budgaling is seon as a way of
encouraging and managing change, whanas the traditional lop-down model ofien
stfiad change

in the pubbc seclor, parliculary i services, formal budgebng is very much in s
infancy. Senkor managers ave ko produce & balanced budget, in ine with résources
granted out of axation income, and have litle scope lor raising exira capital apart
from limited bortowing powers and asset sales. Public sector budgeting still reflects
a bureaverahic slyie of managemanl with rigid notiona ol extarmal accountabibty
Budgating = fhus a way of controdling change and tends 10 slow tha ability o
employess o respond io developments in the extemal anvironmant, in particular, o
e changing Reads of service usors

(3} Pay

To compile alfactively, managies need 1o command resources malchad 1o the
requiremants of the firm's sirategy. If its present capabilities fall short of resource
requirgmants, I must pay the going marked rafes 0 buy in more fesouUrces, or
frain axising slafl accordingly, otherwise hey will miss oul on st
OppOnunstes.,

Pay in the public sector i& bated on years-of-senvice-related scales with jump points
corespondng to promalion batwaen grates. Thare s litils of no payrmant by resufts
which stifles initiative and responsibility. The level of public seclor pay is typically
unresponsive 10 markel realiies, insolar as pb confen! compansons ane
maaninglul. indeed, they are frequantly held down as an instrumant of govermmant
policy. Cappng public sector pay is supposed to demonstrale responsibiiity to othor
employers and also helps restrain public expenditure and the Borrowing
Regquirement key tools In controlling mflaton, The resull & widsdpread lobs of
maraie, reduced job commilment and resignation by people seaking befter pay and
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conditions (but often with lower job security) 8.9., ieachers and nurses. The resulting
chronic de-akiling s particulary prevaient in information technology and finance

(4) Bormowing

Financial markets axist 1o match the nesds of ‘deficll unite’ {seekers of Brance ) with
‘surplus units’ (providers of finance). A varlety of forme of ralsing linance s available,
each appropriate io the risk-retum prelerences of the imvssior. Al any time, there
@sls & chear risk-retlum (rade-of' which summaricss fwese opportunities, and hus
spocifios B retum requined by purchasers of diftere financal gecuribes of ‘tlams'
owver firms' cash flow, The benchmark rate i3 the yeeld on government securiies
beyond this, the fugher the nsk. the greaier thé required retum. Fams can thus.
choosn which form of finance s mos! appropriate for ther particular needs. al any
tima, Private firms borrow whén conddiens are not right 1o raise other forms of
finance e.g. the slock markal may Nave baen satirated with a spate of rights issues,
o thary weant to lower thair welghled Gverage cost of capital,

Whialewver ihe reasodn, hey know that infenas| must be pald as a prior chargi against
prolils belore owrers receive a dividend, and that {ailure o mest Intersst obligaBons
invites the risk of insohency.

The pulbld gacior ietovas linance pnimarily from lax rgvenue. A the ability 1o raise
taxes betwsen Boedgets is imied, the government's fiscal stance can be deraiied by
a shovtfall in economic growth that stunts tax revenues, necessitating borrowing to
Blug Ihe gap. The present Chancellor adheres 1o the 'Golden Aules’ of public firance
that borrowing should ondy be undertakan for long-term capital projects, and the
budge! should be roughly balanced owver the economic cycle. He is further
ponsirained by wanting 1o mes! the Euro membanship critedon that tolal public
secior debi should not exoeed 80% of GOP.

At the level of the indradual public sector organization, bommowing opportunities are
minimal, aithough the Prvale Finance Iniliative has emangeéd i encourage
parnerships betwesn pubbc and private crganizaions. However, these take time to
organize and require close control to ensure accountabilty and avosd fraud. This
maans thal, whensas (n the privale sacior & firm can usually oblain Snance for o
sound project, thus responding 1o percelved markel oppostunilies, in the public
seclor mvesiment & typically conalrained by the ebb and fiow of taxalion revenue
and planning and implemeniation deiays
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Test your understanding 3 - Deswan Lid
Report

To: Board of Directors, Deewsan Lid,

From: Indepandant financial advisor

Date: 03-07-20X8

Ra: Dividend palioy and other financing issoes

You are currently considering the current and futire position of the company as
regards dividend payments and financing ower the naxt two o theae years, in the
light of your current cash surplus and the Imiestiment opporunities avadable 1o you
Froem nad year. This report addresses [he following issuas:

* the implications of share repurchass 1o reduce future dividend peymants;

* bomowing funds o finance dividends:
* the possible efects on cost of eguity if elther or both of the abowe actions are
lakan.

il Sharerspurchase

¥ou are likely to have substantinl cash surpluses in the coming year. Your first
decishan s 1o depide how much lo disiribule. bearing In mind bolh your invesimaent
financing reqLiremonts in the fulure and the possible reactions of sharaholdars and
other marke! players. In the curren] chimals, il s expecied thal ‘spare’ cash, in
excess of that required for specilic profitable investimen! opportunities, should be
retumied to the sharehalders (o do with as they wish

You have some investmen! apportunibies open 10 you in The near fulure. Whather or
not you herve 1o relain some of the current surplus cash o fund these will depend
upon the sxtent io which you expect thers 1o be spare funds generated in ihe net
o O three years.

Onca (ha amount 1o be distributed (i any) has besn decided wpon, you then nesd io
decida whether o refum it 1o all the shareholders as a dividend, or lo some of them in
the form of & Share repurchass. The Latiar option will resull in only 3 small number of
shareholders likely to be the large instiutional imvestors recenaing cash, although
thewr proporicnate holding, and Bharalone enlithemontlo fulure dividends, will be
reduced. Other shareholders will have 1o sell shares, incurring ransaction costs, o
‘manufactume” dividends should they need them.

i ahould be nobed that a shame repurchase s Adminstratively mone complex |n that it
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requires prior approval from a general mesting of shamsboidars (assuming the
Articles of ASSOCANON provice thal it can happan atall).

The bwo types of distribution will also affect share prices differently, When a dividend
is declared. the value of the sharas falls from cum-div to ex-div, the sharsholders
havving had same of i capiial invesimant realised as cash,

In theory, If the share repurchase is made at curren! markel peice. a share re-
purchase should leave the individual share prite unchanged there has been a
reduaticn i lotal market value in proponson e The obsl numiber of shanss o) (§swe.

it should also be noted that a shame repurchase would result in a higher future EPS
figure than if a normal dividend had been pasd. However this should nol affect the
markal's percaption of the health o] the company, as i is purely & resull of the same
eamings being spread over a smaller number of shares,

Cwarall, & would appear that tham |s no particularty sirong argumant lor a share re-
purchase in preference 1o a dividend payment to all shareholders. Whilst you may
so0 this a5 a means of reducing fulure drnidend paymenis, it is bkefy thal the
remaining sharehcidars, who would be holding a groater proportion of shares than
praviousy, woulkd expect a higher dividend per share. |f this sxpaciation |8 nof mad,
share prices may be aflected adversely.

H} Borrowing 1o pay dividends

101 decihed [0 dstnbula an amound o The Current yaar thal CAnnot be maintaned
(with planmed growth) in future years oul of operational cash flows, then additional
funds will need 1o be borrowed.

This will raise the company's gearing level above the current 1.5 deblbequily ratio,
with two consequences. Firsl, tha compary will be flunded by a greaier proportion of
choap finance, particularly as dobl intorest is tax deductible. Second, shassholders
may pesceive a greater risk as baing aftached 1o their davidends, as mare of the
samings are afiribuied to foed inferest paymenis. It = a question of finding the
ofat i balan ce betwesn thass two affects,

(iii) Effects on costof equity
Tha probabls afiect of noreasing the geanng kevel will be, as discussed in (i) above,
o Incraass e réequited retuim by (cos! of) equity

Baorrowing will directly affect the gearing lavel, by increasing the debl elemen
The payment of a dividend or & share repurchase will also increase tha pearing

level, by lowering the value of the equity (as discussed in (i) above, a dividend
29
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resulls In a lower share price with the numiber of shares being maintained; a share re-
purchase results in a maintaoed share prioe with a loweor numibar of shanes).
Thus bath actions may resul! ina higher cost ol aquity.

Overall recommendations

It is advised thal any swiplus cash over and above e needs of all positive NPV
rvvasimants shoulkd be paid out in the form of a devigend: This “regidual” dividend
policy may lead to fluctuating dividends, however, and mstitutional invesions
genarally prefer a steady dividend pattern; you Wil need 1o keep a cansful sye on
your share price io ensure il 1S noi being adversaly affecied in the long term.

Should you need 1o bormow in the Tulure, you Should fnd this 1o your advantage, as
your curren] gearing level is quite [ow, and the benelits of cheaper debl should
Dulweigh &y ncreass in cost of Bquity.
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Chapter Learning Objectives
Upon completion of this chapler you will be able to:

* Undorstand capital markets, rights lssues and
share prices and |nvestment returns
* Comprehend medium-term finance and long-term

diobt

*  Apprehend convertible securities and warranis

* Explicate international debt finance and leasing as &
wource of financa

* Elucidale lease or buy decision

*  Know about frsagury functions

*  Learn hedging financial risk

*  Gel acquainted with use of financial derivalives

* Unidorstand cash forecasts and financial statement

lorecast

CHAPTER 2

CHAPTER 2

Sources of Finance and Forecasting

Overview of Chapter

Equity

Forecsting

Income Siatement Dbt
Balance Shea
Cash fow
Othor sources
Leass v Buy

Sources of finance

A cormpany migh rass funds from the following sounces:
1) Thezapital makests
* i chare ssues, for example, by companies acquiring a stock market listing
o tne first time;

& fghts SSues;
*  |ssues of market ablo debt.

A company must be a public imiled company and must be quoted | listed on stock
gxchange in order to be able to raise finance from the capital markets.
2) Aetanad aarmings

Thiz is the mosl common way for companies to finance new invesimants. it is
simple, there are no Bsue costs, but it s limited by the amound of internally
genaralad tunds availabile,

3) Bank borrowings long-lam loars of shof-lenm loans,
4)  Venture caplial lunds

This s high risk finance provided by specialist organizations. The main problem is
that the providers of wenlurs capital funding lend to demand significan! eguity
pamicipation in a company and will also wani 1o Influence the policy of the company.

2
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5) The intermational money and capital markels e.g., Euro currency. The lerm
Eurn currancy ralers 1o the issus of curnency in any thing other than domestic
currgncy. The mos! comman reason for a compary 1o rakse Euro curency is
in ordér lo underlake an overseas investment.

B) Govarriman! and similar Sounces.
inganeral, finance can be raised from Equity or Debi sources.
Critaria for salecting sources of finance

Tadecide whether debt or equity shoula be used 1o fund a new project. the following
tactors will ba considered:

cost of the diferant sources of finance
duration forhow long is Enance required?
security ofier neaced for dabl fnance

peanng level
what gources of finance are avadable 7

Maore details on financing eriteria

" @ ® ®F @

Cosl

Each eource of inance has a different cost. With debl capital, a companmy mus! pay
inferest on the debi, and o raise new debi finance It must pay a current raie of
intergst o persuade invesions to provide capital. The cost of interes! i an aRowable
avpanse for tax purposes, 8o the cost of debi capital 10 a comparny s the interast cost
less the tax relief on the interest. This fact, and the fact that the providers of debt
fnance have [ower risk than the prowders of aquity finance land o make debl

finance chaaper than equity

The cost of equity capital is the rebum that ordinary shareholders expect on their
invesiment, in the lorm of curment dividends and expaciations of dividend and share
prico growth in tha future. Alihough a company dooas not havo o legal obiligation to
pay dividends 10 its sharahoiders, il must provide a salistactory ralurn 1o suppodt the
share price. Without the prospect ol good refums, invesions will nol subscriba for
iy isCjusity wihisn the company needs 1o rse new capital.

it is important here to appraciate that debt finance tends o be chaaper than equity.
This is because providars of debt take less risks than providers of equity and,
tharalons, Sarm lass retum. Intensst on dobt IINENcS is Also RoMally CoMporaton tax
deductible, retums o equity are nol. The period of tha finance will also affect the cost
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as long-term financa tends to be more sgpensiva than shor-term financa.
Duration (Short-term, medium-lerm or long-term)

Equity capital is long-term ‘permanant’ capital. Mos? debt capital, on tha other hand,
is oblained for a fixed term. The longth of borrowing can range tram very shor-term
(overdraf facility) 1o long-term. Bank lpans arne generally lor no longer than the
medium-term (say, five to seven years) whereas csbt finance raised by issuing
bonds can be for a much longe- term,

Whan a company Is deciding whether w0 oblain long-lerm o short-lemm capital, it
should apply the rule: Long-term assets should be financed by long-term funds®
Shorl-larm assels, such as invenioties ang receivables, should normally be
financad by a mixiure of s hor-tenm and long-term funds,

Thus, we would expect io cee working capital financed parily oy shor-ierm faciftes
such as trade payables arc a bank owerdeal], whilsl noncurment asssts aholld be
tunded by long-lerm souites of Bnance. This rule might be broken 1o gain access o
cheap shor-term hunds, particularly short-larm trade payables (whech have no
otrious Cost) bl the rsks invobasd should e apprecialed.

Security

Secisity iz often required for debl finance. Thes could be derved from existing assols
OF MEw casSts 10 be acquired, Assets such as land and bulldings hold thedr vakes
beltar and are aasier lor a lender o sall than, say, plant and machinary.

Gaaring

Gearing is the ratio of debt to eguity finance. A high gearing ratio can be very risiy
Although high gearng involwas The use of cheap dabl finance, high evels of debl
also crate an obhgabon 1o meet intorest payments and debt principal repayment
schedutes. I thase are not met the company could end up in Bquidation. A company
should fry 10 achleve a satistaciory balance between eguity finance and madium
and long-term dobl for its long-term funding, 1o benafil Irom the lower cost of debt
finance without exposng itsall io the rigks ansing from axcessive debt obligalions

Availability

Mot all companies have access o all sources of finance. Small companies
traditionally have problems in raising both equty and long-term debt finance
Romembor thal many lrms do nol have an uniimited cholce of funding
arrangemants.
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Equity Finance

Equity is another name for shares of ownership rights in o business

Capital markets

Capital markals (or stock markets) must lulfil bolh prmary and secondany funclions.,
PFrimary functions

* & source of new capital lor companias
* 5 means by which imeestiors can by 51 i equity of 3 company.

Secondary functions

& ameans by which sharehaldess can liquidale their imvesiments at a fair price
torcash

* & means by whch the performance of & company can be measured (and
hence its managemant] over time.

A stock pachenge listing
Advaritages of a listing on the full stock exchange
To wxlsting shargholdars:

* they can sell some of their shares;

*  gieater irarketabilty rakses value.
* o vRiAtion problema.

To the company.

new funds can ba obtained,
betier credi standing.

lakaovers can be inanced by oguily mEubs;
easier o raise future inance,

percared sk reduction fall in cost of equey;
ErRir SLAILES Iy [JErrala naw Dusiness.

Disadvantages of alisting
*  costs borme by company;

*  company must complywith SE regulations;
ar

CHAPTER 2

CHAPTER 2

Sources of Finance and Forecasting

= dilution of control;
*  public scrutiny of prolits / results.

Methods ol issulng new shares

The mosi comman method of ssuing shanes is a rights issue. I a company alnaady
has a listing on a stock markei then ihe company will aimost ceriainly raise new
funds by means of a rights issue, or possibly occasionally by means of a placing. An
offer for sals or an offer for sale by tender is more ssablo whon a company seeks a
Esting on the atock exchangs for the Hire! time.

Rights issue

#  Dfiering ihe new shares for saw io sxisting shareholders, in propasiion io the
size of their shareholding.

* The nght o buy new sharss ahead of outside nvestors & known as the pre-
emplion rights’ of shareholders,

* Presmption nghls are protected by law, and can only ba waived with the
consent of charaholders.

*  Thay are far choapar than a public share issue.

* They may Le made at the discretion of the disectors without the consent of
the staraholders or the stock exchange.

An Issua price must be set which is

* low enough o secure acosplance of shareholders; but
*  not 1oo low, 50 as o avold excessive dilution of the earmings per share.

Market price after issue

*  Afler the annocuncement of a righis Bsue thens is & lendency lor shire prces
totall
* Thetemporary tall s due o uncertainty about:

F  consoquences of the ssue;
# tulureprofits; and
F  luture dvidoncs.

*  Aferthe actual issue the market price will normally fall again because:
# there sre more shares in issup (sdverse affect on eamings per
shara); and
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newshares wereissued al marke! price discount.
» 'cumrights’

When rights issue & announced, all existing shareholders have tha right to
subscriba for new shares, and so0 thera are rights ('cum nghts') altached io the
sharas, and the shanes are traded 'cum Aghts’,

Exrights

O thae tirst cay of dealings in the newly issued ghares, the rights no longer sxist and
the obd shares are now raded ‘ex rights’ (without ngnis attached).

Theoretical prices / values

a) Theoretical ‘ex rights’ price is the theoretical price that the class of shares will
trade at onihe first tracing day afer issue. It is calcutated as follows:

(N = cumrighte prica) « lssue piica
Mt

b}y  Theoretical value of ights’ per share bs calculaled as
{Theoretical ex rights price issue price) /N
where N= no of ights required lobuy 1 share
Example1-Flower Lid.

a) Flower L1d, has 100,000 Rs, 10 ordinary shares quoted at Als. 45 ax div. It
is congidaring a 1 for 5 nghls issue at Re, 42 per share.

Required:
Calculate the theonmsbcal ax fghts shan price.

[41] Assume thal Flower Lid Intends lo use the funds raised fo finance &
progect with an NPV of Rs. 300,000.

Required:
Calculats the theoretical ex rights shane price if the project is undertaken.

34
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Courses of action open to share holder
Possible actons for a sharehokder are,

axercise the rights (that is buy the shares at the ights prce);

renounce the rghts and sed them on the market.

rengunce part of the rights and take up the remainder,

do nothing. (Shareholders may be protected from the consequences of
inpcton by the company selling the nghts on benal of nactive sharsholders).

Iimplications ol a rights issue
&) From viswpoin of the sharshalderns:

* e option of buying sheses an preferantial price:;

*  have option of wihdiawing cash by selling the rights;

* are able (0 mantain thesr gaisting redative voling poson (by exedcising the
rights).

bl From viswpowit of the company:

* _i5 simpie and cheap o implamant,
* g usualy successiul;
*  often provides tavourable publicity.

B Offer tor sale al a lixed price

Shares are offered for gale 1o iveston, Thiough an ssuing house at a fued price sel
by the company.

€ Offerfor sale by tender

Irvestons are imvited 1o tender for new shares issued al thel own suggested price
All shares are subseqguantly sokd at tho best price at which they would ba takan up.

D Placing
Shares are placed direcily with cerlain invesiors (normally msifutions) on a pre-
arranged basis.
Praferance shares
= A lorm of mguity Iat pays a fived dhadend.

40
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= Nigpaldinpreference lo [belore) ordinary shares, hence, the name.
* s not tax eficent, any retum beng paid out of post tax mcoma.
*  Not very popular, it i the worst of both worlds Le.,.

¥ itis not tax efficient,
# it ofters no opporiunity lor capital gain {fxed retumn),

Debt Finance

The loan of funds 0 a business withou! confsmring ownership rights. The kay
leatures of debi financing arss from thie ‘ar's iength relationship':

o i pald out of pretax profta a8 an expente of he butness,
*  hcamos angk of gefault if niorest and principal paymants ane not met.

Security charges

The lender of funds will nommally require some form of security against which Ihe
funds are advanced. This maans that, in the event of defaul, the lendar will be able
1o take agsets in exchvnge of the amounts owing. Thare are two types of ‘charge’ or
sacurity il may be offarad required:

1} Fired charge - The debl is secured aganst a specic assed, nomally land or
buidings. This form of securty |s preferred because, in the evert of
luquidation, i puts the lendear al The Tront of the queue’ of crediions.

) Floating charge - Tha debt s secured against the general assots of the
business. This form of sacurily is not as strong; again & conlféns & measure of
security on lquidallon as a ‘prelemed creditor, meaning the lender |5 Magher in
the list of creditors than otherwise.

Covenants

A Turiher means of lmiling e risk lo the lender is to restrict the aclions of ihe
drectors through the moans of covenants. Thess are spocific requirements of
lmvitationes laid down as a condition of taking on debt inancing. They may include:

1) Dividend resirictions - Limitations on Tha level of dvidends a company is
pafmitied 1o pay. This is dasigned 10 preven! excaseive dividend payments
which may serlously weaken the company's future cash fiows and theseby
place the lender at greakor rigk.

il Financial ratios - Specified levets below which cerain ratios may not fall,
&.g., debit 1o nel assets ratio, current ratio.

a1
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3) Financial reports - Regular accounts and financial reports to be provided o
the ksndar bo manilon progress.

4) Issue of further dabt - The amount and type of delbt thal can b mausd may
be restricted. Subordinated loan stock (i.e., stock ranking below the existing
unsecured loan siock] can usually stil be ssuad.

Types ol debl
Debt may be raised from two general spurces banks of nvestons.
Bank finance

For companies thal are unlisied and for many isted companies the first part of call
for Dorrowing manay would be tha banks. These could be the high strest banks or,
more likedy for larger companies, the large number of marchani banks concenirating
on ‘securiised lending. The Loy advantage of borrowing from banks is e
confidantal nature of e arrangsnidnt.

Terms and condilions ars negoliable dependant on lerm amount and he credil
rating of the conipany wishing 1o make the borrowang

Traded invastmants

Ag an glismative (o borrowing funds from a bank the company, if lleted on the stock
sxchange, may Issue debl 1o inveslons over the kong-term. Typlcal lsatures may
Tciuds:

This dobl is dencminated in unils of As, 100; this s the value eventually redosmed
an maturity. it s ofteén the value on is5us (the cost 1o the invesion) bul the debt may
be issued at a discount {for less).

* |plerest S pakd (normally at a fed rathéer han Noating rate) on e nominal
value of the loarn.
*  The debt has a lower risk than ordinarny shares.

Types of Issuad debt
Thay includa:

* Debentures Debt secured with a charge agains! assels (either fixed of
loating).

* Unsecured loans Mo security meaning the debl s mode rsky requiring a
highar return, They normally requine covenants 1o give some measure of

42

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgy ore Vis# AV RIGzAdddemy.BlogSpot.com

Sources of Finance and Forecasting

aafaty fo the debt holdar.

* Marzanine finance Hgh risk finance Ssued whan ofhel SOUNCes are
unavallable, A typical use is Lo fund 8 managemen buyoul.

& Ewro bonds The issue of debt in a currency other than thal of the country.
This form of finance is only available to the largest international corporations,

The yield on debt

A pomimon axam question requirarment s 1o caloulate the “yield” 1o the ender of deb
financa.

An nvestor who purchases a tradec deb! mstrument (e.g., debenture, bond)
recetves & retumm, known as a “yheld”, i tha form of the annual interest (or "coupon”)
paymants and, d the debl is redeernable the linal redempiicn paymenl This redurn
s also known as the “Yield To Malwdn™ (YTM), or “redemplion yield™ on the bond,
and it is defined as:

¥TM = effective average annual percentage netum to the investor, ralative 10 the
currenl markel value of the bond.

it ihg ot s brreciaamable, the calculation |s very simple. Howevaer, the calculations
2% more compiex & the bond s redesmable, or it it is denominated in a foregn
curTey.

Yield o0 iredeemable debl

Forirmedeemable debt,

¥TM = (annual interest received ! curment market value of debt) x 100%
Exnmple 2

Globe Lid has somes 5% coupon, Rs. 100 nominal value, medesmabls bonds in
legun, whach have a cumant markat value of As. 85

Required:

Caloulate the yiedd to maturity lor these bonds,
Yield on redeamabie debl

For redeosmablo debt,

¥TM = the |IRR of the bond price, the annual interest recelved, and the final
a3
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redemption amount.

This ansures that the yiekd calculation incorporalés & retum in the form of the final
redemption amount &s well as the annual interest amounts,

Example 3

Giobe Lid. also has some 7% coupod, Rs. 100 nomins| valu= bands in issus, which
are redesmable a1 a 10% premum in 5 years. The curment market value of ihe bonds
mHi. 98,

Required:
Calculala tha wialkd o maturity fod tha s boras,
Yield to maturity for foreign currency bonds

The calculation of Yield To Maturity (YTM) is complicated furthar when we look ai
foreign currency loans. As above, lefs start by considerng the impact on
rrecoemabie bonds, then rmowe on 1o look at redeemablios.

Irredeemahis forslgn currency bonds

Assuima that Globe Lid. now issues some US$H1 00 imedesmable bonds at par, with a
coupon mis of 5%, If the exchange rate betwaan the USS and Fs. s sxpected 10 stay
constant, the ¥YTM calculabion s exaclly the same as it was belore. However, a
peoilem anges when the exchangs rate = expeciad o changs.

For axampha, f the US § is expectad 1o strangthen by 3% per annum against the
As. steding, paying the interast in USS sach year will aflectively cost Globe Lid. 3%

more per annum as fime goes by, on 1op of the 5% coupon rate payabile.
Thas, the YTM on the imedesmable US § bonds would ba:
[{1.05x1.03)1] = 8.15% per anmm.
Redeemabie foreign cumency bonds

How, let's caiculate the YTM if Globe Lid. issues some § 100, 5% coupon bonds at
par, redeemable in 5 years at $110, and e USS is axpaciad 1o strengihan by 3%
par annum against the As. Assuma that the current [spot) exchanga rate i Rs/US S
=100 {thatis, $1 = As 100},

Faollowi g the axamples above on redesmable bonds, wa know (hal the YT i the

a4
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IRR of the current market value, the interest paymants and the redemption amount.
The compicalican in Mis cass & that the cash Dows wil first need 1o De comnariadg into

Re. (Globe Lid.'s homa currency), using exchangs rates which change sach yoar,
& follows:

$ Exrmle (51 =R Au

10 Curtent MY {100)100 {10,000}
11 Inferes! 5 103 515

12 Inforest & 106.9 534.5
13 Intorest 5 108.27 546.15
1 Inferest & 112.55 582.75
15 inferest and redamplion 116 11583 13,332

Hence, the IRRA (The YTM] can be caloulaisd as foliows:

Rs. OF 8% Py OF 10% PV

0 {10,000) 1 {10,000} 1 (10,000)
1515 082 AT8 89 0.904 458,135
12534.5 0.857 A58 066 0826 441487
354535 0784 433 80 0.751 41031
1682 TH 0.736 413621 0683 384,358
t5 13,332 0681 8,079.00 o621 B2TRA7

B51.487 (16.53)

Honce, IFA = 8%+{2% x 561 467/(861. 467+ 16.53)) = 9.86%
Adventages and disadvantages of using debt
Advantages

i} Dabt has low cost in comparision with equity

i) Dot attracts tax bonedits

i) Voling power of companyis not offeced with deb.
Digadvantages

i} Company nesds 10 have s0me assels for securty of debl,

) More dependanca on dobt decreases the erterast oover ratia.
i) Company has fo repay the debl as they are redoemalble

Other Sources of Finance

Sale and lease hack
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Salling good quality fxed assels such as high streel bulidings and

Laagsrg tham back over many yaars (25+).

Furuis ara redgased without any ioss of use ol assels,

Arry potential capital gain on assets s forgone.

A popular means ol lunding for retall crganizations with subsiantial high
strenl propany 6.g., Tesco, Marks and Spencer.

Grants

* Dfien related io ischnology, job creation o regianal policy.

* O pasticularimportance to small and medisTmsized businesses (e, unlisted)

*  Their key advantaga Is that they do no! naed o ba paid back.

* Remamber the European dimbnson with granta alko svallable thiough the
European Unign

Agtained sarnings

The single mosl imporian] sowrce of inance. most busmesses use retained
aarnings as tha basts of their financing neads

Warrants

® An opiion 10 buy shares at A apecifed point in he liura lof & Specified
{oxmicise) proe.

* The warrant offers a potential capital gain where the share price may rise
abova the oxeTCSe price,

& The halder has the oplion o buy ihe shars.

*  Thewarrant has many uses mcluding:

* s acddmional considaration whon ssuing debt 10 make i Mo
altractive;
* a5 A means of olfenng incentivas lostall,

Convertible loan stock

*  Sirmilar in eflect bo altaching & warrant 104 debil insirument.

* Tha convartible dob! |s whare the debt itsoll can be convertad info sharos ata
pradefermined price at a date or range of dates in (he futurs.

* This has the effect of ghang the debt holder a potential capital gan over and
above tha retuim from the dett infesest

* |l the value of the shares is greater than thal of the debt on the exercisa dals,
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then conversion will be made by the investor
* |, howavar, tha shane value @& lower than e dabl valuae, the Fvasion may
retain the debt o matunty.

The Leasev Buy Decision

Loasing s an altemative way of cbianing the wie ol Boms of equspment for
companies which for varying reasons may wish 1o avoid acquiring them oulrighl.

Tarminology
a)  Operaling lease

Usually for a short poriod, whona substartially all the risks and rowards of ownership
remain with the lessor.

b}  Financo eass

Usually for a long panod, whan subsianiially all the risks and rewarnds of ownarship
paSS 10 the sk

The lype of leae thal we nesd 10 conssder in more delall is a finance lease because
thiss i5 an afemaiive o borrowing some money in the long term n order to purchasa
an aseet,

Aeasons for leasing

&l The tull leaso rental s alowable against tax, Interos] on dabl fmancing e
ficw e agains! bax bt the capital repayrmanl (8 Hot

bj Itis a readily available form of finance, especially for plan! and equipment or
madon vashickes. It is, thasalors, very conveniant for companias 1o anter into
BUCh ATANGQEmBNTS

o) It removes tha nesd for & significan! capital ouflay at the beginning of a
project's e i.a., i avosds the need to find the capital at the oudset

dl  Hmay bechaapor in financlal terms than conventional debl fimancing i.o.. the
eftective interest rate on loasing may be kess than the interest payable on o
loan.

ay
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Lease v buy evaluation

It an asset & noeded lor & majos raw investiment, ard the asset can De leasod under
& Tnance Wass than & crithcal oacison |§:

a) shouid tha assel ba leased: or
b) shoudd the assél ba puichased and the purchihse cosl linanced by debl
Issue?

in tha axam you may noad o evalualo the lvase againet bomowing 1o buy option o
determine which would be batter in financisi torms. The tradisonal approach 1o the
avaluztion is to delemming the presant velue vost of lsasing and compare his 1o the
presani value cost of borrowing fo buy

Hote:

1) Tax roliel on inerel paymants on dobt is always taken inlo account by

obtaming a post iax cosi of debl.
2) Assume lease payments are alweys alliowable in full against chargeabis
profits unis lokd olthenwise (306 noles aller Bhe naxt example)

Exampie £ - Pan Lid.

Pen Lid. wishes bo invest in new equipment costing As. 130,000. The equipment has
& lfe of four years and no scrap proceeds ane expecied to be avallable afler this
period. Wiritng down alowances are available a1 25% on a regucing balance basis
T osmpany can bormow al 12% pre-lax.

The aquipment could allematrely be lsased lor & cosl ol Fa. 40,000 per annum
payable in arrears over four years. Assume thal the full lsase paymeni s a tax
deductible opense. Tax is 33% payable ono yoar in amoars

Reguirad:
Detarmires whather tha company should laase of purchass 1he assel.
Further calculations on lease interast

In tha above axampla, we ware told apecificaily that tha tull lease payment was to ba
freated as & lax daductiie pEpense.

In some quesiions, you will be told to assume that just the intereatl slement of tha
loase paymant i lax deductible. in this case, the hirst step is to caloulaie T inleresl
alemant, using aither the aciuarial method, or the sum of digits method.
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Mustration 1

Assume that KL Company has the option to buy an assel for Bz, 100,000, orio leass
it by paying As. 28500 por yoar in arrears for 4 years. Cleary, tha interest eloment in
the lease amounts 1o (4 = Rs. 28.500) As. 100.000 = Rs. 18,000 in total. This
interast can be abocated 1o years using either the acluarial method. or the sum of
digits method.

Actuarkal melhod
Hera the implled interast rate s found by usng an IRA approach,

Az a shori cul, the 4 year anmshy facior at the IRR can ba found by disading the cost
of the assel by the annual rledes! payment {Le., 100,000629.500). This gives a 4
year annuity factor of 3,390, which (from tables) is vary close 1o the 7% factar,
Hence, ihe implied inierast raie in the loase is (approcdmately) 7%,

MNow, the interest can be allocated 10 indhadi al yoars using the kollowing tabie:

_____ As.
Yaar1 Yaar2 Yoard Yeard
Onening bafenco 100, (00 77,500 53,425 27665
+ Intorest (7% = OpBal) 7,000 B 425 a.740 1837
Leasepayment {28.500) (29.500) (29,5001 (29,500)
Clasing balance T7.500 B3 425 27 565 102

Wote: The closing balance al tha énd of yaar 4 should be feio. The difference is due
ho rseemiiing.

The lsase inlorest paymenis have now beon allocated lo yoars, 5o can be used o
cadoulate the tax refial sach year

Sum of digits method
This is a simplar way of allocating interes!, based on the swm of digits formula;
e 12

In this example, he lsase payments ane to be made ower 4 pariods. 50 the sum of
digils b5 10 (working: 4 x 5/2 = 10)

Hence, the inleresl allocalions

CHAPTER 2

CHAPTER 2

FOR EDUCATIONALPURPOSES ONEgy ore Vis# AV RIGzAdddemy.BlogSpot.com
—

Sources of Finance and Forecasting

Year 1 4/10=Rs. 18.000 Rs. 7200
Yoo 2 3M0x=Rs. 18,000 Fa. 5,400
Yeard 2M0=RAs. 18,000 Rs. 3.600
Yeard 1/10x= Rs. 18.000 Ra. 1,800

Once again, he tax rebel on he kease interest can now be caiculated aasily.

The Role of the Treasury Function

Anentity's treasury function has responaibdity for 't prvision and use of finance
The mainlunctions of atreasury deparimansi ingiugde.

*  pstablshmant of corporate firsncial objoclives.

*  Mansgemant e anlity's bauld aseets (8.0, cash and marketable Securnties)

* management of the entity's funding determination of policies. identifying
sources and typos of funds

®  gurrency managlenant ina mullinational) dealing In lorsign currencies and
hedging currency reks. (See delails below)

Profit conlre of cost contre

& Should the Trassury luncBons be a costcantre or a profl centre?
* Whalis the company's objective T
= Whalis he departmant’s objective?

it & gunerally tholight better lor traasury depanments 1o operale A8 cosl centres as
this reduces the lovel of risk given the high level of iquid assets in troasury

Centralization v decentralization
Centralized advaniages

i} Greater bquidity | volurmes,

i) Bulk bormowing:

il  Foreigncurrency risk reduced;
)  Experisavailable.

Centralired disadvantages

il Transher responsibilily | control away from local managets;
i) Crealas bursaucracies,

i) Pardormance evaluation of foselgn managens difficult,

)  Impraclical lo have no cash balances al subsdiary level.

&0
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Financial risk can be hedged in following way
i) Hedging with lorwards

The lorwand marked & wihare you can by and sell 3 currency / Commodty, at a fxed
huture date for a procdetarmined rate, i.o., the forward rato of exchango:.

i) oney market hedge

The mondy Markots are markels 1or wholegale [Largo-scale) lmnding and borngwing,
of trading in $horn-lerm financial instruments | Mary companses ane abke to bormow or
deposi tunds throwgh their bank in e monoy mainkests,

i} Financial derivales
a) Future
Futures ang Kko a forwarnd contract in that

& fhe company’s posibion i foed by tha rate of axchange in the futures contract;
& |§is a bincifg confract

A futures corfract diffars from a forward conlract in the Iollowing ways:

*  futures aro for standardized amounts
" futures can be raded in market.

Because each contract is for a standand amoun! and wilh a lixed malurity dale, thay
rarely oover the sxact exposure.

b)  Options

Optichs are similar 10 forwands bul with ong key dilterence. Thay give the right bl
rol the obigation 1o buy of sell currency @lc., al some point in the fulure at a
predetermined rate.

Forecasting—Profits,Cash Flows and the SFP
Planning

Al businesses need 1o plan. They need 1o identify exactly whal thelr business will
look like financially should they choose 1o go ahaad with a particular stralegy.

51
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Otpective of planning 1o allow an organization to nfluence its own future by thinking
and acting in advance

A vary popular exam area is the requrement to calculate a forecast income
sialemenl. statermnent of financial position and cash flow. 1 is leoked at in thes section
because many of the exam quesbons ask for g forecast and follow up with some
form of raising capital wiitten aspect. Although the lomecasting of the Income
statement will not cause difficulty, the approach and presentation neads thought
and some praction.

Forecasting mcome statemant and siatemsst of Tinancial positon values

Trea & a very simpls process. For example, | sales are curmanily Ra. 10 m and
growih is lorecas! o be 5%, luture sales can be lorecas! as;

Yeari:Rs. 10mx 1.05
Year2: As. 10mx {1.05)2

Rs. 10.5m
Re. 11.085m

Tax adjustments

This is the main source of dificulty in many questions, The tax should not be
charged direcily on the accouning profits. insiead, the firm's depreciation should bo

added batk and then the capital allowances doducted o give taxable profit, 1o which
e L it Can B applied.
Exnmpie 5~ Tax adjustments

Fallow Ltd ‘s depreciation on ds plant and machinery next year willbe As. 2mona
siraight line basls. For tax purposes, capital allowances can be claimed al a rate of
25% p.a. (reducing balance basms). Tha curren! book value, and tax written down

value, of the plant is Ris. 10 m. The expected accounting profit Tor the coming year is
As. 8m. Corporation tax is 30%.

Aegiilred:

Calculate the expected tax charges for next yaar,
Exam style questions

Testyour understanding 1 - ABC Lid.

The directors. ol ABC Lid. a conglomarats laled on & slock sxchange, &he appralsng
ona of thalr wholly-owned subshkdiarias, XY Z Lid. with a view 1o disinvestimant. The

&
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subsidiary is primarily involved in fhe manufachee and dstribution of car cara
products.

Financia data for XY Z Lid. are shown inthe table below.
Required:

al

b)

i)

)

Calculaie five ralios for each of the two years 20X1 and 2002 which you
considar 1o be appropnate for the evaluation of the subsidianys effickency,
profitability are liquidity over the two yess pariod. Your selection of ratios
should ensuse measurement of the company's perormance in all fwes
aneas.

(10 marks)

Prepare a report for the management of ABC Lid. This report should discuss
s following:

the parformanca of the subsidiany during the past two years, using ths ratios
calculatedin par {2} 1o guide your comments,

1hes lirnitakions of the typs of histonoal analysis you have just providad,
sUggEshans M tha paren! company's futune courss of Actlon in respect of the
sultsickany, including commant on &n appropriale procedure for valuing the

company,
o, nonfinanclal iInormation which woukd be ussiul 1o the direcions of ABC
Lin bolone By make any decegion,

(15 marks)
(Total: 256 marks)
Summary accounts for XYZ Lid.
Statement of tinancial positionat 37 December
20X2 2001
Rs. "000° Rs. 'DOO°
Hon-current agsets (plant & equip) 2,650 2265
Other long-term assats (Note 1) 750 8675
Cash and markotalss secuntios 195 162
Rocaoivablos T65 478
Irveniony and work in progress 1,250 B93
Dther curment assels 150 a
Tolal assets 6,760 4 552

CHAPTER 2

CHAPTER 2

Sources of Finance and Forecasting

Shareholders’ funds 2520 1.726
Long-larm debt 2.250 1578
Oither long-ten iabilties (Mote 2) 275 206
Cusrrend liahilities o] 2]
Todal eauety & Eabises &,780 4 552

Exiracis from the iIncome siatements for the years endsd 31 Decembar

20%2 2061
Rs. ‘000" Rs. ‘000"
Turmover 6.575 5918
Costof goods sodd 5818 5,444
Ot xpensas 858 a2
Ot incaormie 23 20
Eamings before finance charges and fax 22 ]
Fmance Chargos 396 139
Tax on ondnary acthnlas (Mote 3) {120 [148)
Hedt loss {2530 (288}

1} Difhertong-lerm assels are motor vehiclas and oflice equipmenl

2) DMWMI'I labilies ara linancs lbases

3 Tivia tax ahown in the 2000 income staloment extract will be recovened n
A0m2.

Other financlal infermation

Rs. 000"
Doprockation 20002 175
M realisabie value of Fvartony 1.0
Hed realisabde valpe of plant and eguipment 3,907
Inveniony and work in progress al 1 January, 2061 B850
Receivables al 1 January, 20001 435

Tesiyour understanding 2-GSD Lid.

GSD Lid. is a prvabe company owned by The two families that stared the business in
20%0. The company producas organic food products lor distribution in the domastic
markel using lood products from farms. The company is expariencing a period of
rapic] growth, with revenue expectad 1o nes by 18% in each of Ihe follwing e
YEArs
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The company is hoping to retain a profit margn (profit bedors interest and taxes
dividad by ravenus) of 30% throughout the next five years. The ratio of working
capital lo revenue & expecisd lo romain constant, whers working capital |8
imearilones plus irace recevables less rade payabes.

interes! s pald on the overdraf and bank loan at 5% per annum. Inlenes! on the bank
inan and overdrafi is calculated on the balance oulstnding at the begnning of the
year, Comoration L is pald one year in amears at a rate of 30%, with a 1007 lax
aliowance for capial axpenditure in the year i which i1 s incurred. In anriving at
operating profll, depreciation is charged at 24% on g reducing balance basis basod
on year end balances.

Exiracts from the management accounte of (350 Lid. on 31 December, 2024 are as
talkows:

Sistement of linanclal pasition
anst 31 Docembaer, 2004

=+
m

Proparty, plant and aguiprmaent

Warking capitel 9
24
Share capidal (Rs. 10ond|inary) 10
Retained samings 4
Long-term borrowings {bank loan) B
Shor-temn oorrowsngs (ovardeatt) 1
Curren! tax payable 1
24
income statement for the year ended 31 December, 20X4
Revenue 450
Profil before inferest and faxes 13.5
Dt pai i 20004 Rs. 10 a share

Capltal expendituro plans are for expenditure on propary, plant and equipmant of
As. 10m in 20X5, As. 10 min 20X6 and As. 7 m in sach of years 20X7 to 20X9. No

disposals of property, plant and equipment are expeclod in this period

Sharehoiders expect 2 year on year increase in dividends of 5% Any tunds deficit in
the yoar will be funded by overdrafl and any surpius funds used lo reduce Ihe
overdrafl, However, with the ncreased demands on the funds of e busingss 1o
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financa growth, the dwectors ana concemead that fhey may axcead the ovardraft limit
of R 1.6 m. Thay may, therslors, nesd to negotiale an incraasa in the bank loan,
although the bank has indicated thal if would nol accepl geanng higher than T0%
basad on book values where gearng = defined a2 kang and shart-lem bBormywings
(ncluding overdratt) divided by equity. The sharshoiders have indicated that they do
nol wish 1o ihject any addilional capilal ino the Business

Reguired:

a) Construct the stalement of finandial stitement, noomda statemant and & cash
flow analbysis of the commpany for sach of 2 vears 20005 and 20X6 and adwee
the company on (he extent of any adcitional funding requiremsant in tha
peeriocd. b your answar, round fgures to the neares! Rs. 100,000

(16marks)

bl Discuss the interrrinlionahins between financing, investmean! and dividend
slrntagies with efarence 1o (he ligusdity requirements of GSD Lid. Incheds in
your discussion how aach could be adapbed io maed the company’s liquedity
reguireriants in he yaars 20X 5 and 20X6 and provide a recommendalion.

(Total: 25 marks)
Furthier big ilustration of lorecasting
Question

Back ground to the company

Ciifion Lid operates a chain of tast food outlets. Some are company owned and
some are operiled wunder ranchise, Two colleagues who were made redundant
from ong of tho major fasl food companies stanad the company 15 yoars ago
instially they opened ouiels in smaller towns and cies where there was limited
compatiion. The company experianced rapld growih in ha first len years of
oporations. Over the past live yoars, growih has siabilized and tho company may
mcred (e TACHNG & closentuem i business caused primanty by iIncreased competiton

Financing history and current situnation

The original ownars obtained a kisting on the stock market eight years ago when
40% of the 20 million Re. 1 shares in igsue were offerad for sale at Rs. 2.60 per
shivre, Further capital was riised four years ago by means of a 1 lor 4 nghls [ssue
As a resull ol a seres of share disposals, the original owners’ combined
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shareholkding has fallen o 35% of the shares curently in issue. Insiitutonal
imvasions now own tha majonty, alihough a8 numbe: of employees are shareholdemn
as 4 reault ol the company’s share oplion acheme. A summary of the company's
mosl recen! financal statements is shown in Table 1 below. The company's
sharehoidars have, historically, required a retum on thair equity of 15%.

Financing altarnatives

Al a recenl meeling between the company's directirs, financial analysis and
ingtitutional investons, I| was suggested That the company should consider
programme of expansion by extending the franheses ko other locations it s to return
to growth. However, it is kel to be able Yo undertake major expansion out of cash
surpluses and the compamy musl now consider ralsing new fnance. Two
alternatives are being consldensd.

Alternative 1
A rights issus of 1 for 5atAs 5
Alternative I

A foating als loan of Re. 25 million al an iniial rate of B% per annum, The loan
woukd e for alght years, repayable on maturity and secured agains? the freshaold
land and buikdings cwned by Clfton Lid. Howowver, the bank has imposed a condition
that the company’s gearing. measured by the book value of total debt to olal debt
flus equity is nomone than 50% throughout the period of the loan. i mis condition is
infringed, then the bank has the right focall in the loan at three months notice. Ciflon
Lig. con purchogse a lour yoars intorest cap at 10% for an immediale premium of 2%
of the initial amount of tha loan. This expense will be amorised over the life of the
cap. (Tutorial note: Taka ihe intarest 1oba B.5%.)

Profit improvement schama

The direciors recognize that ralsing new capital, especially # It is by means of a
rightts isswe, will reed Io ba justified in terms of benefils 1o shareholders. The costs
and benefits ol the proposed expansion yvet to be fully evaluated bul as a broad
objective the difeciore am fo incroase tumover by 10% per annum for tha
lorescaable future. It s axpectad that drect costs other than depreciation will, on
average, mcreass by only 8% per annum as a resufl of a cost reduction programme
and new supplier contracls. Indirec! expenses ane expecied 10 hold constant as a
rasuil of mtemal restruciuring. Other redevant information is as fol jows:
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= The ralos of recalvables 1o sales and payables to direg! cosis (excluding
depreczation) will remain Bhe same as in the year to 30 Apnil, 2000,

* Doprecialion on assets ansting a1 30 Apn|, 2000 ks fonecast (o be s, 9 millon
i the year ending 30 Apil, 2001 and Rs. 7 milllon the year afer inat. New
flxed assets will be purchased to the value of RE. 25 million |n the year 1o 30
Aprl, 2001 and Re. 20 milion in the year to 30 April, 2002, Depreciation on
these naw assets will be 20% per annum siraight line starting in the year of
purchase, Assuma capidal allowances ara dvaciabia al the same rate.

Mote: This is a simpification, for examination purposes, of ihe axisiing tax siuaton.

= Rs. 10 million of additional stock vl alsg be purchased in the yaar o 30 Apl,
2001 . Assume this s the ondy change in the stock level for 2000/2001,

*= Tax is payable ai a margiral raie o! 30% per annum in the yaar in which the
liabilty arises.

*  Dividends are payable tha voar afed they ane declared. Assurne I Company
rralntaing thi 1 952000 payout ratks n 2000/200 1

Share buy bacr proposal

Tha finance deeelor of Clifton Lid, is pariculariy skeplical of alternative 1, a rights
msua. and beliayns a debt allemathve is much 10 be preferred at the presant tima. He
arguas that debt is cheaper than equily but also that, given the dopressed current
price of ths company's shares, the company should be considenng a shane buyback
rasher than a share isswe. fmoney were raised by 2 loan, he recommends that some
of i ghould be used bo buy back the maximuem amount of shares pearmified by law.

Table 1 Summary financial statements
Incomie Statemant lor year to 30 Apil, 2000

As. 000
Tumover 135.000
Direct coste (Nole 1) 85,500
Indiirect costs 20,000
Finance changes 2,500
Profit before tax 27,000
Tax on prolil at 30% B8.100
Profit after tax 18,8400
Dévidends declared 11,340
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Statement of linancial position at 30 April, 2000

Rs. '000°
Aszels
Non=-Current assels 117,000
Currant assots
invaniory 17,500
Receivables 24,500
Cash al bank 5,250
Total assets
Equity and iabdities

Capatal and rosonas
Ordinary share cagital (Flo. 1 shares) 25,000

Reserves (Male 3) B1.410
Honcurrent labilities

107% chistserilures 2005

Current kabilities

Payables 21,500
Oihars (Mote 2§ 11,340

Total nouily and Habddes

Nales;

1 inciudes depreciation of Rs, 8.500,000.

2} Other current Kabililies are dividends payable.
- | Inciudas revaluation ressrve of Re. 25,000,000,
4) Share pnos movemenis during the year:

472560
164,250

106410

25,000

High Rs. 6.30 Low Rs. 5.50 As at today (23 May, 2000) Rs. 5.6

Required:

Parts ib). (c) and {d) of the question relats spacifically to the scanano,

Angwers lo part (a) should be in general terms, although the scenang details may be

referred o in Your Snswers.

&) Dincuss the aues 1o be considered by the ireasumer of & profitable but low
growth company whan dalarmoning financing siraledgpos in a panod of noear

Zero inflalion and, as a consequence, low and lalling interes! rales.

(B miarks)

CHAPTER 2

CHAPTER 2

B

i}
i}

Notel:

)

o}
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For the two linancing aftamativas being considaned by the direcions of Clifion
Lbd. prosichi forecast:

Incomea staterments hor the year o 30 Apnil, 2001,
Statemant of financial posiions af 30 Apnl, 2001 and
casgh Rows lor the year o 30 April, 2001,

Ignore transachion cosls on the issuing of new capdlal and relums on
surplus cash invested short-term,
You ane not reguired (o adopt the standard fomat for the cash fow
forecasts, bul may do 8o il you wish,

(14 marks)

ASSUMS YOU &Ne & Managemant accountant with Chfton Lid, Wiite & rpon 1o
the directore that svaluates the proposed methods of fimancing. You should

base your evaludlsan of e Torecas! you have provided in part (b) of the
question bl inchide whatewar addiSonal calculations you think necassary
and appropriate io-akd the evaluabon,
discuss fhio advantages and disadvantnges of the two methods of financing
bkng avidisiion and commant brely on allemative types of linancs wisch
Mg bn considaned suitabla in the ciroumstances;
enmmant on any addiional information which would be usel belore the
direch; rs can maks an informed decsion,

(30 marks)

H new finance is raised by loan, discuss the advaniages, dissovantages and

prachical problems of implementing a share buyback scheme as suggesied
by thr finance Sirecton.

Note: You are not required to decuss the legal aspects of share buy backs.

(& marks)
{Total: 60 marks)

Solutlon
Tutorial note:

Requlred: A scenano quesiion invohing a firm wanting 19 raise new long-lem

funds to finance sxpansion. A Iol of basic accounting is required
producton of inancial stalemenis and also ralio analyss. The data
generaled has o be used o ilustrate the repon soction which, as

]
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usual, carries a major part of the maros availabla

mguired:  a) Do roll cover buy backs. thes is in par (d). Do nol over do your
treatment of divedand palicy.
L] Mo neod to foliow full standard format but most will find &
Farnitiar
&) Dé not inchud s short-tanm linanc ing methods
d) The question (S viry claar it Spoilies inan finance.

The company s not using Spane casth.

a) Amﬂﬁuﬂhg.hmtnmﬁﬂﬂﬂhmmbﬂnuhm
Monmally, & share buy back would he considerad bul this is required in par
(. You will ot got doubla creda. so omil this from this parl

The firm s profitable byt facing a siow growih future. This suggesis INCreasing
cagh balancos and laok of irvasimont opporundies, ralsing the issue of how o
deal with the surplus bolances. The guiding principie should be fo achieve a
valim,

Diistribuion: of kigher dividends

Mot firms aifompl o establish a stable dividend policy so thal invesiors can have
conlidancs in thelr lufure income siream. In this way, ey can caler 10 & paricular
dlientele of investors whose preferences are afigned with the firm's policy.

A higher level of payoul may conflict with these preferences. People who ane
imvesting lor the long-term may not want 1o recedve higher currant income, and will
face cosis in reimeesiing excess Bguedity, Also, this change may impose fax
panaklies on high income tax payers,

Although i the shon-term a highar payout can be represented as a one-off spacial
dividend, # it is io become established palicy, it needs io be carefully explained fo
invastors o enabils them lo readusl thei portiolios as necessary,

Reduce debt

As woll as reducing cash outfiows, lowenng dobl = peychologically appealing but it
5 tax in efficlent. The firm is profitable in o stabls emdronment which siggests & has
the ongoing taxable capacity 1o construct and mainiain a tax shield Moreover,
unleas the firm ia guite highty goared already, kowering dobl will increase Ihe
weighled average cosl of capital, given that debl s variably chaaper than equity
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RAe-financing

I irderos! rades ane bow and lalling. It s probably sonsible 1o refinance. Exsting debt
probably camos a highar rate of intorest than provaling rates, 0 S8vngs can bo
made by repaying it [assuming fhere is a call oplion enabling premature
rodemption). and borowing afresh at today's lower ratos. It these am oxpacied to
fadl fyrther, then this may be dore at a figating rate, but [ fhe fem expects no further
reductions. then || may be prudent o refinance a2 Med rale 1o lock 0 Ioday's low

rates as a hedgo aganst highar future rates.

Careful examinabon of the curment yisdd cunee will =m0 his decesion e.0., a talling yisid
cunie may angue lor laating rate borfawing. panding & fall in fulure rates

Conclusion

Whilo intorest rates are jow ana cagh flows relisbla, thore is a sirong case for
actually NCIBASING GeanNg 2nd Pay Ing oul gher dhadends.

bl  Femamber o formal these sialemen!s as neally as possible 10 help he
examing: io see more cleary where (if) you make misiakes.

Molice that the income stalements are identical down 10 operating profil. Under
exan condifons, 1o save time, there is no need 1o repeal this section although it is
shown {or completeness

n Inrcome Statements for the year ending 30 April, 2001
With rights Issue With loan

Rs. 000 Rs.'000' RAs 000 Rs. 000'
Salos (W1)148,500148 500

Direct costs (W2) (82,080 (82.080)
Deprociation (W3) {14,000} {14,000)
Irkrect casts (20,000) (20,000)
Cost of sales (116 0809 {116,080}
Opavating profit 32,420

32420
Finance charges (Wa) (2,500) (4,625)
Profit before Lax 20,820

27,785
Tax @ 30% (8.976) (8.339)
Profit aftor tax 20,844

16,456

i

.- m—
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Divdiends (12,586) (11,674)
Retaired profils 8378  7.782

Wi year 2000 + 10% increase = As. 148,500
W2 year 2000 + B% increase = Rs. B2 080

W Re. 9000+ Rs. 5,000 =Rs. 14,000

W4a: finance charges with loan =as belore + (As. 25 000 x 0.085) =
As. 2,126 mcludeng tha cap

i} Statementof financial positions as al 36 April, 2001

With rights issue With loan

A, 00" As. ‘000" Rs ‘000" As. 000°
Assalg
MNon-current asseis (W1] 128,000 128,000
Currant assats (W2
Invenlory 27,500 27,500
Feceivables 26,950 26.950
Cash (W3) 18,124 16,636

72574 .08
Tota! asseis 200,574 199,086
Erpuiby ard Kabiiities
Capilal & reserves
Orchinary ahares 30,000 25,000
Resprves:
Bovaenie (W5) 64,788 64,182
Favaluabon 25,000 25,000
Share premism (Wa) 20,000
Mon-current Rabhilities
Long-1erm debt 25,000 50,000
Currant labilitiesg
Trachs payables (W4) 23,220 23220 11674
35,786 34 894
Total equity and liabilities 200,574 199,086

Wi year 2000 + capital expenditure of Ais. 25,000 less depreciation of Rs. 14,000
W2, invenlony; year 2000 + Ra. 10,000, recoivables. year 2000 + 10%
W3 as per cash Mow statemient in (iil)

Wa: irade cradiors: year 2000 + 8%
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WS year 2000 + retained profits of Rs. 8 378 or As. 7. 782
W (no. of shanes @ 10025 =) 5,000 x pramium per share of (Rs. 5-
Rz 1 parvalse).

) This solution adhores 10 e 1AS 7 formal bul guicker methods are possible
The comman part of the staterment has not been replicated.

Cash flow statememnts for the year ended 30 Agril, 2001

With rights issus With loan
Rs. 000" Rs.'000° As.'000° Rs. 000

Opartating cash How
Oparating profit 2420
Depreciation 14,000
InEraasa in Fvenlony (V.000)
Increass in receivabios (2.450)
Increase in payables 1,720
35,880
Sanicing of finance
Fnance charges {2 500} (4,625}
T pbibtd {8.976) (8.338)
Equaty dividends (11.340) (11,3400
Cash flow balora financing (12.126) [13.814)
Francing
Share insus 25,000
Long-term iaan - 25,000
HNed increase ncash 12,874 11386
Opening balanca 5,250 5,250
Cloging balance 18,124 16,636

e Thig i quite a langthy report, invoiving an elemant of ratio analyss. Do notgo
1o far on the ratios they are time conauming o calculate it is best to focus on
profitabiity and gearnng (phus Bguidiy if vou have lime). The answer does not
reafy fit nto the (i) (i) rubac of the question so you need o develop your cwn
format
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Reporl
To: Board of Direcions

From: Management Accauntant
Date: 23 May, 2000

Subject: Financing aematves
1) Introduction

| have been asked 0 submil a repori evaiating wo proposed methods of financng
a rights issue and a now long-larm losn. | have discussad the advantlagos and
disadvantages of each, paving pariculs regard 1o thelr respactive Impacts on our
sooounting  stalements and shateholder value. Please read this repod in
eonjunction with the appanded financlal projections. Plaase algo note thal thess
projeclions Incorporate the anlicipaled mpacl ol our proposed revenus
enhancement and Cos! reduclion Drogramimes

2) Impaci on Gnenclal statements

Itis usual tlocus pamarily on profdability ratios, especially Returm on
Inviiiment (FOR). | have looked al fwo ROl maasures, retufn on assalts which

raflocis bagle operating officsency and Relum on Equity which monasuros what wa
genarale for owners. You will appreciate that expansion oflen depresses RO in the
shodt-term due o seiting up costs, eic., profils fall whie the mwvestment has
e raanod

Return On Equity (ROE)

Our sharehalders demand a 15% relumn on thalr investment &l book value. Al
present, we achieve (Fs. 18,900/Rs. 108,410) = 17.8%, Under the rights lssue. this
would drop 1o (Rs. 20,944Rs 139,788) = 15%. right on tha margn ol expecied
pariormmance, Under the loan, ROE would become (As. 19, 456Fs. 114,182) =
17.0%, again a raduction, but sl well inexcess ol tha targel

Return On Assets (ROA)
Al present, ROA (net of cash) is (Re. 20,500/Rs, 150,000) = 18.6%. As this s

independsnt of mathod of inancing, this would fall 10 (Rs. 32 420Fs. 182 450) »
17.8%

CHAPTER 2
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Earnings Per Share (EFS)

In 2000, EPS was (Rs. 18,900/25,000) = 75.8p (adjused 10 the rights dscount, this
drops to 74.2p)

Under tha rights isswe, the unadjusted EPS drops by 8% to (Rs. 20,944730,000) =
68 8p.

Under the loan aflematee, despite the lower PAT, due fo higher costs of debt
senace, EPS naes (o (Rs. 19,456/25 000} = 77 Bp.

Gearing

Two measures ol geanng are oxamined. caprial gearing (long-term dobl / equity) as
shown on he stalement of linancial positon and inferas! cover as shown on tha
INCOome stalament.

* Capial goaring. Al prosent, this is quite modest ol (As. 25.000Fa. 1064100
= 23.5%. Obviowsly. a rights issus will iowar this 1o (RS 25.000/Rs. 130, 7848)
= 17.8%_ The lcan igsue will ncreasa geanng quite sharply fo (Rs. 50,000
AE. 114, 182) 2 43.8%, but this is sl not an atarming kevel, especially in view
of Cur Rircdig assat backing

* _Financa charges cover. Al present, our finance charges cover is very high at
(A, 25,500/ 2,500) = 11,8 fimas. The rights issus will improve this o
(Ro. 32 420Rs. 2.600) = 13 tmes but the loan msue will lowsr B o
(As. 32.420/Rs 4,625) = 7 times. This |5 still a very safe level of cover, and
likoly o nee as more benefits of our profl improvement programme bagn o
HTIETgE ) L e

3)  Merits/demerits of the rights issue
A righits issus i3 appealing for the following reasons:

* unless existing shareholders sell their rights on the markel, it imvoives no
mmmw:

* os risk capital, thare s no legal obigation to service this finance Le,, pay a
dividend. This gves some keeway n years of poor profitability when, although
usually resisted. a dividend cut s possible,

On the downside
= the rights issue involves earnings diluion. The ‘damage’ is essentially
llusery but, becauss EPS and shang price fall, & may have & negatve
psychological impact,
66
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= in addilion, # announced maladrolily, Il can damage the share price by raksing
guestons about our true mothves for the lssue

4)  Merits/demarits of long-term borrowing

* ) e decsion o borow is announced skalfully, this may have an iImmediate
bsneficial effect on our shars price &5 it sgnals confidencs (n our Continng
abiity to meet angolng Inferest payments,

* The cosl of debis even al the maximum cabped inleres! rate of 10%, i well
below tha 15% cosl of oquity. Borrowing Wil thus rise the retum 1o
shareholders it the funds can be invested io eam a relum in pxcess of the
posi tax refum on debl, cudtenily 8.5 % (1 30%) = B%, which & not
demanding.

* As my ligures suggest, bomowng will reise EPS, s0 long as the new
expendifures bear fruit. A delay in reaping the benefits of our mvestment will
worsen the EFS picture. Nevertheless, we will benefit from a grestesr tax
shisld 50 long a% we have sufficient laxable capacity. Fven al the lower
epected interest oover, Bhere is a high degree of safety builtin.

* Bofrowing exafs a gearing eflect on eamings in bolh directions, thus,
magnifying the nsks incurred by shareholders, for which they may seek
hignas ralums.

" Az and when our business tums upwands, nancial geaning will increase
sharehobder profils by a greater proportion than the sales increase. On the
cownside,

* - bormowing adds 10 our fined costs raising our breakeven volume. Failure 1o
meal Ihe rierest charge invites the rsk of legal procesdings, possibly
nesLitng in lguidation;

* to prolect their inerasts, lenders may impose cerain restrictions on
managomand readom of action (yol to be spocified)

5) Other financing possibilities
Oihar oplions wa may consider nclude:

Hire purchase this i where a finance company purchases the asset and we will
mako monthly paymaents covering both the inforest and capial repaymants. The
oweng rahip of Ihe keset will transfer 10 ws on tha final payment. Leasing i ks semilar
1o hire punchasze but we will never be the cwner of the asset. Leasing can alfher be an

operating lease (pust ke hirmg an assel) or a fmance lease.

67
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B Other factors

* |1 s neceasary o conduct & longer-term cash flow progaction one year is
simply ingufficient. This should encompass a varety of scenarios.

* ‘W need io ask how the axtarmal emaronmaent might change conlrary to our
Intefests &, g, ahealth scare affecting the demand fof tast food.

* We nead to congidar how our competitors ane Ikely 10 respond 10 our new
Imm‘ q‘“m‘ M|

| will be happy o elaborale on hese ssues || you requine any further infarmation,
please contact me in advance of this

Signed: Managoment accountant

d} Buy backs have bacome incraasingly popular as a way of Irying o increass
shareholder value. Some observers balieve thoy have only a cosmatic
Impsct.

A buy back can be execulad using spare cash or, as in the case of Cliflan, using
rvarsslly Dormonwend lnds.

The advaniages

= Thie sim of @ share buy back is to increass the share price. As well as axeriing
tpward pressung on pice by increasod buying in the market, the technical
affact = 1o lower tha number of shares in izsue and increasa the EPS, solong
as tha borrowing costs ane less than the savings in future dividends.

* |{ s an appeaiing taclic when direciors consider the share price 1o be under
valued.

% |t lowers the weighted averago cost of capital (at least in lerms of book vahse),
thus broadening the rangs of wortfrwhile invastment projects,

* By raising the share price, o may deter an actual of potential acguines,

The disadvantages
*  Low retums on deposit
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Test your understanding answers Hence, IAR=5%+|5% = 1B.54118.54+3.15)| =8.27%
Exampie 1 = Flower Lid. Exnmple 4 - Ravi Lid.
(a)  Thetheorslical ax rights price i Tree discount rale is the post tax cost of debt .. 12% (1 0.33) = 8.04% ~8%.
(N = curmn nightts proe) « nsue prce Assumptions:
N+1 1) Aﬂglupufdmdunﬁﬂdwufrawt
=[{5 x Rs. 45) + Rs. 42)8 =Rs. 44.5 1 2 Taxisdelayedby | year.
bl TheNPVolthe projectis Rs. 500,000, 50 n.an efficient markel, this willbe the [Tyl n s
gakm in wanadth of tha shareholaem § the proct s undertaken. r o Writing down allowances
The total number of shares in issue is now E‘_ E Tax @33% Date
100,000 + (1/5x 1 millon) = 120,000 millon oMo P e i Fna 8
q q ¥ ) L]
- 2WDA 24, 375 T 125 B.0as 3
project s v - 4SCARAP i
A=, 44,5+ {Rs. 300,000/ 120,000 millon) = As, 47 i Balancing alow@ace 54 Bd4 18,095 5
Example 2
Yeoar Cash flow PVF @ B% PV
YTM = {aanuai inferast / ourent market value) x 100% ) (130,000) 1 (130.000)
1 - = :
= (555) x 100% = 5.26% o 10,725 0.857 a.181
_ : 3 B.044 0.794 8.387
MNote 1hat the coupon rale is appled o the nommal value to calculale the annual 4 6.033 0.735 A4 434
interast, but olherwase, the nominal value is nol uaed in the calculation 5 18,080 0eal 12,325
Example 3 (a7 663)
The yleld 1o malurity for hese redeamable bonds s found by taking he IRR of the Your Lonss Tax Mot PVFE B PV
ourrenl marke! value [Fis. 98 a1 10 ), the annual intersst (Re. 7 per gnnum from 11 io 1 (40,000 {40.000) {0.826) (37.040)
15), and the redempiion amount (Rs . 1108115 §, as lollows: 2 (40, 000) 13,200(26, B00) 0.B57 (22 968)
3 {40,000)  13.200(26.800) 0.794 (21.279)
Time A, DF 5% [ OF 10% Py 4 (40,000 13.200(26,800) 0.735 {15.698)
10 (a8) 1 (e 1(08) 5 13,200 13,200 D.68 18,569
15 ¥ 4.329 30.30 3.79126.54
3 100 0.784 BG.24 06216831 (91.996)
1854 (3.15)
B4 T
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Decision Profit ability ratios
On puredy financial grounds it is botlor 1o leaseo rather than buy he asset. EBFCAT 22 (os)
Flasturn on Cay
Example 5= Tax adjustments Employed =
Ae.Inm Capital 25202350  1,726+1.976
Foencast sccounting profil 8.00 employed
Add; Accounting depreciation 2.00 w0.0046 = (0.0265)
10.00 - Eamings porcontage EBFCET 22 98)
Less: Capital alowsnces 25% x As. 10{2.50) ra
n N
Taxable proii 7.50 o o Liqubdity ratios
Forocast 30% = Ae 7.50m a2 25m W w Cusrent azsels 2,380 1,622
_ = - Cusreni ratio = ——
o o Currant Habditery Ti6 G644
Leasc ansel - o =3.3:25
= = - o
Tesl your urdarstanding 1- ABC Lid. W W Quiick rafio Current assels less 2,360-1.250 1,622-88)
imventory
angwar ti
. A Current liabiitias 715 Al
Part {a) Thare are many othar alternative ratios which could have boen calculated =16:1=1.13:1
{other fhan those below), as long as between them the fve rabos cover the
amciancy, proflabdty and iquicity of the company. It would also be possible 1o Repori
cainifate ditferent figures for each ratie, depending on whether the other financial M '
informatson’ was used, whether yesl end of average stalemen| of firancial pogition e i
figures wera used, eic.,, What is important is that you show clearly how vou have From: The managemant accountant
derived aach of your choten ralios. and thal you do nal overmun the time alowed for
this part of the quaston. Date: X 20XX
aj) The foliowing ratios can be calculated from the figures in the summary Subject: Proposed disinvastmant of XYZ Lid.
BCCOUNS:
Introduction
Efficlency ratlo
Thes report has baen prepared 10 apprasse tha financial performance of our wholly-
20x2 20%7 owned subskdiary XYZ Ltd. wih a view 1o recommanding whather the company
RAncotvables x JB5TES x 365 476 x J65 should be dvosted. The analysis has used XYZ Lid. s summary accounts for 20X1
Sales 8575 5318
=42 days = 20 darys Analysin of recent perdormance
Tha penod 20X1 w0 20X2 saw Wrnover increase by 11% whila cosl of sales
71 72
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Ai Sources of Finance and Forecasting Sources of Finance and Forecasting
1
| Decision Profit ability ratios
On purely financial grounds itis better to lease rather than buy the asset. EBFC&T 22 (98)
Returm on Capital
Example 5 -Tax adjustments Employad =
Rs.irim Capital 252042250 1,726+1,976
Forecast accounting profit 8.00 employed
Add: Accounting depreciation 200 =0.0046 =(0.0265)
L 10.00 Eamings percentage EEFC& T 22 (98)
Less: Capital allowances 25% » Rs. 10{2.50)
| o fl 1] o
1 Taxable profit 7.50 r x Liquidity ratios
| Forecasttax 30% = Rs, 7.50m Rs2.25m w w Cuirent assels 2,360 1,622
J' - - Cufrentratio=s =~ 5 —
| o o Currant liabilities 5 644
Lease ass =3.3:2.5
1 eas et dzf § 5
| Testyoururiderstanding 1- ABC Ltd. (W] u Quiick ratic Current assels less 2,360-1,250 1,622-893
| 7/ inventory |
| Key answeartips
\ Current liabilities 715 644 E_'
i Part {a} Thera are many other alternative ratios which could have been calculated =16:1=1.13:1
{other than those below), as long as beiween them the five ratios cover the
officiency, profitability and liquidity of the company. It would also be possible to fRepoIs
lirsiat iffa fi 5 | i n wh he of financiz Py, " 1
J .c.au.-.l.atn different figures for each ratio, depanding on whether the t‘.tt‘gr nancial f0: The Management of ABG Ltd.
1 riformation’ was used, whather year end or average staternent of financial postion
= | figuras were used, aic... What is important is that you show clearly how you have From: The management accountant
1 derived each of your chosen ratios, and that you do not overrun the time allowed for [
— | thiz partof the question. Date: XX20XX
.
} a) The following ratios can be calculated from the figures in the summary Subject: Proposed disinvestment of XYZ Lid.
4 accounts:
i Introduction
| Efficiency ratio L
| This report has been prepared to appraise the financial performance of our wholly
i 20X2 20X1 owned subsidiary XYZ Lid. with a view to recommending whether the company
} Receivables x 365765 x 365 476 % 365 should be divested. The analysis has used XYZ Ltd.'s summary accounts for 20X%1
] Receivables days = - and 20X2. E
| Sales G575 5918
: | =42 days =20 days Analysis of recent perfarmance b
The period 20X1 to 20X2 saw turnover increase by 11% while cost of sales [
71 72
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increasad by 9%, resulting in an improvemant in undertying profitability. Howevar,
ovar the sams poerod mcaivablas ross by 61% and inventory by 40% in cost ems,
both lnrgs ncreases requiring explanation. The ncroass in receivables days may
imply that the credit contral luncllon needs strengthaning 1o chase up over dus
dabts. The increases in inveniory levels may imply that the company is tinding i
harder 0 sell s producla. The increase in woiking capital relermed o above has
peen financed by an ingrease in long-lerm oeb! Hs. 274,000) and increased
shareholders’ funds (Ris. 784,000}, Since the coimpany reported a loss in 20001 but
sharahokders’ lunds have nsen, it 15 claar thal & new capilal njection has bean made,
Since XYZ Lid. is & wholly owned subsidiary of ABC Lid. it appaars kkely that ABC
has boughl new shares in XYZ during 20%2. The cash subscribed appears o be
Rs. 704,000 + As. 253.000 = As. 1,047 m. Given that ABC has subscribed an exira
As. 1 m sharo capital in XYZ in iha yerr just ended, i@ seems premaiure o be
considenng salling the company 50 8000 after this investment.

The company’s liguidity ratios Rava improvad trom 20X 1 1o 20X2, reflecting the now
injection of funds ideniifiad above. Cument liabilities are now comiorably covered by
quickly realizable curment 2ssets,

Gaaring has follen over the pariod as a result of the new equily injeciicn excseding
tha iFcresen (n net bormowings.

2.250-195
=43%

AL 31 Dac, 20X2, gaanng =
2.250+2,250

1976162
AL31 Dec, 20X1, geanng s —————— = d8%
1.726+18M8

The company was siruggling to pay its finance charge in 20X1 out of nvalisble
profits; amhough tha profitaldty sihuation has mproved shghtly in 20X2, linance
charges payabie stil excesds avallable profils sothat anet loss is reporied.

Limitations of historical analysis

The analysis above has been caried out on the summary accounts of XY.Z Lid. lor
201 mnd 20X2 which were presumably drawn up under the hestorical cost
corvention. in a perod of changing prices such aceounts can becoma misiaading,
lar inslance with the depreciation charge being calculated on the oul of dale
hisiorioal cont of the fixed assets. Capital goaring ratios such as calouiaied above do
ol give the true pelure; it would be mone heiplul if the Surmman’ AocoUnts could be
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restated under a current cosi basis Thare is the further conflict thal a decision is o
be made about tha futura Dased on an analysis of the past, The SUMMETY ACCoUMS
gve a hislorcal record of what has happened over the las! two years, but give no
aidence of the company’s [ikeky fullife prospects.

The decision as o whather XYZ Lid, should be dvestoed should be taken on the
basis of Iuture opporturkties and threals 1o wailch the campany will be exposed.

A final weakness of analysis from accounls & that comwentional accoumnting
statements do nol recognize a number of imMponant assets that & company might
have a rained workiorce, a new product =bout $o be launched on 1o the market
which has baen {ully resaanched, othar sors of inherent goodwil. It = impossibie o
lock af the lull picture ol a company’s situalion while these assets have boen
ignared.

Future course of action

Givan thal ABC hag subscribed an axira Fs. 1 m of share capital of XYZ within the
past 12 months, it sbems prematura lo be considenng divesting tha company. It is
perhags mong feadorabie 1o aliow tha newly invested Tunds 1o settle down and reap
the benefitz lor which, presumably, the imvesimend was made.

Howsver i ABC insisls on divestimant, there B a choice batwesen closing the
business (and selling he assets plecemsal] or ssliing the business as a going
concarm. If The asses a0 10 ba sold placamaal, their ralevant valuss ane thalr nat
reslizabie values, .9 . stocks Rs. 1,091m and plant and equipment As. 3. 907 m. An
aggregale iotal of the net assels valued al nel fealizable value would be the
manimum acceptabie offer.

in the mone likely situation ol seling The business as a golng concem, the value of
the busingss forgone i soid would be the aggregate of e forocast cash Mows
arising to ABC from XYZ, discounted at ABC's cost of capital. Such a computation
requires many estimates o be made, Inchsding luture growth of XYZ's busingss and
ol the car care products business soctor a8 & whole, || may only be poasible o
kanlify a range of possible values, bul even if it contains a degres of esSimation the
exarcize will still be valuable,

Other valuable non-financlal information

Several valuable flems of non-inancial information have already been identified
above which would b uselul to the direciors of ABC balore they make amy decision:

il the financial resuits of XYZ on a current cost Dasis, Le., after the effects of
Ta
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increased by 9%, resulting in an improvemeant in underlying profitability, Howewver,
over the same penod receivables rose by 61% and inventory by 40% in cost terms,
both large increases requiring explanation. The increase in receivables days may
imply that the credit control function needs strengthening to chase up over due
debts. The increase in inventory levels may imply that the company is finding it
harder to sell its products. The increase in working capital referred to above has
been financed by an increase in long-term debt (Rs. 274.000) and increased
shareholders' funds (Rs. 794,000). Since the coinpany reported a loss fn 20X1 but
shareholders' funds have risen, itis clear that a new capital injection has been made.
Since XYZ Ltd. is a wholly owned subsidiary of ABC Ltd. it appears likely thal ABC
has bought new shares in XYZ during 202, The cash subscribed appears 1o be
Rs. 794,000 + Rs. 253,000 = As. 1.047 m. Given that ABC has subscribed an extra
Rs. 1 m share capital in XYZ- in the year jusl ended, it seems premature lo be
considering selling the company sc coon after this investment

The company's quidity ratios have improved from 20X1 to 20X2, reflecting the new
injection of funds identified above. Current liabilities are now comfortably coverad by
quickly realisable current assets.

Gearing has fallent over the petlod as a result of the new equity injection exceeding
the Increase in net borrowings.

2.250~185

At31 Dec, 20X2, gearing = - -=43%
2,250+ 2,250
1.976—-162

At31 Dec, 20X1, gearing= —————=49%

1,726 +1,976

The company was struggling to pay its finance charge in 20X1 out of available
profits; although the profitability situation has improved slightly in 20%2, finance
charges payable still excesds availabla protits so that a net loss is reported.

Limitations of historical analysis

The analysis above has been carried out on the summary accounts of XYZ Ltd. for
20X1 and 20X2 which were presumably drawn up under the historical cost
convention. In a period of changing prices such accounts can become misleading,
for instance with the depreciation charge being calculated on the out of date
historical cost of the fixed assets. Capltal gearing ratios such as calculated above do
not give the true picture; it would be more helpful if the summary accounts could be
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restated under a current cost basis. There is the further conflict that a decision is to
be made about the future based on an analysis of the past. The summary accounts
give a historical record of what has happened over the last two years, but give no
evidence of the company's likely future prospects.

The decision as lo whether XYZ Lid. should be divested should be taken on the
basis of future opportunities and threats to which the company will be exposed.

A final weakness of analysis from accounts is that conventional accounting
statements do not recognize a number of important assets that a company might
have a trained workforce, a new product =bout to be launched on to the market
which has bean fully researched, othar soris of inherant goodwill. It is impossible to
look at the full picture of a company's sitzation while these assets have been
ignored.

Future course of action

Given that ABC has subsoribad an extra Rs. 1 m of share capital of XYZ within the
past 12 months, it seems premature to be considering divesting the company. It is
perhaps more reasonable to allow the newly invested funds to settle down and reap
the banefits for which, presumably, the investment was made.

Howsver. if ABG insists on divestment, there is a choice betwsen closing the
business (and selling the assets plecemeal) or selling the business as a going
concern. If the assets are to be sold piecemeal, their relevant values are their net
realizanie values, a.9., stocks Rs. 1.091m and plant and equipment Rs. 3,907 m. An
aggregate total of the net assets valued at net realizable value would be the
minimurm acceptable offer.

In the more likely situation of selling the business as a going concern, the value of
the business forgone it sold would be the aggregate of the forecast cash flows
arising to ABC from XYZ, discounted at ABC's cost of capital. Such a computation
requires many estimates to be made, including future growth of XYZ's business and
of the car care products business sector as a whole. It may only be possible to
identify a range of possible values, but even if it contains a degree of estimation the
exercise will still be valuable.

Other valuable non-financial infermation

Several valuable items of non-financial information have already been identified
above whichwould be useful o the directors of ABC before they make any decision:

i} the financial results of XYZ an a current cost basis, i.e., after the effects of
T4
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price changes hava been aliminated;

i) whather the company has significan infangible assets nof currently

N ha ACCouUnis;

i) the lulure prospects lor the company and its place i its business sectord il is

reslained within the ABC group,

i) wheilhar a prospective purchaser of the company has aleady been

igentiflad,

v the effect on the moraie of The remaining wossforca 4 the company is closad

of sold,

Pha:nulw-knuwltmhnnfanhmr um-ncumymlmrumuwwm

matter.
Signed: The management acodur Lisnd
Tes!t your understanding 2-GS0 Ltd.

Income stalements
Revenus [ 15% increase pa)

2004 2005
A inm As. inm
450 51.8

Prolit batoia intarest and tax (30% o 13516617 9

revanue)

intevnston bank loan

irterast on overdrafl (6% x opening balance,
saa batow](0.1)  10.2)

Profit before tax14.9 172

Tax (WINL4) (4.3

Profit aftertax11.b 12.9

Cash low analysis

Profit bedore Inlerest and tax

Add back dapreciation (W2)6.37.2
Deduct increase inworking capital (W3)

Cash flow Irom operaBions
Interest paid on bank loan (6% « As. Bm)
Dividerds paid (5% nicrease pa)

Tax pald (W)

Capital expendituse

(6% » Rs. Em)(0.5)

20XK5

Rs.inm
16.5

(1.4

204
{0.5)
{10.5)
{1.0)
{10.0)

20%6
Rslinm
58.5

{05}

20X%6

As. inm
179

{1.5)

238
10.5)
(1108
(3.4)
(10.0)
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MNet cash flow for the year
Cagh b/

Cashol

Staternent of inancial posibons
Proparty. plant and equipment (W2)
Working capital (20% = revenue)

Shaing capital
Retained sarnings (W)

Long-term borrowings (Dark loen)

Short-1emm borrowings (ovsrdrafl, from cash flow

anahysig)
Curren| tax paysbia

Waorkings

W) Tax exparnse

Profit beiore interesi and Llax

Arid back depreciation (W2)
Deauct captal allowances
Interes] an bank loan

Inferes! on ove rdrafl (6% « opening bakance)

Taxable profd
Taxexpenss at 30%

{W2) Propany. plant and equipment
Balancae b

Capital expendilure
MNetiotal 25.028.7

Depraciation at 25%

Balance cf
T6

.7
(1.0}

27

20X5
Re.inm
i8.7
104

29.1

10.0
50

15.0
a.0

2.7
34

2.1

20X5
R&. inm
15.5
6.3
(10,0}
(0.5)
(0.1}

1.2

34

20X5
Rs. lnm
15.0
10.0

6.3
8.7

(1.5)
2.7

{4.2)
Rs.inm

2.5
11.8

334

10.0
6.9

168
8.0

42
a3

3.4

20XE
Rs. inm
17.8

7.2
{1004
{0.5)
(0.2}

4.4

43

As. Inm
18.7
10.0
{7.2)

21.5
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20X5 20XE The Ra. 2.7 m additional funding requiremant forecast for the end of 2086 could be
(W3) Movernents in working capital Re.inm FAslnm As inm mal by obtaining now finance, deferring ts Investmon! plans (.o, the planned
Working capital b/ 8 capltal expenditure) or by reducing the el ol dividends paid. Consider sach of
Waorking capital of ( 945 x 51.8) 104 these options intum,
INCIBALS M yoar 1.4
Warking capital b 0.4 SIS vy ionss
It is unfortunate thal the shareholders have indicabed fhal they are unwilling 1o inject
oot Aodazia: :3 i additional capital into the business. They musl know thal the company i growng
INCreass inyear 1.5 rapidly and that large amounts ol capial sxponddure are necessary, and they
n nu appear happy to receve large dividehds from the profits that are being generaled
20X5 20%6 Thay should be approached agasn arid remedad that thare will not be ary dividends
(W4 Retained parmings As.inm A inm o x in the future if the company oollapses Shrough lack of finance. The shareholderns
Eoistoebly Sl E—_ E should be inviled 10 play thesr Gart in financing the growth of the company by being
or the year : ; willing 10 subscrib shams.
Diwidends {108  (11.09 0o o - e ol
e, e < < if the sharehoiders are adamant that they will not inject additonal capesl, then it is
Balance ct w0 o9 I I Basck to the Bask o discuss Malters with them, Perhaps they can be persuaded to
— — “ b adyust the goaring iimi fo, say, 75%. The company has forocast not cash outfiows in
Advice to the company
Cash flow forecast for 20X7
The overdmil lmit & As. 1.5 m, whereas the above lorecasts show o lorecast Rs. inm
overdraft of Rs. 2.7 mat the end of 2005 and As. 4.2 m ol the end of 20006, i the long-
17. = |
N Dk I i foniot This i not tmble, 50 the Profit before nlerest and tac (17.9 = 1.15) 2086
approach this bank and soek 10 Incroase the bark oan by the excess Rs. 4.2 m— Add back depreciation (25% = (21 5+ T.0)) T
Aa. 1.5 m = Ag. 27 m. Fomecast ial borowngs @l 31 Decembar, 20X6 ane Doduct morease in working capaai(13.7 - 11.8) {1.8)
Rs. 12.2 m. Forecast equity at 31 December, 20X6 s Rs, 16.9m. _—
Cash flow from operations 259
The loracas! Ing ratia at
31 Decomber. 20¥6s8 122 Inlaraat pald (5% » 12.2) @7
—_— e 100% = 7%, Dividends paid (11.5)
e Tax paid (4.3)
which & above the bank's lmil. Some amendments 1o (he company's plans ane Capital expanditung (7.0}
necessary, as discussesd mpart (b). —
Nt cash fiow for the year 23
b}  Introduction =
GSD Lid has a problem in that ils current rapsd growth plan leeds o forecast ™ bank ' "
borrowings at 31 December, 20XE that are above whal the bank |s willeng to fimancs, e . oot e - L
The company must tharelore consider B% linancing, investment and dividend
stratagles which could individuzily or logether solve the problam
T T8
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Sources of Finance and Forecasting

20%5 and 20M8, ut a forecasi net cashinflow in 20X7. as proved balow.
Thus, the bank can be assured that the maximum debt poaition &= al the end of
20X6, with posithvn cash flows theraafior aasing the situation, Given this, 1ho bank (s
lioaby to accept the adusted gearing limit that is baing requestad of fhem.

Deterring capital expenditure

i would probably be possibls in theory to scale beck the plans for capital
expenditure over the noxi fow years, bul fhis would presumably reduce the

o 'S growth rate, and allow competilon in % satisty demand that G50 can not 1
satisfy. This may have serous long-lam implications.

A mora afftractive idea is 1o look af aermalive methods of paying for the capital
expenditune. At present the CoMmBany Sopairs 1o be buying the new Assets lor cash
and paying immnackatoly. & his that is having a particulardy advorss affect on tha
lorecast cash flows. If anothar maifod of paying can be amangad, such as paying
over a numbar of years |n instaiments or acquenng the assets by hire purchase or
leasing, then there will nul be the same up front negative cash impact.

Reducing tha dlvidand

G0 ls & privale company, S0 théte & no nedd 1o consider the impact on the shang
prica 91 cuiting the dividend. Whelher # is an acceptable option deponds on the
mititudes of the individual shansholders. If they parsonally have large regular cash
oulgowngs thal they have been gatistying from the dividend income from GSD, then
ey will not wanl the dividend level to be cul. H this is not the case. they may be
willirg 10 e & reduction in dhidend in the shor term, whils the company (S growing
50 fast and requining funds lof caplial expendilure.

Recommendation

CHAPTER 2

A naw share |ssue of & temporary reduction in dvidend woukd avold the problem in
20X6, afhough the sharaholdars would have 1o be willing to go along with thess
suggestions. If they ano nol wiling. then the bank should be approached o increase
thi bank oan, and mathods of delaying paymaents for this capital sxpenditure shauld
e investigaied.

it seoms probable thal some solution can be found 1o the Imponding lhguidity
problem. In sirategic lerms B would not ba a good Idea 1o scale back the growth
plans, sinca this would enabie competitiors o grab market share whech il would ba
difficull to seize back in the future.

i
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The Weighted Average Cost of Capital

Chapter Learning Objectives
Upon compiletion of this chapler you will be able to:

Comprehend financing and the cost of capital
Understand dividend valuation mode!
Apprehend risk, reward and CAPM

Calculate cost of dabt

Compute weighted average cost ol capital

g3
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Overview of Chapter
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Introduction to the Weighted Average Cost of Capital (WACC)

in order o calcuiale the NPV of a project, a company will need 1o determing an
appropriate discoun! rale. in many cases. the company’s WACC, which reflects the
redurns required by investors, will be used s a discount rate.

The WACC is derved by firs! estimating the cos! of sach source of finance
separaiely (e.g., ordinary shares, debl, preference shares) and then laking &
winghled average of these indnadual costs, using the lollowing lormula
¥
"ﬂ" I"fi'r.-“ﬁd il-iri'.]

The Cost of Equity - ke

Tha cost of equity is tha rate of retum that ordnary shareholdens expect 10 recelve on
thair invastmani, The two main meihods ol computing ko ars

B
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The Weighted Average Cost of Capital

= the dividend valustion madal (DVM)
* the capital asset prcing model (CAPM)

The Cost of Equity - Dividend Valuation Model

Tha DVM states that the current share price is defermined by the lulure dividends,
discounted &l the investons requined rate of retum

pod
K,
whara ke = cost ol aguty
d = is the constant dividend
P, =the ax dev markel price of this share
This ia a varant of the formiula Tor a purpetuity.
We can rearrange the formiia to get Ihe ons below:

The dividend valustion model with conatant dividends

s

Coum div and ex div share prices

The ex dandend ("ex div"} value of a share is the value just after a dnadend has been
paid. Occasionally in quastions, you may be given a share price just bolore the
paymant of & dividend (a “cum div* prica). In this cass, the value of the Upcaming
dinidiand should be deducted irom the cum div price 1o give the ex div prica.

For sxample, if a dividend of Rs. 2 is due to be paid on & share which has a cum div
value of Ris. 34.5, the éx div share price 10 be anléned inlo the DVM formula 15 Rs. 34.5
Rz 2=Rs 32.5.

Example 1

The ordinary shares of a company are quoted at Rs. 20 par share ex dv. A dividend of

Rs. 1.6 per share has jusi been pasd and theve & expocled o be no growth in
dhidends.

Required:
What is the cost of equity?

85
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Example 2

The ordinary shates of Jibran Lid. ane quoted at Rs, 40 per share. A dividend of Fis. 3
i aboul 1o o pald. Thara is expactod 10 beno growth i dividends.

Regquired:
What is the cost of eguity?

Example

The cost of equity capital is 12%. The cusrment divicand for a share of a company s
s 4. Thare i expected io be no growt® in e value of the dividend.

Required:
What is the valse of the share (PO}7

Introducing growth

The dividend valuation model with constant growth
d, a. (1 +g)

K =— 47 or K = .

B

whara (= a constant rate of growth in diddends
4 =divicend lo be paid in one year's time
d, =aurrant deidand

Estimating growth

There are two main methods of delermining growth (although e examiner will
usuaily grve the growth rate in the question if youw nead i);

1) The averaging method
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Exampile 4

Kashmir Lid. paid a dividond of Fs. 3 par shame four yoars ago. and the current
dividand i Rs. 4.4, Tha curent shars pnce 5 Rs. 100 ox div,

Requined:

a) Estimata the rata of growth in dividands.
b) Calcuiale the cosl of equity.

Example 5

A company paid a dividend of Rs. 0.8 per share eight years ago, and the current
dividand is Ra. 1.3, The current ehars piics is Rs. 276 ex div,

Required:
Caloulate the cos of equity.
7) Gordon's growth moded
gatb
whare r = "furm on reinvesied lunds
k= preoortion of funds retained
Example &

Ths ordinany shares of a company are quoted at Rs. 70 cumdiv. A dividend of Rs. 5
i junt about to be paid. The company has an annual accountng raio of relurn of 12%
and sach year pays oul T0% of its profits afer tax as dividends,

Required:
Estimale the cosl of equily.
Assumptions of Gordan's growth model

Gordon's growth model was developed by economisl Myron Gordon. it attempis to
derive a fulure growth rale, rather than the previous approach of extrapolating the
historical growth rate.

Gordon argued that an increass in the level of investiment by company will give nisa
fo an increass in future dividends. The two key elements in delermining fulure
dividend growth will bo the rate of reinvestment by the company and the return
genaralad by the investments.

g/
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Theare are a number of assumphons requirad fo appéy this model:

*  Tha antity mus! ba all squity financod:

*  Retaned prolits ars the onty source of additional investmeni;

* A constant proportion of aach year's eamings is retainad for reinvestment;
*  Projects inanced form retained samings sarn a cnnsiant rate of return,

Valuation with multiple growth rates

Catculaling tha value of shara with multiple dnadosd growth rates invohves the
following sleps:

Step 1: Calculite the value of shar in ihe yair in which change in growth rale is
anpacia

Step 2: Caloulate the dradend ioc aach year before change in growth rate
Step 3. Calculale the pregen] value of all amounts delermined n step 1 and step 2
Mustration 1

ABC Lid. pesd a dividend of Als. 25 this year. Dividend is axpactad 10 grow al 3% for
next ree yaars and at 2% aftereards,

Required:
Caiculaie cufrent valee par share i sharsholders reguing annual returm of 14%,.
Solution

Step 1:

Caleulple dridend ol the year in which growth rates changes: R 25 (1.03)3 =
Rs 273
Markal valus in year 3 = A

e g}

P,= Rs 273{1.02)/(14-.02)
= As.278/0.12= Rs 232
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Step 2:
Diwidend with
Year 3% growth
1 58
2 285
3 213
Stap 3.
P, = Prasant vabue of first 3 dnadends + presan! valkue ol P3
Discount Present Value
Your Dividend | poctor @ 14% (14%)
s Rs.
Y1 258 0.877 226
Y2 s 0.768 205
Y3 a3 0.875 18.5
‘Walue in Y3 232 0675 156.6
Tolal Vislue 218 6

Preference shanes usually pay a constant level of dividend, which is quoted a=s a
parcaniage of nomnal value. Hence. the cost of prelenence shaned (kp) can ba
caiculived using a formula very similar W0 the one covered aarlier for ke in a no
growih situation. The formula is:

d
kp= —
P,
d = |8 he constant dvidend

P, = (he ex div market price of the share
k= thi cost of proferenco sharos

The Cosl of Equity - Capital Assel Pricing Model

Tha Capial Assal Pricing Model (CAPM) s an alternative io the Dividend Valuabon
Maodel, which can be used to calculate fre cost of equity. The CAPM dermas cost of
equity Diasdad on the sk parception of the v sto:

a8
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Systematic and unsystematic risk
There are two elements al make up the rsk associated with & company,

* Unsystematic (or spechic) sk is the risk of the company's cash fiows being
affected by specific taciors lke sinkes, RAD successes, systems lailures,
elc.

* Systematic (or markel) risk is the risk of e company’s cash flows being
aflected o some axient by ganeral macsoeconomic factors such as lax rates,
unampioymant or inferest rates.

Taotal Risk
f‘f‘\
Unsysiematic risk Systemaic rigk

Genaral sconomic actons
Cannot be sdiminated

Company specific (actons
Can be eliminated by diversification

The impact of diversification

By hoiding a porticlio of investments, the unsysiematic risk is diversified away but
she syslematbe risk is not, 50 will ba prosent in all portfolion,

Far example, the return from a single imvesiment in an lce-cream entity will be
subpent to changes in the wealther - sunny wealher producing good réturms, coid
wpalhal poor relums. By sl the invesiment could be considerad & hegh riak. If &
second investiment were made in an  umbrella entity, which 5 also subject o
weathar changes, butin the opposite way, then the retum from the portiollo of the
two investments will have a much reduced rsk lsvel This process is known as
drarsification, and whan conlinusd can reducs portiobo risk 1oa menimsm

K an investor enlarges his portfolio to include approximately 25 shares @
unsysiemalic risk |8 reduced o close o fero, the implicalion being thal we m
ehminale the unsysiomatic portion of overall risk by spreadng investmant ow
sufficiantly diversifiod portfolic.

20
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Risk of The security marke! ine
Perifolio

()

The secunly markel line (SML) gnees the relallonship between systematic risk and
retum., W know wo relationships;

Unsystematic
g 1}  Therisk-free

-------------------------- e This carries no sk and, therefons, no sysiemaiic risk and therefore has &

betaof 2ero,
Systematic
risk 2)  Themarket porticlio
. This represents the ultimale in diversificabon and therelone conlaing anly
Wi, of ghares m porticlio sysiemaltic risk. ithasabelaof 1.
The capital assel pricing mode! (CAPK) enablas us 1o calculate fh reguired retum The results may ba plotted:

lor a wall-dyversified mvoston wha s o subject o unsyslomabe risk.

it wa can measure the dystemaiic iisk of a comparny or investmant, the CAPM will
enable us to caloulate the v of (aguired retum

# (beta) factor

The methed adepted by CAPM 1o moasure sysiemabic risk is an index, B (beta). The
B factor is e measure of 8 share's volatlity In terms of market nzk,

The (3 fscior of the markal as a whols s 1. Market dek makes markel returns volatile
and thi (3 tactor is smply & yardstiok agains! which tha risk of other investments can
D measured.

Tha 0 tactor is critical 1o appiying the CAPM; it lustrales the relationship of an
indivicual sacurity 10 the markst as a whola, or convernsely the marks? redurn grven
fhe return on an individual sscurty.

Bala values fall into lour calegories, with the lollowsng meanings:

i} B> 1The shares have mana systemalic risk than the stock marka! average.
i} = 1Tha shares have tho sams systomatc rek as tha stock markot average
i) A < 1 The ehares have oss systematic risk than the siock manket average.
) =0 The shares have no rigk at all.

A share's bola value can be mlerprolod guits procmsely:

B=125 The shares have 25% more syslemalic nsk than the average level on the:

CHAPTER 3

m
14
w
=
o
g
- =
U

= oy

0.5 1.0 1.5 I
Systemalic nsk

R s the point on the graph whare the lino intorsects tha ads, and then the highat
systematic risk, the higher the requirad rate of rsturm. The SML and the relalionship
babwasn required refum and ek can ba shown using the lollowsng formula:

ki = Al + [Rm - RI)A
wharg,

I, = required rélum lrom individual security
B = Beta tactor of indreidual security

stock markel. AL = rsk-trese rade of interes|
B=080: Tha sharos have 20% loss systomanc risks than the avorage, (i.0., they AL = retum on market portfolio
anty have B0 of the average avel),

M

9
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Mote: inexams, the guestion will sometimes refer to the marke! premium — this is the
difference batwaen Rm and B, 1T |5 the long teem markel pramium tal should be
usad [n CAPM if this s different from ourrant markel ralss.

Calculating beta factors

Bala laciors lor a company are calculaled stalistically rom pas| obsarved refums,
for example the london business school risk measurement service' is published
quarierly, using monthly returns from the pravicus five years fo calculate sach
quoted share's beta.

* |5il reasonable 1o use a bola tantod, calculatad Irom tha past, as 1hi basis of

QeCigion-making abous the fuiure?
*  Arebeta values obsened ba be stable over ime?

It bela values were nol ohserved to be atmos! stalonary over time, The whole theory
would collapes, Luckdy e evidance i thal both US and UK shares do exhibil stabile
balags, the stabikty baing stronger lor highly diversified shares such as investmen!
trusts than for more locused companies. Malurally beta will only be Slable i the
COMpAany's systernatic righ remains the same, i.e., the company carries on the same
areac of business i the long lerm,

Sinco beas are calculated statstically, the caiculatod beta value will be mon
raliabis the more separate data wenl indo its calculation. Therafors the longar the
peniod underlying the calculatons the better. However. if the beida will be used 10
estimate a required rmate of return for 8 fulure project, i is importand that the
company's risk class in lulure will be more or less unchanged by accepling the

project. Many bussnessds doal with this apparent paradox by using a secior avarage
beto rather than using their cwn calculated bela.

Example 7
Data for throe shares

A B c
Bela 15 0O7F 1
Fitsk-iree rate 5%

Expecied ralurn on e markst poriiolio 12%.

93
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Regquired:
Calculate the required returm for each nvestment.
Mugtration 2

in Exampla 7 above, wo cakculated the roquired ratumn for oach en/oRimont
saparately.

Mow assurne thal an investor intends 10 et up a pedfollo, whens he invests 50% of
his funds into A's shares, and 25% sach inlo 8'a ana C's.

The individual company belas are exactly the same as in Example 7 above, and the
rigk fraa rate = slill 5% and tha erpectnd redm on the market portfolio is 12%.

Required:
Calculate the required returm from iha new portiobio
Solution

The beta facior for the portiolio will be the waightad average of the individual
companies’ beia 1acions, as follows:

B {prrtiolo) = [50% = 1.5) + (25% = 0.7) « (26% x 1) = 11756
50, the required retuem from the portfolio =° 5% + (12%-5%)x1.175= 13.2%

Tha CAPM gives a required meturn for & ghven level ol dek (measured by tha beta
tactar),

Tharafore, # wea can estimale the level of sk associatod with a new mvestmant

project (the beta of the project), we can usa CAPM lo give a required retum o
shareholders.

This required returm 1o shareholdens is essentially the coal of equity winch should be
used to derive an appropriate WACC (o use as a discount rate.

Alpha values

It the CAPM stated that we should expect. on average, an annual ratum of 16.5%,
this doas not maan that the shares will produce a retumn (dividend yield plus capital
gan) of 16.5% each year. Remember, shares are a risky nvestmeant which
PrOCUC B8 BN UNCOTERIN anmual retum.

i
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Supposa inone particular year, Company A shares produce an actual raturn of 18%.
Tha shares are saxd 1o have produced a pasitive ‘abnormal setum of 1.5% that s,
1.5% higher than the expecied relum.

The ajpha value of a share is Simply s average abnomal relum. Supposs
Company A shares have an alpha value of +2%, this mplies thal in the recent past
the shares have, on average. produced a returm of 18.5% « 2% = 18.5%.

Alpha values can be either posiive of negalive. &fd in 4 perdect world thay should be
2arey, In olfwer words tha Aversgs retum hal né shanes actually do produce should
be the same as the return indicated by CAFM. However, the world isnt perfect and
&0 thal will ol always happen. Hanta wa gel positive and negative alpha values

Critlciems of tha CAPM

1)  CAPM is a single peroo model. This means that the vaiues calculated are
only valld lor a lnite pencd of ime and will nesd (o be recalculated or updated
at regular infervals.

2} CAPM assumes r transachon costs associated with trading securities.

3 Any baia value calculated will be based on historc data which may nol be
apgropials currently. This is pariculary so i the company has changed the
capdai stnooture of the business or the typs of business itis trading in.

4) The raarket refum may change considerably over short periods of tme.

5 CAPM assumes an efficien! imestmaent markel whera it is possible to
diversily away risk. This is nol necessanly the case, maaning thal some
unsysiematic risk may remain.

1] Additionaily, the idea that all uneystematc risk is dversified away will nol
hiold trug if stocka change in lerma of volatility, As stocks change over bime il
ks very likely that ihe porffolio becomes lgss than optmal,

7} CAPM assumes all stocks relale to going concems, ths may not be the case.

Arbitrage Pricing Theory (APT)

Asbitrage pricing theory (APT) is an allermative pricing model to CAPM, dovelopad
by Foss in 1876. i afternpts io explain ihe risk - return relationship using several
indepandent factons rather than a singhe ndex.

CAPM i a single index modal in that the expacted retum form a security is a function
o by e faclor, its bata value.

R=R+B(R, -R)
However, APT is a multi = index model in thal fhe expecied retum form a security is.a

85
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near hunction ol several independant faciors:

Rza+f 4L+

Where Rs. = the expecied retum form a securily

a, . B, . areconstants

i, 1. . arethe various factors that influence secusity miums

For exampie, |, could ba the return on the marksi {as in CAPM), 1, could b an
industry index specilic to the sactor in winch ihe company operates, [, could be an
interest rate indax, oic.,

Ross showed that, if sharas are assmed 1o form an sfficient market, an equillbrium
& reached when:

R, = R+ b (R~ R+ R R

Whare As. = the snpected retum farm a security

R = the risk-free rele

b constants axpressing the security's sengitivity o each facior
factor | and zero sensilrvily to amy other lacior

Research undertaken 1o data suggests that theos ane a small number of facions, of
sconomic forces, that sysiemateally aftect the retums on assels. Thase ane-

Inflaton or deflaton,

long-run growth in prolitabdity in the company;
Industrial producton,

Term struciure of nterest rates;

Detautt premium on bonds,

Price of il

Each factor must be independent of the ofher lacions

APT assumes that the process of arbilrage would ensure that two assals offenng
wentical retums and risks will safl for the sama price.

Intuitivety, APT appears to improve on CAPM, as returm |8 determined by a number

we
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of independent faciors are, as the modal does not spacily tham. Defermining what
thosa 1ackors are, a5 the model doas not spacity tham, and lorecasting their value.
Thara hove beon low lests of APT, probably becauss al the difficulties in
detarmining which variabhes 1o nchude in the meded and how o welght them,

APT has gained in populanty as empiical tests of CAMP in practics have raised
significant doubls as to CAPM e validity. However | is lair to say that empirical
lesting of APT has io dale been only limited, =0 s effectiveness remains 10 be
proved. CAPM |s certainly simiar than APT, bang & single index rather than a rmuiti-
inchisx model, &0 CAPM will remaln popular for Soms ke

The Costof Debt - kd

The cost of debit is the rate of retunn that debl providers reguire on the funda that they
provide.

Thoir waluen of cirb! & assurmiod 1o o tha presan! value of is futura cach Rows,
Features
1) Db is tux deductible and honce intorest paymonts are made net of lax,

2) Deb iz aiways quoled in Rs. 100 rominal wnits or blocks.

3} . interest paid on the dabt i slated as a percentage of nominal value. This (=
known as the coupon rate. It is nol the same as the cost ol debl The amount
ol nderest payable on the debl is lixed. The interest is calculaled as the
coupon rate multiplied by the nominal value of the debl.

4)  Debtcanbe:

i) iredesmable;
in)y redeemable af par (nominal value) or at a premium or discount.

&) Interest can be elther fimed or fioabing (vansbie),
kd for irredesmable debl

Imadeamable debl s dobl ssuad by the company where there s no inlention o
repay the principal. The company will simply pay inferast on the debi for aver,

i1=T)

LA

where, | = mtares! pasd
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T=margnal rate of tax
P, = & Interest market price of the loan slock

Note: that if the current marked price is the par value of R3. 100, then the cost of debl
= smply the after tax interast rata La., I{1-T)

Example &

The 10% medeemable debentures of a compam sra guoled al Rs. 130 éx nt
Corparation taxis payable al 30%.

Reguired:

What ls tha net of tax coss of dsbi?
kd for redesmablie debt

The kd for redesmable debl & givan by the IRR of the relevant cach flows. The
redevan! cash fliows would be (assuming that there & no ona yoar delay in the tax
saving):

Yoar Cash fow Rs.
1] Markat value of the loan (P
1lon Anrual net mtersst payments 1T
n Redemption value of loan v

Thara oire lour steps 10 BNSUNng an acturate computation:
1) idantify the cash liows,
£ Estimate the IRF;

3) Calculate two NPVs (prelerably one ve and one sve),
&) Calculate he IRR

Example @

A company has 10% debenlures guoled at Rs. 05.00 ex inl redeemalble al par in five
years' ime. Corporalion Lax is paid at 31%.

Reguired:
What s tho not of tax cost of debt?

MNote: The cost of bank kaans and debl trading al par can be calculated more simply
bry taking the nef ol lax inleres! payment

kd=|{1-1)
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The cost of convertible debt

Converible debentures are lilke redeemablos, but they offer the investon a choce of
cgh oF gharg s on th redompion date

in practice, particulary if the valuo of the cash and shares option is very similar,
some irvestors will choose cash lof lguidity reasons. whfens olher MesIons may
choose sharas, hoping for large dividend retums in the futura.

In order o calculate the cost of convedible debt, we make a amplifying assurmpiion
that all ivvesions will make the same decision.

iHustration 3

Consider a Rs, 100 debaniune which is redeemable at parin 5 years, or convertible
into 10 shares at that lime The cument share price is Rs. 8.60 and histoncally,
dividands {and hancs shass pricas) have grown a1 5% par annum.

Todecice which option is fikedy to be chosen by invesiors, we compare:

*  thavalue of thacash opton, Rs. 100, with
*  fhe valueof the conversion option, Le., 10 = (Re. B.60 = 1.055) =As. 108.T6

Honco, it s gssumed Thal all rvestons will choose the comersion oplon, and The
coat of thi convartible debl is calculsted in & similar way 1o the cost of redsemabla
debt, Le.. tsthe [RRof

Year Cash Bow As.

0 Market value of the [oan P}

1ion Annual net inferest paymenis nmT

n The higher of the cash and the converslon  ©
oplion

Weighted Average Cost of Capital (WACC)

The weighted average cost of capital (WACC) s the average of cost of the
company’s finance (equity, debeniuwres, bank loans, and preference shares)
welghted according 1o the proportion each slement bears bo the otal pool of funds.

A company's WACT can be regarded as iis opportunity cosi of capilalimarginal cost
of capital, and this cos! of capital can be used Io evaluale the company's imwestiment
projects

|
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In the analysis so far carried out, sach source of finance has been examined in
Ssolation, Howaver, the practical business sRuation is hal thers is a continuous
raiging of funds from varous sources. These lunds are uvssd, parlly In axisting

operations and partly 1o finance new projects. Thene & nol noimally &My Sepanabion
betwean funds from differant sources and their application o specific projects.

Funds fFom Funds from
Bquity souTCes G SOUNCES
\‘ =

i

r//"

Poal of

Tuinds
o .

[ Used e linance warious imaaiment progacts )

in ordar to provide a measure for gvaluating these projects, e cost of tha pool of
furds i requined. This B vanously mlerfed to as the combined of walghled avarags
cost of capital (WACC)

The generai appecach is to caiculate the cost of each source of finance, then io
wagh! these acourding (o thest mponancs in the financing mo.
Procedurs for calculating the WACC

The: oaiculation involves A series ol sieps:

Step 1 Calculate weights for each source of capital,
Blep 2 Eslimale the cost of sach source of capital,

Stepd Multply the propartion of the total of sach source of capital by the
okt of thal source of capital.

S1op 4 Sum thi rasus of S1ap 3 10 ghve the welghled avwerngs cost of captal
Formula to calculate WACC

L .lﬁ .‘J. +"':.| ".rt |
) !'I! ‘I'II :_.l!+vfl_:
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Alernative WAC formula

Using market values for a firm with equity, debt and preference shares in iis capital
structure, the WACC would ba:

Kﬂ’ KeVesip I-'Ell'fll'd'

Fas Vs Wl
Whara Ve, Vp and Vd are the market values of equity, preference shares and debt
respaciively.

Exampie 10
Rahat Lid, hag a capital structurg as foliows

Costof Bookvalue Markel valua
Capita’ Rs.inm RAs.inm
LS

Bank loans & 5 5
Debenturelosns 10 a 5
Ordingary sharss 15 18 30
Requirea:

Calsulate Rahat's WACC, using market valuos as weights.

Frobiems with the computation of WACC
Which sources of finance to include

Thi above examples have concontrated on tha cost of long-term finance. Firms also
ralse fimanca from shorl-ierm sources. €.9.. overdrafis, shori-lerm loans, irade
credil #tc... I is possible 1o cabculale a cost for shod-term finance and we need to
decide whether it should be inciuded in our calculations. The usual argument is that
the weighled Average cosl of capilal is & 100l lor appralsing long-term imestmeants
and ap thess shouid onhy be financed by kng-term funds then the costs of short-term
funds should be excluded. However, i /t is clear thal shord-term finance is being

usad to fund long-term proajects, than it should be inchaded
Loans without market values

Bank loans do not have market values in the same way as dobentures. AR we can do
in thils cases ks 10 lake ths book valus of IGans AB &N ApErOXmation of marks value.
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Cost of capital for small companies

There are mponant factors which are relevant to the cos! of capdal of smal
COMpPANIEE:

® I the company s unguobed, then obtaining the cos! of finance i much mons
chifficuslt.

= The ack of iguidity offered by The company's seounbies, plus the smalier sire
of the company. tend 1o make fnance Mo erpansive.

When Can WACC be Used as a Discount Rale?

The WACC can be used as & dScoun! rals When Weing el prasent vakes o intenmal
rate of revturn caleulations. This is only sppeopeate i the following are met:

1) The capital struclure & constant. it the capital stucture changes the
wrightings in the WACC aill also change.
2) Tha new investimenl does not camy a different risk prolile 1o the existing

company's operalions.
3) The naw investrment is marginal 1o the company. Il we are only looking o a
smiah vegimenl then we would not axpect any of ke, kd or the WACC o

changa matenaly. |f the imvesiment is substantial it will necessarily change
the values,

These igsues are coverad In detall In the later chapler on investment and linancing
MEraciions.

More detalts on the use ol WACC as discounlt isle

Whan discounting cash flows lo present value, i1 i important to malch e discount
tabe usod 1o the cash flows boing dscouniod.

Cost of equity

For example, the cost ol equity capital should be used for valuing income flows
{such as dadends, or samings) which are atinbutabla to the equity invesion,

Tha NPV resull s the value of equity.
WACGC

Thee waighted average cost of capital is used when discounting aler tax cash fiows
bul balore deducting nance charges such as interest. The WALCC & the cost of

10
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cagital requirad on the whole capital employed (debt plus equity capital invested in
tha company). This = tharsloms the appropriate dScount /am o USe 10 dacount the
cash flows attributable o all coniribuions o capithl employed in he eniity. For
examphe, when valuing a project or a dvisian of 3 company which does nol have s

own debt capilal or finance charges.

The NPV result oblained is the value of the tolal cepits!l employed in the entity -
giving the total value ol dell plus equity for a company,

Alternatives 1o the use of existing WACC as a discount rele in project
appraisal

‘Wa have now astabkshed thal the existing WACC should only ba used as a discount
rite for & new investmant progect I the business ek and the capial struciure anse
likely to stay constant. Alternathvely,

It the business rak of the naw project differs from the entity's existing
business risk

A risk-acjustod WACC can be calculated, by recalculating the cost of equity to
reflect the business risk of the naw propect. This offen involves the ischnique of
‘degearing’ and Tegearing’ beta fagtors, covered in the iater ‘Capital Structure’
Chapiar

i the capital structure is expecied to change when the new project is
undeitaken

Tha simplest way of mcorporating a changs in capaal structura is 1o recaloulate the
WACC using the new capital struciure weightings. This s appropraata il the mew
investmeni project can be efiectively reated as a new business, wilh its own kang-
e gaaring lowvel.

Alternatively, Il the capital structure is expectad o change significantly, the Adjusted
Progsont Value method ol prosect apprasal could be used. This approach separates
he invesimen] slemant of the decision from the Bnancing elemend and appraises
them indepandernitly. APY is only recommended when thera are oomplex funding
arrangemenits (e.g.. subsidized loan, temporary or permanent change to debl
cagacity of cholce of capital siructure). APV is covered in detall in he laler
“Ivastmont Appraisal - further technigues’ Chaplar,

Finally. the Marginal Cost of Capital (MCC) could be used. Again, this &= appropriate
if the capital structune is forecas! 1o changs significantly, 1 is found by calculating the
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fotal addifional cost of financing a new projact, and it allempts o reflect the true

More details on the marginal cost of capital

As discussed above, tho use of WACC assumes that the capital structuro of an
entity will remain unchanged and that any Rew mvesiment wil have a similar fisk
profila to existing investments.

If i lr i propct |8 Lendher conskdaration, and i would hmdamentally affect the capdal
structure of an entity, these assumplions would moan that WACC 5 no longer the
appropnale echrigue lor investment aporaisal. Use of WACC could kead 1o the
accaplance of propects thal reduna tha entity’ value,

Tha redevant cost of capital is nowe arguably ths incremantal cost that i the marginal
cost reflecting the changss in %ha lotal cost of the capital structure belore and after
il inil Fodlucion Of tha R capital,

in theory, the marginal cost of capital s just the difference between the total cost with
the existing cacital structure and the tolal cost with the new capital structure once
The investmanl his been undedaken,

Conzider an enlity with the following cosl of capital

Posi tax cost Value Cost x value
- Rs.m
Equily 20 5 1.00
Mioterence 10 1 0,10
Dt 8 4 032
hi 142

So. WACC =1.4210x100% = 14.2%

It has & large invesiment project under consideraion, 10 be linanced by a major
st of funds which will aller the capital stricture. The estmated project cost s
Rs. 1,000,000 1o be financed in equal proportions by a new share issue and & new
ssué ol bonds.

Trear e capital structung will imply & now leval of risk for holders of bonds and ogquity
shares, causing the cosl of capital lar tha company 1o changs

Tha new cost of capltal may be as lollows (If we assume that the cost of aquity will
rise to 22% and tha new bonds will have a post-tax cost of 10%).
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Posttax cosl Value Cost x valus

= Rs.m
Equity 2 5.5 1.21
Pratarerca 10 1.0 0.0
BondsB 40 0.32
Mow Bonds. 10 0.5 0.05

11 168

So, WACC = {1 BB/ 1 x 100 = 15.3%
mrqlnllﬂn:lafﬂmitlt-{'l.ﬂ— TA2) {11 10) x 1007 = 26%

The total cost of capital has increased by Rs. 260,000 as a result of raising
Rs. 1,000,000 of funds. The incremenial cost of capétal is, therefore, 26%

It might be thought that by ralsing Rs. 500,000 of equity with a cost of 22%, and
Ris. 500,000 of bonds with acos! of 10%. the marginal cost of capital would be:

(0.50n22)+(0.5x 10) = 18%
but this would :gnore the change in the cost of origenal capital

Tha approach ilkastrated hare W approprate only i the investmaent project s g
relalive lo e curmenl size of the enlity and underaking the project causes an
idertifiable difisrence in the capital structure.

In practices, entities rarely raise funds from a particular source for 8 paricular
purpose, which makes this approach difficull to uss.

tustration 4 = The marginal cosi of capital

Shams Lid has a cument capital structuse of Rs. 5 m aquity and As. 5 mdebt finance.
ks cost of equity is 13% and is post fax cost of debl is 6%,

It intands fo raise RS, 1 m of new debt knancs 10 fund a new projecl. The niw deblt
tnance will have a post tax cost of 8%, and the cost of equity of Shams is expected to
risa b0 15% when the now project s underlakon

Required:

Calculste e WACC ol Shams belore and aher undertaking The project, and
caleulate the Marginal Cost of Capital,

105

CHAPTER 3

CHAPTER 3

The Weighted Average Cost of Capital

Saolution
Current WACC
Pog! tax cosl Value Cost x valug
5% Rs. inm
Exquity 13 1 0,85
Debt 6 5 0.30
1m0 0.85
S0, WACC = (0.95M0) = 1007% = 9.5%
aw WACC
Post tax cosl Value Cosl x valus
% Ra_inm
Ecpuity 15 5 0.75
Emxisting Dobt & & 0.30
Hew Dot 8 1 0.08

1 113
So, WACC = {1931 1) x 100%=10.3%
Marginal Costol Capital = (1.13-0.95) /(1110) x 100% = 18%

L Lid.
Statement of financial position
as at 31st December, 20X5

As.inm
Mt assels 50
Caupital and rosores
Ordinary share capital (As, 10 shares) 15
Resanves 25
10%, irredeemable debentures 10

50

The current share [wice is As. 26.4 cum div and a dividend of Rs. 2.4 has been paid
for many yeamn. The debantunss ato tradeg at B0 ex int, Tha corporation Wax e i
30%.
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Required:
Calculate tha WACC at 3181 December, 2005,

Test your understanding 2 - Wahab Lid.

Wahab Lid is & company which &pocializas in cloculion courtos basad i Proston
and Chdord.

The recently appointed finance directon, Me, Qasim, has asked for your assistance in
obitaining & cost of capital which Wahab Lid. can use In appraising its long-term
imeestment opportunities. Mr. Qasim has proviged you with the following information
regarding the capital struciure ol the company

1) 50,000 Rs. 10 erdinary sharas valued & As, 34.8. The annual dvidend of
Rs. 180,000, which rapresents 700 of the amount available for distribution,
hias just been pala The company expacts to Achleve a retum of 26% on s
retained profitz,

2) 10,000 9% preferance shares of Bs. 10 eachvalued at Rs. 80,000 curn div.

3) Ra. 1 milion 8% debentures which are redeamable in eight yoars’ tme at a
premiwy: of 2%, Mr. Oasim ostimatos that the debenture holders requers a
v of 11%.

Cormpuration tax is al a rate of 35%,

Requirad:

Calevlate for Wahab Lid, its:

a)  costof equily share capdal;

b oot of preference share capital

€l markat value of debentures;

d) cost of debantunes;

e} wesghled average cost of capital (WAGC).
Test your understanding 3~ Rock Lid.

The capital structuse of Rock Lid. as a1 18t January, 20%3 & as follows:

Ra inm
Issue ordinary sharnes (Hs. 50 shares) 500
&%, dobeniure 20XB TO0
11%, bank term loan 500
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Tha ordinary shares have a cument market price of Rs. 200 each. The dvidand for
20X2 has st baen pad. Drvidends per shar in the five precading yaars wers as
{ollown!

Z20'WE Rs. 6.8
2008 Rs.7.2
20%0 Rs. 8.8
20X1 Rs. 8.6
2002 Rs. 10,4

Dnidends are paid once a year and ara expacted to grow in future al the same
annual rate &s Ihey have since 20WE. The dabenture stock has A marke! price of
Ra. 0. Redemption will ba &t pas in four years time. The company pays corporaiion
a3 &l & rate of 307

Required:
Estimate the cosl of capita! of Rock Lid.
Test your undarsianding 4 - WACC and financing discussion

Tha siammanaed Satemeant of inancial posiion (balance sheat) of D Lid. at 30 Juna.
20X 9 was as fallows

Aasain Rs. ‘000"
NoAciiffant assals 15,350
Curranl assets 5,800
Total assets 21,250
Equity and liabilities

Ordinary shares (Rs. 10} 2.000
T*: Preference shares (Fs. 10) 1,000
Share premium 1,100
Rataned earmngs 6.550
Total oqquity 10,650
Long term liabiliies: 5% debontures 8,000
Current Rabiities 2,600

21,250
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The currant prica of the ordinary shares is As. 54 ex-dividend. The dividend of Ris_ 4
& payabis during the next lew days. The expacied rate of growth of the dividend (s
% per annum. The current price of the prelerence shams 4 Rs. 7.7 and the
dividend has recently been paid. The debenture mlerest has also been paid recenlly
and the debentures are currently trading at Rs. 80 per Rs. 100 nominal. Corporate
lax is &l tha raté of 30%.

Aequired:

a) Calculate thi gaaning ratio for D Lid. uping
i} book values
o) kel values

b Calkculale the entity's WACC, using the rospectve markel values as
wasghling lactors.
Assuma that D Lid. ssusf the debentures one year ago to fimance a new
imvesiment.

-] Discuan the reasons why D Lid. may have issusd debentures rather than
preferenoe shiras to raisa the reguired linance,

di Explamn whai services a merchani bank may have provided fo D Lid in
cormaction with tha raising of this inanco.

Test your understanding 5 - Management of risk

Tou are fha compary accountant with a madivm-sized, privately-owned company.
The company has surplus funds which it doas not baliove & will be sble to invest in
cormpany operations for al least five years. The majority shareholders are also the
directors of the company and they do not wish the surplus funds 1o be distributed as
dividends. A board meesting has therefore besn called io discuss the proposal that
the funas be invested in 3 portfolio of medium-10 long-term securities.

Thrsa of ths diracions have recently athendaed i shor COUrss at tho IocH wnversity on
‘Investment and the Management of Risk’. They make the following comments. al
tha meeting, based on thelr mampratatons of wha! ey have lsamt on the courss:

1 wio hoid a portiolio of slocks, wo nesd only consider the systematic rigk of the
securities’.

‘AS & Cautaus invesion we must always conskder iotal risk’.

We should not buy anyihing i the expectad relum is lass than that on the markst as
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awhoie, and certainky rot if it is bebow the return on the risk
frave assal

Raquired:

a) Expiain lo the members of tha board the meaning of systematic,
ungysiamalc and tolal risk and advise them, brially, how all three types of
gk can be measured.

b} Discuss the direcions’ comments.

Multiple cholce question (MCOs)
1) Rate of return of a company is 20% and aividend payout ratio is 40%. Whal is

apctnd g rowi in dividend:
a) B%

b) 12%

-] 20%

d) Mone of tha abowve

2) A compariy issued a debt of Rs. 100 milion. Debt will be redesmad in two
yeans ime al As. 1105 Annual interast of Rs. 5% will be paid o the debt
holoss, Calcutate Ka.

&) 5%
b 15%
! 10%
i) Mone of the above
Example 1
Re 1.6
k, = — = 8%
Hs. 20
Rs. 3
kg &8 —— = B1%
Rs 40-Rs 3
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n Example 3

n Example 4

n Example 5

n Exampie &

n Exampia 7

a) g = (Re 44Rs J)i%-1' = Hi%

Rs 44=11
By K & —+ 01 = 14 84%
Rs 100
a) g =({Rs. 1.30.8)1/8-1 = §.26%
Rs 1.3 = 1.0625
b) k, = + L0625 = 11.26%
Rs. 276

a) g = 12%=30% = 36%

Rs. 5 x 1.036
b) k = +0036 = 11.57%
¢ Rs.TO-Rs5

a) 15.5%
b) 8.8%
&) 12%

m
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Example B
Rs. 10(1 - 0.30)
h;T = S — = S54%
Rs. 130
Example 8§
Caszh flows
Year O e 55
Yoar 1-5 Rs 101 0.31}=Rs B.90
Yoar 5 Rs. 100
Discounting
Yt Cash  Dwsc. fact. Presant Deac, Fact
Pl a@ wile &
Vil
6% 10%
] (95.00) 1,000 (9500) 1.000
=5 6.50 4 .22 29.06 3.7
5 100 0. 747 T4.7T 0621
Total «8.78
87g
IRA = §% + (10% = %) x — = §.26%
{B.76 — 6. 74)

Présant

(95.00)

26,16
62.10
A.74
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The Weighted Average Cost of Capital The Weighted Average Cost of Capital
n Example 10 hence, g =026 x 0.3 = 0LO7A
o aben it | ke o e Dividend In 1 yoar = Currenl dividend = (1 + g}
Market valug | Cost of capital | Weighted cost = 180,000 x 1.078
SoUnce A&, | Proportians e . = Fa. 194,040
Bank loans 5 0125 w = 0.75 S G Tt o S RO P D
Debenture loans| & 0.125 wil= 1.25 o G
Ordinary shares | 30 0.75 1l = 11.25 = AA. 1,740,000
== = =33 The market value s ex div since the dividend has just been paid,
40 100 1325
— = — 14,080
il e +0.078
WACC = 13.25% 1,740,000
= 18.95%, say 10%
n Test your understanding 1 - L Lid. -
1) k= 244264.2.4) = 10% o Gein gy e GV
7)  kd=Rs 19{10.30) Rs 30 =T.78% o an
3] Market values: Equity 1510 = Rs. 24 = Rs. 36 m m m pe ———a1200% sy 12.7%
80,000 — 8,000
Dab! 10 x (90M00) = Ra. 8m o o
T e e -t The DVM gives the market value of debent the present value (at
4)  WACC = 10% = (36/M45) + 7.78% = (0/5) = 9.56% - e ¥ i e . ¢
o o the deboniure holder's required rate of relum) of the paymants io
n Test your understanding 2 - Wahab Lid. % g debenture holders gross of lax.
U U Time Cash flow DF@ 11% PV @ 11%
(a) Using ine Dividend Valuation Model (DVM) As fs.
Dividend in 1 year -8 Interest 50,000 514G 411,880
g — g ] Fadamptian 1,050,000 0434 455 700
MV (Ex Div)
- & MV gx interest 867,380
whera g = growth rate = rb, and abuirsivan :
F = retum on new invesiment = 0.26 d)  Thecost of debt kd is equal to the discourt rate which, when applied to
b = proportion of retained samings. = 0.3 tha interasl Aows net of tax and the mdempiion cosls, produces a PV of
Rs. BT 380.
113 114
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The Weighted Average Cost of Capital The Weighted Average Cost of Capital
e tha mdamal rale of retum of tha followng fiows: Weightad averagse cost of capital = approcomatehy 15.3%.
rne Caiw; el fYes Test your understanding 3 - Rack Lid
s s > |
0 Marketvalue  (867,380) 1 (867,380) Ll
1-8 Nel interest 52000 56T 310,492 L AL L
8 Redempiion 1,050,000 - 0.582 611,100 _P
LI
e
54,212
g OAXLINZ L i2e170%
Wi chose 7% as our firgt estimate of the IRR since 11% » {1-0.35) « 7 15% L
Since the resull is positive, tha second estimale is highar, say B%. (2) kd - redoemable debt - IRF of Market Value, net interest and
risdampticn amourt:
Time Cash flow DF @ 8% Cashflow  DF PV DF Py
PVass a810% a8 10%
P As 0 Market value {80.0) 1000  (90.001 1.000 (90.00)
1-4  Inl@res] payrmeants 4.2 1331 3548 14,88
0 (BG7.380) 1 (857 380) 3170
18 52000 5.7&7 298,844 m m
# 1,050.000 0.540 567,000 o o 4 Captal repayment  100.0 0.683 €830 0B23 B30
(1.596) B ey @39 718
—_— 0 o
Hence, IR is approximately 8% < < 7.18
: ' T T IRR=5%+ |———— X (10%-5%) | =75%
U U 7.19 + B30
@)
3 Marke! Values
Marketvalue  Costof capital Weighted ’ .
cosi As. Inm
Debentures 700 x 0.80 630
Equity 1,740,000 19 1234 Bank loan 500
Pralarence 71,000 12.7 4 Total 3 ;
Debentures 867,380 8 259 A
Tatal 2678 380 1827
15 116
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The Weighted Average Cost of Capital

(4} WACC

(3130'”'“. " Smw.a 313):11 x (1 - 0.30) 13.6%

Test your understanding 4 - WACC and financing discussion

a) Gearing = debt / (debt + equity)

Using book values, gearing = 8,000 / (8.000 + 10,650) = 43%
(assuming thal (he preference shares aro imedesmable and heralone Irealed as
equity).

Tutorial note: Geanng measucsad i (deol / aquity) would be aqually accaptabis
Show your workings chearly.

Market valugs

Ordinary shares 2 m x {1.35 / 0.25) 10,800,000

Preference shares 1 mx 0.77 770,000

Debantures 8m « 0% 6,400, 000
17.970.000

50, jpeating = 6,400 / (6,400 = 770 + 10,800) = 36%
b) Cost of equity
o
K - == « 0,00
=17.1%
Cost of preference shares

K= =0.1%
Cost of debenlures

T i0=0,%0)

Ky(ld) = - w 4%
S0, the weightad average cost of capital is:

Markot value Cosl ol capital Welghled
Rs. % =
Equity 10,300, D00 173 10.3
Pralorence 770,000 a1 0.4

17
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6,400,000 44 18

——

Total 17.970.000 12.3%

c) The debantures are a cheaper source of imance than the preference shanss
The interes! is a lax-deduclible expenses, whareas the preference daidend is
an apgrophation fram post-tax
profis.

The debentures will be secuned on (he company's assals, which makes them more
atractive 1o investors than preference shares,

Praferance shares cannol ba sscured,
Debenture holders will rank belvre prelersnce shameholgers n a ligusdation,
dj A merchant bank may have provided the following senvices:

& advice on the type o capital 1o be msued, thal is debl. egquity or prelerence
shares,

*  advice on the losm of deb! issuad, that s sedured or unsecured, and on
the e of Swestefars such B8 & CONVETSion option of warrants,

Aghvisang on the coupon rate, [ssue price and maturity of the debenture;
marketing and administraton of e ssus;

inantfying potential Investons.

iocommendabons about any dervatves thal may be available lo hedge
interest-rate exposdure;

* gnsurng that D Co, complied with any statlulory and regulatony
requrarmants relaling 1o he now Esue.

Test your understanding 1 - Management of riak
Memorandurm

Te: The Baard of Direcions

From: The Company Accouniant

Date: X Juns 20%X

Subject: Invesling lunds in a portiolio of securilies

a) This memorandum stars with some definitons:

18
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The Weighted Average Cost of Capital

Systematic risk is risk that cannol be eliminated by diversification.
Unsystemalic risk = risk Thal can be eminated by diversfication,
Total risk is the swm of systematic and unsystematc nsk.

Thase definitions can be explained as follows. Tharo will bo some unoBmainty
normally mharent in the futuere relums of any Fresteent that = made. This
uncertainty can be measured as the total risk of the investiment by calculating the
slandard deviation of the imestment's possibla rebums,

Some of s lolal rigk can be diversified sway Uy combining the imvesimen with
othar different investments: this componenl of iotal risk is called unsystemafic risk
and relales 1o fachnns unigue 10 the company e o the busness sector it is in.

The remaindar of the tolal nek canral be diversfied away, this componant of iotal
risk is called systematic nsk and rolates to lactors affecting the stock market as a
whole 0.g., the risk thal intasrest rates rsa

Total sk i measued 45 the standard deviation of Frvestment retums.

I future returms ane inclear, the standard deviation of past reluma over recent
perinds Can he calculaled as a measune of the investment's lotal rigk.

Syslematic nisk & measured by lcoling al an invesimant's beta value. An
veiEtanl with no systematic rek has a beta value of 2e6f0. An Investment with tha
S&IMe g ysamanc risk as tha markat 25 a whole has a bata of one. An investmant with
systemalic risk twice that of the markel as a whole Fas a beta of two, elc.

Unsystomalic risk i normaly moasured as the dfference botweon systematic sk
and tolal risk I8, as a balancing figure, although it s possible 1o calculale it
separately.

B) Thie expacied ralum lrom any investment should compansale for its risk. If
the imvestment i3 held alone, 1 = the tolad risk hat ks relevant. But I the
imvvastment is held as one unit in a widely diversified porifolio, the
ungystamatic rigk will be aliminated, and it s only the systomabc rigk that is
redevan!.

Thus, i is acceplable to buy investments with expecied retums less than the
expoacied returm on the market a3 a whole, ag long as those Investmants possess
lass risk than the marke! as a whola. it might ba leill prudent, jor exampia, o hold a
proportan of 4 portfolio in cash on deposit, effectively as a risk-free assel, although
Muam":hmmﬂbuwmanhmlmmhhwmhuhumm
tha slock (]
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ftis even acceptable to buy investmeants with axpacied miums kess than tha risk-free
rale of return, as long as those invesiments contrbute suflickently 1o the overall
dwersification of the portiolio hald, Irestments with negalive beta values fall
pariculaty into this category, thelr sxpected retum s low but they ofler substantial
dversification opportunitias,

Angware o MCOs:

1 b
2) [

120
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Chapter Leamning Objectives
Upon completion of this chapler you will be able to:

Capital Structure

Learn capital structure decision

Know about the effect of capital structure on ratios
Undarstand thoories of capital structure

Comprehend project specilic cost of capital

123
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Overview of Chaptler

Impact of capital
structure on the
WACC

+‘
Capiai |
alructune
Iﬂﬂmv 3

..w ¥
LWEG- m:r-unl[ WEE m,u ]

Changing Capital Structure

Optimal goaring
PaGmCn
U shapad WACC

Vihen a busness changes its capeal sinectung, there will be an wmpact on rabo
analysis (especially the gaarkng ratio) and an impact on the business's WACC.

The impact of a change n capital structure on ratio analysis the gearing ratio

Two key measures of gearing

. Db
Copitai goaring = et + Equiy)
OR
—-D-ﬂ- ® 100
Equity

Note: Both of these moasures am usod in practco, but tha first one is mone
commanly used,

144
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Capital Structure

Cisarly if a business changas its capital struciure by raising new finance as sithar
dslt or aquity, (hesa gearing retics will changa.

Exam questions may tesi tha calculation of gearing ratios before and aflar a change
in capital siructure

Mustration 1 - Gearing ratio calculation

PPP is considenng raising Rs. 250 milon new finanta 1o fund the acquisition of
Q00 000 s considenad 1o have a value 1 FPF of B, 270 million

Extracts from PPPs statemaent of inancal posilion show:

He, nm
Liorsg-1erm Bomowings 950
Share capital (Rs. 10shares) 500
Ratained reserves 400

Tha directors of PPP have not yel decded whather debt or eguity imance should be
used to fund ihe takeover. However,  equity Is 1o be used, the new shares will be
msued af a price of Ba. 26 por ghare, The current markel share price s As, 20 por
share.

Required:

Caloulale the gearing rafio measured as (debl(debl + equity]);

a) bafora the acquisition of OO0,

o} aftad the soquisition, assuming that debt fnance i used 10 fund the takedver,

c) aftor the acquisilion, assuming thal equity finance is used lo lund the
lakeover.

in all cases, present your caloulabons usang bolh book values and marel values.

Salution: Gaaring basad on book vahes

Pro acquisition 850/ (850 4 (500 + 400f] = 51.4%

Post acouesition using dabt {850+ 250) / {950+ 250} +({500+400+20 (W1))] = 56.6%

Pasl acouisiion using equity 950/ (850 + (500 + 400 + 250 + 20 (W1) )] = 44.8%

(W) Sincs: OO0 1= worth Rs. 270 mi 1o PPP but the purchass price is Rs. 250 m. tha
valug of PPP's equity will increass by Rs. 20 mimespectve of how the purchasae is
franced

125
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Gearing based on market values {W2)

Pre acquisition S50 /850 « 1,450] = 30.6%
Post acquiston using debt (850+250) / [(950+-250) + (1.450+20)] = 44 9%
Post acquision ugsing equity 950/ [950 + (1,450 + 250 + 20)] = 35.6%

(W) Mariet valus of existing shares = Re. 20« 50 m= Flg. 1,450 m

Note: The isswe price of the new shares (Rs. 26) s imelevant when caloulating the
gearing ratos. OF coursa [he ssue price doas allec tha numbar Of shares [Esued
ond tharaiors other ratos such as EPS (see furthe:s sxampies balow), but geanng
ratios are calculated based on iotal values of equity and debl so the Issue prices i nol
relevant hane.

impact on ather ratios

A change of capital sfruciure may alo mpact other ralios isuch as samings per
i, aarmngs yield af nileres! covar) 1 tha changs in inancing is assocaled wih a
niew project which Increases profits.

iustration 2

£, is considiznng investment of Rs. 20 m which is expected to have an NPV of
A= B m, and s axpecied 1o increase prolil balors intarest and tax by As. 4 m per
ErVILIm

Erfract irom the mosl recent hinancal stalemants of Seed Ca.:

Statement of financial position extracts Rs.inm
Srawe capilal (Fe. 1 shanrs) 16
Resarves 48

Long tarm borrowings 58
Income statemant extracts Rs.inm
Profit before interest and lax 15.0
Ineros! {#.0)
Profit before tax 11.0
Tax at 30%% (3.3)
Profit afier iax (parmings) .7

The current share price of Seed Co. is Ris 2. 70 per share.

The directons of Sesd Co. are considaring two alemative ways of linancing the new
irneesdment.
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Capital Structure

*=  Bomow tha Rs. 20 m al an inleres rala 6% per annum,
*  Haisa tha funds uging a 1 for 2 nghis maue at Ra. 2. 50 per share

Required:

a) Prapare profil foracasts for Seed Co. for next year undaer both financing
oplions, assuming thal the new project goss ahead. Use The forecasis to
calculate the impact of the projact and sach financing oplicn on Seed Co.'s
intovost oowor, eamings per share and eamsnge yiokd ratios.

b} Based on the results of your caiilations, dsciuss the ikely reaction of the
sharaholderss and the lenders io each ol the possible inancing options.

Salution

8]  Preproject ratios

Interast cover = Ra. 15m/Ha 4 m= 3.75imos

Eamings persham (EPS) = Ra. 7.7 m/ 16:m = 48.1 canis per share
Eamings yield = EPS / Share price = Ae. 0. 481 /Rs. 2. 70=0.178, or 17.8%

Incomn elatament As.inm-deblused Re. Inm-righis issue
lorecasts

Prolil bolors inlerast 18.0 180
andiox (Fs. 15m + Rs. 4mj

Inferest (W) (5.2) (4.2)

Profil bolore Loy 138 150

T at 30%: (4.1} (4.5)

Profit afiers tax (earmngs) a7 105

(W) Interest on the new debt = 6% of Rs, 20 mLe.. RS 1.2 m, Assurne thal inderest
on the exisling borrowings stays constant.

Share price workings
Rights issue

It th rights issue goes ahoad, the value of the shares afler the rights ssue will be the
Thearetical Ex-Rights Price (TEAP), which was introduced in Chapter 4.

TERP = [{N x cum righta price) + Iasue pice] / (N+1)

=(2x2.70)+2.5013=Rs. 2.63
127
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Howaver sinca tha nghts issue will be used to fund the new projact with an NPV of
Re B m, the value of the progact will also be reflectad in the new share prce,
increasing the share price (o

A= 2 63+ [As. Bm/ (16 m shares + 8 m new shares)| = Rs. 2.98
Debi linance

If debt finance is used 1o furkd the new project, the share price should rse after the
projoct has boon taken on, o retiect the NPV of the rew project

Expected share price = As, 2.70 + (Rs. B/ 16 mshanes) = Fs. .20
Post project ratios - using debt firance

Inerest cover=Y19m/Ra. 5.2m = 365 fimes

Eamings Per Share (EFS) = Fs. §.7m/ 16 m = 60.6 cants per share
Eaminges yiokd = Re. 0606/ As. 3.20=0.183, or 1B.0%

Post project ratlos - using equity finance

Inlerest cover=Re, 19m/Rs. 4m=4.75 imes

Eamingo per shane (EPS) = Ra. 10.5m/[16m « A m) = 438 conts per sham
Eamings yield = Re. 0.438/ Rs. 2.06 = 0.148, or 14.8%

bl Debifinancing option

i debt is used to fund he naw projecl, the shareholders are likely to see the change
nEPS and earmings ywld as positive,

The EPS increase from 48.1 cents per share o 60.6 cents par shame, and the
samings yield increases form 17, 5% (o 16.9%. This indicales that Seed Co. will
polantially toable 1o pay oul a Regher dividend o Ihe shadeholdes in fulure.

O the olher hand, the reduction in intenest cover indicates that Sead Co. will face a
higher level of risk if the debt financing option is used Le., the chance of Seed Co
baing unable o meel its inores! obligations = higher., Tha higher risk 1o
shareholders could lead to & fall in the share price # congidersd to ba significant

Howwavhar, in practics B B undikely thal thes ssue will worry either 1he shareholders o
the lenders groally, given thal the movermant in interest cover ia extromaly small
(.75 10 3.65 mas).
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Capital Structure

Owerall, i is likely that both sharsholders and lendars will be quile happy with the
EPS, samings yield and interest cover rabos if the debt finance option & usad
{asauming thal the sxpecied Rs. 4 m increase in profit and As. B m NPV are
achbavisd).

Equity finance oplion
The lenders will be happy il the rights issue goes ahadd, because there will be no
addilional merest payable and yel profits will Increase, S0 e nlares! cover rabo will

rise significantly. This means thal the chancas of Sewd Co. defaulting on its interest
payrmants will ba lass if this Gpbons goas ahiad,

All firsl glances, i appedrs that the shaschokders will not be happy with this option,
grven thal EPS reduces form 48,1 cents par share o 43,8 cents per share, and also
givan thal eamings yheld falls from 17 8% o 14.8%

However, in this silualion. wrare a 1 for 2 righls ssue has been used, a
sharoholder's who cwned 2 shaies before the nghls issue will now own 3 shares
(assuming he ook up hio rights). The rights Issue tsell makas no difference W the
shargholdar's returm or waalth. However, the positve NPV of the project undertaken
caasan tha shiroholder rotum and waalth 1o incroaso,

The increass i sarmings ainbutable o sach shareholdars sharsholding wil be
wviewnt positively by shareholders, who might expect io sae increased overall
cliwlaarrchs oy M Diture

Once agan, ovarall & is Rlely thal both shareholders and lenckers will ba quile happy
with the EPS, sarmings yisld and interest cover ratios if this financing option is used
{assuming that the expacied As. 4 m ingreass in prolll and Rs. 8 m NPV ang
achawad)

The impact of capital structure on WACC and company value

When we conskder the WACT formula which was introduced in the previous

chapter, it is clear that f a company changes s capital structure (gaarning leved), the
WACC will change, since the ralio of debl 1o aquity i a key variable in the formila.

Algo, since the vailue of a company is the present value of its cash fiows discountad
at tha WACC, as tha WACC changes so does the vakus

Several studies have locused on this lnk betwesn caprial struciure and company
value. The key guestion (s

“Whal capital structure should the company sim for in crder to maximise the
coumpany's valie ™
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The mainstudes ara:

* o traciitional view;

* fhe Modigliani Miier view (or nal operating incoma view), ignoring Laxation;

* the Modigliani Miller view, taking irto acoount the tax refial on debt inlerest
paymmenls.

These shkhes are based on different sssumplions and come o dilferent
conaiusions. Thay ame cosarsd below,

in order 1o understand the diflerent views, it is viial 10 undersiand the Two opposing
forcas which impact on the WACC as capiai struciurae changes.

The two opposing factors which impact WACC

By introduging debt

PG

= Dsbt s cheaper than =  Keincreases beciuse
ety and would ol financial nsk and
chauRn thae WACC to would cause tha
fall WACC 1o risa

impact on WACC of an increase in gearing

In ganaral, Be enlity's cosl of deibt linance is chaapse: than its cosl of aguity linance,
for two reasons:

* |niteres! is &n obligation which has to be paid oul each year, whereas
dividands are paid anly if the company can afiord them. This means that debdt
hokdars face lees nek, S0 acoapl lower retums

s |niprest is o tax deductible exponse, whoreas dividonds ans paid out of post
tax profits. This lurther reduces the cost of debt lor the company.

Theralore, as fhe eniity increasses its gearing by raksing more debl lancd, the grealor
proportion of (choaper) debi in the capital structiune exorts o downward fioros on tha
WACG,
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Upward force onthe WACC

As he goaning lewve! INncroases, Ihe oxira infores! paymaonts 10 dobl holders mean
tha th Hoplihood of the antity Doeing able 10 aflord to pay dvidands 10 shareholderns
reduces. This increasas the risk perception of the sharehoiders, so thay demand
righer retum 1o compangate for tho moneasod risk

This increase in the cost of equity axerts an upward force oo the WACC.
Het effect

Clearly, the two facioss identiied have cpposing mpacts on the weighted average:
cost of capital. The key questons ars.,

= ‘Which ol the two foroes & slrcnger?
#  Whatis the nei effoct of thesa two tactors?

There i no almple andsar 1o heds questions. in lact, the ditersnt gearing theores
propose diffe rant answers 10 the questions, based on different assumplions.

Howavier, an urdesstanding of hasa hwo factons, and these koy quesions, is cruckal
t0 a sound gngerstanding of ihe capital structure theones coversd in ths Chapter.

impaci of capital structures on the equity investor

High gearing exists when an entity has a large proportion of prior charge capital in
refation toequity a low gearning exists when there s a small proportion of prior charge
=ppital. High paanng incroasos tha linancial risk of the aguity rweston bul the reward
can ba n he lorm of Increased dividends when profits nse. I, however, prolils falter,
the aquity imvestor can axpect to be the first to feel the sliect of the first to feel the
effect af ine reduction in profits

Low gearng of no gearing may nol necessarly be in the equity mvestor's best
interests because the entity might then be falding to exploit the benefits with
borrowing can bring

Provided that tha returm generatod form borrowed funds is grealer than the cost of
those funds, capital gearing could ba mcreased. The extent o which # is prudent for
an ety 1o Increass its capital gearing will depend upon many varlables sUch as the
type of industry within which the entity operates, the cost of funds in the marked, the
availabiity of investmeén! opportunilies and the extonl lo which e company can
contirieg 1o banalit trom th Tad shield”
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The ordinary share prica of highly geared enfities will tend o ba deprassad in fimes
of figing Inaras! rales.

Traditional View

According to e Tradmional view of gearing and the cost of capial, as an
organizaton mtroduces debl into s capital structure ihoe weighted average cost of
capital will fall because initially the benefit of cheap debl finance more than
oubweighs any increases in tho oosi of equety rocueres to compansate equity holdors
for highar fmancial ek

As geanng confinues o incresss the squty hoiders will ask for increasingly higher
ristuina. The cost of equity, theselora, nged 08 geanng ncreases. Eventually this
increass in the cost of aquity wil star fu outweigh the benefit of cheap debt (inanoe,
and the weighted average co=t of capital will rise. Al extreme levels of gearing fhe
cost of debl will aigo start 10 riee fas dobt holders becomo wormed about the security
of their loana) and hie will lso contribuis o an inoreasing weighted average cost of
capital.

Tha dingram below femonstrales this position in which:
= ke isthe cos of equity.

® ki i B coB1 of dobl;
* koS the overall or waighted average cosl of capilal.

,//f_r\ Market valua

of dedt and
equity
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Traditional view of gearing and the cost of capital
X = optimal levil of gearing. whero ko is at a minimem

The tradmonal view, tharefore, clalmg that there is 2n optima capital structure whena
the waokghtod average cosi of capital is at a minimum. This is af poind X in the above
Angram

Al point X the overall relum reguired by investors [debl and aguily) 15 mnimised.

it follows that al this point the combined markal value of tha firm's dabst and aqualy
sacurities will also be maximised. (M invastors are offered the same Rs. return but
the “u retum they requine has fallen, marksl pressures will make |he value of the
socuritios raa),

Optimal capital structure
of dabl and
equily
X Goaring

Capital Structure - Modigliani and Miller's View

in 1958, the two American economists, Professors Modighant and Miier. challenged
the Irackbonal view ol gearing and Ihe cost of capial. Over 8 20 year period they put
torward a numbir of propostions as to why the traditional view of gearing might be
wrong. They bagan by assuming thal fhe effect of lax reliel on dobt inlerest could ba
ignored

Tha Modigiiani and Miller (M & M) first proposition was that companses which
operite 1 ths same fype of busineas and which hase similar operating raks must
have the same (olal value, respecive of their capstal siructures.
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Their view is basad on the bafiaf that the values of a company depands upon the
fulure opaTaling incoma generatad by is assats. The way in which this incoma s
spil belween relums o debi holders and relums to eguity ahould make no
difference 1o the total value of the firm (equity plus debt), Thus, the total value of the

firm will not cnange with gearing. This means that its weighted average cosi of
capilal will nol change with gearing, and will Ba the same al ali evels ol gearing,

Their view s represented in the lollowing disgrams.

o] and M illas viaws (no taxabion)

Caost of

capila T
/ H-
e
| K.
K,
Gearing 1%‘%!

Total marked valuo
(debt and equity )
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if the wesghtad average cost of capital is fo remain constant at all leveis of gearing, it
folows that any banadil irom the usa of cheaper debt linance Mus! ba axactly offsat
by the mnorease in the cost of equity. The sesential point made by M & M is thal,
igraning takation, a firm should be indifferent between all poesiblé capital struciures.
This is &t odds with the baliets of the tradonalisis.

M & M support ihesr case by dermonsirasing thal markel pressures will ensure fhat
o companies identical in every aspect apan from thair gearing level will have the
samo owverall marke! value

Modigliani and miller with tax

In thair onginal ‘proposiion 1° made!t M & M ignored taxation (tax relel on debl
interast). In 1963 they amended their model 1o Include corporation tax. This
ataraticn changes the impicaton of their analyss significanty.

Pravioualy thay arpused thal companies that dfar ondy in their capital structune
should have the same intal value of debl plus eguity. This was becausa il was the
size of a hrm's operating camngs straam thal determines its valua, fot the way in
which it was aplt between retums o dobl and aquity holders. However, the
corporation lay system camies a distorion undar which returns fo debl holders
(mlerest) ik tax deductible for the firm, whereas retums 1o equity holders are nol M
& M, theredore, conclude thal geared companies have an advaniage ower ungearad
COMpRnies, |Le., they pay less tax and will, therslora, have a groatés markel value
and & lower weighied average cos! of capital,

Graph of M & M modol with tax

/ K,
Walua of the
. //:rm
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As gearing increasas. the WACT steadily decreasas.

if the olher implications of the M & M view are accepied, [ha introduction of laxation
suggasis that the higher the level of laxation, the lower the combined cost of capital

Madigliani and Miller (M & M) formulae

W& M developed the fallowing formulae that can be applied 1o finding the value, cost
of aquity or WACC of firms thal have a given dve! of business risk, but varying
financial risk

With tax
Vaiua of fom Vog=VusTB
Cost of equity bosg) = Weu + (et lod) VO{1 1)/ VE
WACC =iy (1 1L)

where  V =Value ol n (Vg = value of geared lirm, Vu = value of ungearsd firm)

we = Cost of equity (kg = cost of equity in geansd firm, keu = cost of aguity in
ungeared firm}

ked = Gosi of deby! |miust be gross of tax)
V.= MV ol debi

W, = W il geared lrm's egurty

T, = Corporation lax rals

WADT = weighted average nost of capital

The withouttax formulas are simply a special cass of the withtax formulas, where 1 =
0.

Interpreting the M & M graphs and lormulas
Withoul lax
Company value (Vg = Vu)

The graph showad a horizonial ine for company value in the M & M without tax
ihaary.

Thiss is backed up by the formula, which shows that if T=0, the values of an ungeared
COMPAITy Bnd an equivalent Unguarded company &re tha same

136

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgy ore Vis# AV RIGzAdddemy.BlogSpot.com

Capital Structure

WACC (K_=K_)
The graph also showed a horizontal line for WACC in the M & M without tax heory.

Again, ihe formula backs this up, If 1= 0, the formula reduces 1o kadj = kew. This
showa that the WACC of the geared company I8 abways the sams as the WALC of
an aquivalent unguardod company, irespective of the lovel of goaring

With tax
Company value (V =V, _+THB)

The graph showed an upward sloping S0 lor company value in the M & M with tax
Gy,

This is backed up by tha formula. which shows that the higher the vaiue of B (value fo
debit), the greater the vakue of the #ntire company shoulkd be

As the company increéases s gearing, the value of the enlire company (debl plus
equily) incroases

Costofequity fk_ =k, + (K =)V (1-0/V,)

The cosl ol aquiy slopes upwards as gearng increases under M & Ma
assUmpbions, because shassholdors face higher ik 80 demand highos relums.

‘We can form the formula that the K increases as the amount of debt (V) increase
ralative to tha value of aquily (V).

Wote that the inclusion of (--1) in the formula has the impact of reducing the siope of
fhe lina if the tix rate increases. Mos! importantly, this means that the cost of squity
iy th b & A wiith tax thaory will always increase less stesply than in the without tax
theory. This helps 1o explain way the upward force on WACT |5 smaBer in the with
tax theory, and, hence, why the downward force on the WACT caused by the (nel of
tax) cheap delbl flance is the net stronger lorce in Tthe with tax theory,

WACC [K_=K_ (1-iL})

The lormula shows thal WACC will reduce as gearing (measured by L) increases
This is seen on the graph a3 a downwand sloping line

Example 1 - M & M withoul tax

X Co. is dentical in all operating and risk charactenstics 1o Y Co, except that X Co. is
137
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all equity financed and ¥ Co. is financed by equity valued at As. 2.1 m and debt
valued al s 0.9 m basad on marksl values. X Co. and Y Co. oparals in & country
whata nolaxis

i} A perdect capital markel in which there are no information cosls or transaciion
COEtR.

) Invesions are indifferent between persanal and corpoale geanng.

) Investors and companies can bomow al the sams raia of inlerast

w)  kdremaing conasant ai all levels of gearing

The traditional view can be crilicised as thers is no Underlying analysis o suppon £
Nor is there any evidence that the WACT = 5 U-shaped funciion In practice. This
then kaves tha oroblom of how companies 3te (o dederming thor caplal structure in
practsos. Managament lakes Ine faclors o accounl in reaching A judgement on
capital stracture:

U] The risks of bankruptcy
Direct costs
Thane are costs arsocisiad with a company b ng n bgusdation

* dhiciress sals pnce of the assets;
* liguidalors' lees.

fndirec! cosis

Thaaa are costa apsociated with a company badng in sevarne financial diatroas:

loss ol eredil Trom supplhers;
|066 of customerns;

|66 Of ey Glalf,

lack of uture finance,

) The ‘agency costs’ (such as light bank control) associated with gearing

i) The compamy's ability o cbtain nleres! tax relie! by having sufficlient off
seiting tax lkabilty. [The probdam of tax exhaustion’.)

vl Constranis imposed on the lavel o geanng, athar by
1} articiea ol associntion; of
2) lpan agresment condilxns.

v} The company's ability o bomow money: the company's "debl capacity'.
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§  Real World Approaches to the Gearing Question
Static trade-oft theory

It ia possible 1o revisa M and M's theory to iIncorporate bankrupicy risk and so 1o
ative at the same conclusion as the traditional theory of gearing = i.e,. that an
optimal gearing loves exists.

Givan this, firms will strive 1o neach the optimum ievsel by means of a trade-off, Static
irada-ofl Twrory angues Thal lems in & stabild {staic) pasibion will adpst thals current
hewal Of Qg 10 SChiave b targel level

[ETATII' TRADE OFF T'I"Eﬂﬂ"l]

THE TAX SHCLDY - THE TAX
DEDUCTIBILITY OF CORPORATE
IMTEREST PAYMENTS ON
DEAT - AND CHEAPER DEBT
FINAMNCE WILL INCREASE
FIRM VALLUE

REDUCTION N VALUE CALISED
¥ THE PRESENT VALUE OF T
COST OF FINANCIAL DISTRESS
AMND BANKRUPTCY AND
INCREASED AGEMNCY COSTS

[m ) A cosrsoroemr |

Abowe targedt debl ratio ihe vakee of the fem is not optmal;

*  Fmancial distress and agency cosis axceed the benefis.of deblt.
*  Fiurrna decreass thekr datt lavaels

Below the target debl ratio can still increass the value of the firm because:

* marginal value ol Ihe banelils of debl are slill grealer than the cosls
aEsoCialed with the use of dabt.
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= [inmE mchoace thedr deld
N8: Roseaich suggests thal this theory is nol backed up by empirkcal ovidenco.
Pecking order theory
Pecking atdat thaory tries 1o explain why firms do not bohave the way tha static

trade-off mode! would predicl. it siales thal lirms nave & prelerred herarchy for
financing decialona:

INTERMALLY- | et NEW ISSUE OF
GENERATED FUNDS EQUITY

The iImplications for immastmant ane fat.

* the value ol 8 progac] depends on how it s linanced;

* goma projocts Wil b undortaken only H funded imomally or wish relntvely
sate debt bul not i inanced with risky debl or equily;

* gompanias with less cash and higher gearing will be more prona {o under
Ikt

if & fierr fnlioeaes thay pecking order

* iz geanng ratio resulia from a senes of incremental decisions, ot an aitempt
o reach a tamget

#  High cash low « Gearing rabio decreases
*  Lowcash flow = Gearing rato increases

*  there may be godd and bad tmas 10 saud oquity depanding on tha degree of
Iriormaticn asyrmmelny

A compromise approach

The diflerent theores can be reconciled 10 encourage firms 1o make the comect
financing cecisions

1) Soloct § long nun targot gearing rutio

2)  Whast far rom targel, decisions should be governed by siatic trade-off
theory

3 Whenclosi o Wi, pecking onder thaary will diciale source of Lunds
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More on pecking order versus static trade-off

Pocking order thoory was developed 10 sugges! A foason fof This obsarved
NCONBHEIONCY N PIACcHce botwoon the stalic trace-off model and whal companos
actually appear o do.

Internally genaraled lunds have the lowes! issue coals, debl moderate iSue costs
and equity tha highesl. Firms issue as much as they can rom inlemally gensrated
fundg first fhen move on to debt and finally aquity

Miyors has suggesiod asymmalric nformalion 48 an oxplanation lor the heavy
rellance on raterions. This may be a sluation where managers, bacause ol their
access o more iInformation about the frim, know thal the value of the shares Is
grealer than the current mancs! val ke based on the weak and semi-strong market
information.

In the case of a mew project, managers lorscasi may be highaer and more realistic
than Ihat of the mardkel, | new Shams were Efusd in s ailubtion [hers S 2
possibility that they would be ssued at too low a price, thus, transterring wealth from
existing shamhalders o néw shareholdars, |n thesa chroumsiances there mighibe a
ratural profararce for intormally generated funds ower now sued, If adamional funds
are requirsd over and above infermally generated funds, Then dabl would be The next
aternaive.

If management is againat making squity isswes when in possession of favourable
inside information. market parficipants might assume that management would ba
micre likely b0 favour new Ssues when thay ane in possasson of unfavourable ngide
imformation. This laads to the suggestion thal new issuss mighl be regarded as a
signal of bad news.

Managers may therefore wish 1o rely primarnily on intemally generated funds
supplementad by borrowing, with issuss of now oquity as a lasl resort.

Myers and Majlu! (1984) demonsirated thal wilth asymmelnc information, equity
issues are infprpreted by the marksl as bad news, Since Managers ane only
molivated o make squity msues when shares are overpoced, Bennall Stewart
(1990) puls it differently: ‘Raising eguity conmveys doutt. Invesiors suspect fhal
management i atlempting 1o shom up he fimm's inancial resources lor mugh mes
ahead ly seling overvalued shares'.

Azquith and Mulkns (1983) empirically observed that ANNOUNRCEMENTE Of NEW Gaquty
msuos aro grosiod by sharp doclines in slock pricos. Thus, oguity ssups arg
coam parathaaly rare amaong large aslablished companias.
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Dealing with gearing drift’

Profitable companies will tend fo fnd that Thelr goaning level gradually reducos over
fimay a8 accumulatod profils heldp 10 increass the value of eguity. This & known as

*gearing drift"

Gearing diift can cause & firm 10 move away from fs oplimal gearing position. The
firm: miaght have 10 occasionally increass gearning by Esuis; debt, or payng a larges
dividend ar buying back shares) o return to its opimal goaring position

Signalling ta investors

in a parfec capital markel, invesiors lully understand the reasons why & fem
choosas a paricular sourcs of financa,

However, in the real workd it is smporiant that the lirm congiders the signalling effact
of raising new finance. Ganeraily, il is though! that raising now finance gives a
posithve signal 1o the markst he lirm s showing that il s confident that i has
identified attractive new prajects and that it will be able 1o aflesd 10 servce the New
financa in the fulure.

imvestorns snd anaiysts may weoll assass the impact of the new finance on a firm's
statement of prof® or loss and balance shee! (sialement of linancial position) in
ardar 15 halp them assess the Bely success of the firm after tho new finanoo has
been raised.

Risk Adjusted WACC - a Project Specific Cost of Capital
Intraduction

An mmpontant apphcaton of the M & M theonas and formulas s in the cakculation of
project specific discount rales

iri the eariier Chapter on ‘Cost of Capital’ it was noted that the edsting cost of capstal
(WACC) of an entity is unsuitable as a project discoun! rate i the business riak of the
néw project and / or the éntity’s capilal struciure will changs as a congagquencs of
taking on the project.

Using tha & & M theores and the CAPM modal, i project specillc discount rale {or
ik adjusted WACC) can ba caltulated in Tass ClIFcmStances.

Azt botas, equity botas and dobl betas

in order to understand the risk adiusied WACC method, we first need o expand our
142
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undarstanding of beta factors which wera introduced sardier in the ‘Cast of Capitall
Chapler.

* The bata lacior is 2 measure of the sysiematic risk ol aninvesiment relative to
themarkel.

* Thiz rlak will be dependent on tha lavel of business risk and Ihe level of
financial risk [gearing) assockabed with an mestmsot.

* Hence, the beta facior for a geared comoany will be greater than the beta
tacior lar an equivabent ungaarsd compeny,

The relafionship behwesan the beta lactars nr ungaared and geared companiss is
@iven by the following farmuda.

BeeBoX popieg ¥ B RS

¥r=¥al—t} FpeWall-ip
wharne

f,= e equity (geared) beta measures the systemabic business rsk and The
systamalic fmancial rak ol & company's shames,

B.= theasset[ungeared) bela measures the systematic business risk anly
f,o e dent betas measures the ek associated with the debt finance

Usually we assume that debd is risk free and hence the debt beta is zero. If this is the
case, the second term in the given formida disappears and the formaula becomes

p'"'": Fpi ::l'l—l;l

More on systematic risk

Wa know from the sariisr ‘Cost of Capital' Chaptar ihal whal is imporian! is an
invesimant's systematic risk.

Remamber

* Shareholders are only nterestad in sysiemalio risk because they hold well-
diversified portfolios. Systemalic risk of a projec! is measuned by s beta

* Shareholders = a geared compary sufler fwo lypes of dysiemalic nsk ja.,
beusirvas s ard Nnancil rsk.
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= Thebusiness risk ol a company refers 1o the risk of the cperating cash flows
*  Financial risk = the ncreased volatie of dividend payments 1o shareholders
BE RN INcreasss,

From the M & M arabmsis, we now that a share's systematc risk can be spid up
batwean the systomatic business nak and the systemalic inanchal rak.

Systemalic business risk arises oul of the risky nature of the company's busingss
causned by;

*  Aevenue sensilivity
*  Proporiion of fmed varable producton costs.

Systsmatic financial riak arisss ouf of how the company has financed itsalf - ita
gearing or capital structure.

Use of tha formula

For exampie, suppose a question tells you thal the ABG company has a gearng
ritio (O : E) of 1 : 2 the shares have a beta value of 1 45 (the squity beta); and the
COMpOration b rale 1s S5, Then

B 145 % = 1. 074

2% 0 (=000

Note: Il a quastion only slates the beta, assume R i5 an equity betla. Also, if there is
no mentkon of a debt bela, assume it is zerm.

This indicates that sharehoiders in ABC have a bela valus |/ syslemalic risk
exposiUre of 1,45, O thes value, 1,074 ansss oul of the fsky naturs of the compary’s
business (its businass risk) and the rest (La., 1.45 - 1.074 = 0.376) arses out of the
financlal risk caused by he company's Gaptal struchere,

Motica four vary important implications of this analysis:

1)  Acompany's squity heta will slways be greater than its assel beta, excep!

Z) If it is afl equity Bnanced (and so has no linancial risk), when its squily beia
and assel bela will be the same.

3 Companias in the same ares of busness' (Le , sams busineas risk) will have
tho sarme asset bala, but

4) Companees in the same area of business will not have the same equily beta
urikess thay §lso tappen 1o have the sama cagital iructura

As we shall sag, the third ol these points is particulary imporiant
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Risk adjusted WACC - Gearing and ungearing beta factors

Thara ane two ways in which the gearnng | degearing fomula above can bae used in
ordar (0 Sanve i progct specl cosl of capitil;

Mathod 1: Usa the formuta (il necessary) o desive the ungeared beta faclor, than
regaan this bela o reflect thie enlity’s capltal slructurd. Thin use CAPM 10 derkee a
risk adjustod cosT of GOUity and use this ke in the standand WACC tormuta to-find risk
adjusted WACC.

Method 2: Usa the lormiuta (If necessany] o dadive the ungeared beta factor, then
use CAPM to find an “ungeared cost of aquity” (keu), Finally, use M & M's WACC
formula (introduced aarliar in this Chapter) o calculats the rak adjusted WACC

Bath methoos will now be illustrated, 1o sShow thal tThey Jive the S2mMe Answer.
iustration J = Risk adjustes WACC

Garvey Co. I8 planning to underlake a new project in a new business sacior.
Information foe Garvey Co. and for Rocksel Co, & isted company In 1he new business
SoCtor bu a6 folicwe:

Garvey Rocket

Co. Co,
Currani gearad (egquity) beta 125 1.B6
Curren capilal structure ratio (DCE by marke! vaiue) 1:2 1:1

Garvey Co. intands o linaics the prolsct to migintarn 18 seiting gaanng ratio,

The tax rate & 30% and the returm on he sock Mankel s Doan 2% par antwm in
recent years. Debt is assumed fo be risk free and has a pre tax cost of 5% per
&nnLm

Required:
Calculato a suitable cost of capital for the new project.

Rockel Co.'s ungeared / asse! beln & calculaled and then used as an ealimate of the
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o4 and Rockest Co. are in the same ana o
sl bt Since dalnl s sk s, e

projaci's asset bata (bacauss
DLEsinaas and S0 will hanss the ¢

.
ﬂl-p‘l Fps Vg (z-a)

Pu=Bg % s
Step 2

A pearad [ equity bela for thi abcid alad reid, AE w3 KDOW, 2
rafiacis both syslamats bu i and Eyslomiatic fnwcal fek
equity beta will reflect the p begmnsde nekl and the car @l stneciue
Cothe company thal is o ur ol oot

& ¥
h H K Yg® Vhil=1)

100 fgx }_.....‘.___

AT

Sofg=1.47
Step 3

This aquity beta (s ther
project (ihe return regu
new profect

LN o ghve @ coil of eguity’ cRpa | far &
M shcdchrs” oncis (v sted by G

ke =Ry + | Ru - Rel P

k8 spamer = 5%+ [12 147 = 15.3%

Step 4
Thva risik acpusiod W
= 15.3% % (23) + 5* 1758 - 11, 4%

lcubated uning e star - dard WACC

Method 2

Stepi

As above, the ex
ungoared  Asset

Uity bata of Hocket 20, s dagea
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Siep 2

Inpul this ungeared Dot into e CAPM formula 1o ghve an ungeared cost of equity
mﬂiltﬂ—ﬁ‘hlxl.m=t2.ﬁﬁé

Siep 3

Use the M & MWACC formula to find the risk adkssted WACC

K, =k, (1-1L)

=12 6% {1=30%x (1/3)) = 11.4% a5 bakone,

Example 3

ABC is a cement company with-a 0 - E ratia of 1 3. It wishas fo evaluale a project in
the telecoms ndusiny and does not nlend to change s capidal struchune:

XY Z iz & ‘typecal telacomg company. It has an aquity bata of 1.25and a D : E rabo of
12

Asaume that R, « 8%, B, = 14%, and The lax rale s 30%. s asaumed that corporale
debt ts risk-fraa (and so the dabt bala e zena).

Raquired:

Caloulate a rigk adjusted WACC for the new project
Exam Style Questions

Test your understanding 1- Metro Lid.

Tha finance drector of Metro Lid, a companry Ested on the AIM (Allemative
Invastment Marketj, wishes t0 estimate what impact the introduction of debt finance
i likaly to have an the company's overall cost of capllal. The company is currently
tmanced onty by eoquity

lidetro Ltd. Summarised capital structure

Rs. ‘D00
Ordinary shares (Rs. 10 par value) 500
Fesprves 1.100
1,600
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The company's current shane prica (5 Rs. 168 | and up to Rs. 4 milkon of fixed rate
irsdeamabis debl could ba mised a1l an interest rate of 10% per annum. Tha
corporate ax rate is 3%

Melro's curmenl eamings before inferes! and tax are Rs. 2.5 million. Thess samings
are nol expected o changs signiicantly for the foresseable futurs,

The company IS considanng raisang alther

] Re. 2 mallion in dabl inance:;
] Ae. 4 million in dabt finance

I gither case the debt fnance will ba used tu repurchase ordinacy shares
Required:

aj Using Milkar and Modighani o model in 8 world with corporabe tax, estimats
the impact on ietna's cost of capital of raising:

it R, 2 millon; and
iy R 4 rrilion in debl finance

Stale clearty any assumptions that you make

b Bty discuss whelhor of not the estimatos produced in par (o) are Huaedy '©
ba accurata.

Test your understanding 2~ Rehan Lid.

Aahan Lid manufactures maching 100ts. 1 has 200,000 ordinary RS 10 sha'os 0
ssua, quoted at Rs. 16.8 each, and Rz, 1 millon 10% secured debentures quo o0 &
par, To inance expansion the direclors of the company wani o ralse Rs. 1 mil oo
acditional working cagetal,

Cash flow from trading befone interest and fax is currently Fis. 1 million per &0num. B
is expecied 1o rise 1o Rs. 1.3 milion per annum If the expansion Pogram | joes
ahead.

To simplity placing a valualtion on the company’'s oquity, you should assur - ITal

* the forecas! leved of cash fiow, and a tax rale of 33%, willcontinue — cefindely,
= the required rate of retum on the market value of equity, 18% po | Lo, willbe
unafected by tha naw financing.

* there is no difference between taxable profits and cash fiow.
148
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Capital Structure Capital Structure
The company's direciorns are considenng two forms of finance  equity via a nghis b Canal Lid. is an all aguity company with an aquilibium marked valus of
5@ at 15% tiecount tocurrent shane price, or 12% unsacumed inan stock a1 par Ri. 32 S million and A cost of capital of 18% par year,
Requined: Thmmwmmhnmﬂl.SmllhmnFuqmuﬂmmltm
13% irredeemable loan slock.
a) Calculaie for both inancing oplions. the oxpeciod:
] increase in the marke! value of squity, Canal's samings befors inerest and tax are sxpectad 1o be constant for the
iy debt debt + equity ratio. ioresasable future. Corporaie tax (s ai the raje of 35%. Al profiis are paid out as
iy wesghted average cost of capital. } dividends
{13 marks '

b) Assume you are the & al o Flehan Lid. Wrile a report 1o the Explain and demonstrate how this changs ncapital structure will affect:

board advising which of the two types of firancing is to be preferred. Inciude N the market vakos:
in your report briel cormmants on nonfinancial tactors which should ba ) the cost of equity; and
considarad by The dweciors badore deciding how 1o raise the As, 1 mellion i) the cost of Capital
(12 marks) of Canal Lid. using the assumiitions of Modigliani and Millor,
(7 marks)
(Total: 25 marks) ' -
c Explain any weaknesses of both the radiional and Modighiani and Milier
n Test your undarstanding 3 - Meohran Lid. theodas and dwcuss how uselul ey might bo in the detarmnation of the
BPprDAaln captn| structurg Ior s company.
Mehran Lid has annual eamings before inferest and tax of Rs. 15 million. Thesa
garfings ank expected 1o remain constant, The market price of the company's (10 marks)
Srcinary charos s Rs. 34.4 par share cum div and ol debenturos Rs. 105.50 per
debeniute 1 inerest. An mienm dwidend of Rs 2 4per shane has besn decared. (Total: 25 marks)
Coiporate tax s al the rale of 35% and all available eamings are distibuled as
HEvidends

Meahran's long-lenm capital structure & shown balow:

Ra. 000"
Orclinary shares (Rs. 10 par value) 12,500
Rosenves 24,300

36,800
16% debenture 31.12. =4 (As. 100 parvalue) 23,687

60,487

Required:

aj Caloulate the cost of capital of Mehran Lid. according to the insditional thaory
of capltad sinscture. Assurmas (hal if 8 now 31 Decembar, 2001, (8 marks)

CHAPTER 4
CHAPTER 4
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Capital Structure

Multiple choice questions (MCQs)

Ll

2)

Weighted average coal of capilal is constant sl any gearing level, is the
conceptof:

a) traditional view
b MEM withou tax
ci BASM with fa

d} riong of the above

MAM assume that tax benefits will resutt in:

1) incroasa in wesghtad average cost of capial
1] ncroase invakue of busrass
iy decrease inweighlsd average cost of capital
W)  decreasginvalue ol business

) {u) aned i)

o) iy i (v
ol {1} and (i)
d) {iii} oy
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n Test your understanding answers

Example 1 - M & M without tax
a V=V+TB
50 glven thal T =0,
V=V,
s tha value of X Co. inthe same as the valua of ¥ Co (Rs. 2.1 m + Ae. 0.9m) Aa. 3m

b Assurming no growth In dividends, uing Tne dividend valuation modal,
kéu = Dividend |V, = 460,000/ 3. 060000 = 15%

) Costof debt for ¥ Co. (assuming deblis imedeemabla)
kd = Intaras! [V, = 72,000/ G00,000 = 8%
Cosl of equity for ¥ Co.
Using M & W loimula
i, = I RV (1 -0/,
heg = 15% .+ (16%-8%)« 0.02. 1 = 18%
{ARarmativily, using the dividend valuation model,
i, = Dividend ' VE = 378,000/ 2. 100,000 = 18%)
As shoiwn on the graphs, the gaaned company has a higher cost ol aquity
di  Weighted average cost of capital
WACC = {18%=2.1/3) + (B% = 0.0/3) = 15%
Again, notsce that this corresponds lo the graphs seen above. In tha no laxcase, the
WACC is constant irespactive of capital structurs.
Example 2 - M & M with tax

a) VaV+TB

152
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Capital Structure Capltal Structure
so giventhat T=0.33, As. 2 million debt
V, = 3,000,000 » {13% x 800,000) = Rs. 3,297,000 .
WACC=1984 |1 : L
£ the value of the equity = 3.297,000 — 800,000 (value of debt) = Rs. 2,397,000 \ i 1
(B) Assumeng no growth in dradends, usmg (ha dhvadend vakuabon mddel, s 4 million del
keu = Dividend / VE = 450,000 / 3,000,000 = 15% f '
WACC = 19 84 7,
() Costol debl for ¥ Co, (assuming debl is iredesmabie) T
kd = Inlerest 1V, = T2 000, 200,000 = &% i) Theery ra' AT ne of T Modigiceet and W e
many of b0 GLCH as Tho oapetl marked i [
Coslofequity lor ¥ Co. bl is 3 jort ks ooslless ang - adily svaialie, Gk
Using M & M's . transac eplors are rebonal and r ke the same
”"'ODH [ siieE, Al rvasto |l'|d4_.-l.-l1|--l-lllh=l.url ",
=k =KV =0/, tha risl
Kot ¢ =K VelIRT Vs i Only ¢ Oy cneiderad and tha impac
k= 15% & { 15% 8% )= 000,000=(1 - 0.33)/2,397.000 = 16.76% taxats f il Lt
iy MA&D ] bt I parmmnent. kol o's dsbt hna
As showr onthe graphs, the geared company has a higher cost ol squity. hofis
W The e posaibio oosts thal ©dght be cums
(d) Weighied average cost of capdal: ingre i roducs share prce - ad increas
70 ] 1. Thasa nclute bankne' y coill, Bcancy =
WALCC =(16.76% = 2,397 / 3,287} + (8% x (1 = 0.33) 900./3,297) = 13.65% o
Alte . using M & Ma formula: ) inac n i megsurement of 10e - Sta npguemed for na T Cw
K, =k (1—t)=15%(1 - 33% % 000/ 3.207) = 13.85% n sl yous = T L
a
Again, noice that this corrasponds 10 the graphs soen above. In the with tax case, ,}!l
the WALCC reduces as Ihe level of dabt in Thé capilal sifuciure inCréasas e L
MV aqurt
With Re. 4 million dabl - - Esetra civ (107000 % 6 7% {300,000~ 4 20 0
V geared = 8,400 + (4,000 = 0.33) = 8,720 o v 00 = s
Rs. 000" W w
Total valua of ihe company 8,720 b= = i RAa. a0 000
Markert value of debi 4,000 o o PVail i
—_— 0.18
Value ol equity 5,720 % %
'l-l| u 1,118,667 = H

153

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgy ore Vis# AV RIGzAdddemy.BlogSpot.com

Capital Structure

The market value of aquity will risa by Rs. 1.117 m under the rights issua financing
optian (yielding a ret gain 1o share holdars of Ba. 0.117 m aftar the rights price of
As. 1 m) and by As. 067 m undar the Loan stock aplion (which = also their gain).

i) Debl: debl + eguity ratio
Currant MV squity = 200,000 = Aa, 16.8=Hs. 1.38m

Rights issus Loan stock
Markot valuos aftor oxpaieion (Fa.inm)

Equity 388+ 1117 = 336+087=
§ATT 4,03
10% secured debentures 100 1.00
12% unsacurod loan - 1.00
slock
SATT 6.03
Dabl: debl + aquity ratio 1:5ATT(18.3%) 2:8.03(33.2%)
i)  WACG
Rights issue Loan stock
MY Cast WACC MY Cost WACC
(Rs. In m)% % {R=. inm) % =%
Equity L Yy 18 14,71 4.03 18 1203
10% securad 1.000 8.7 .22 1.00 By i
12% unsecured - 1.00 AB04 1.33
kan stock
5477 156.83 603 14.47

Tha WACC will be 15 83% under (ha rights issue oplion and 14.47% undar the loan
siock option,

L]

Report

To: Board of Direciors, Rehan Lid.
Froem: Financlal manager

Date: XOUK XXX

1566

CHAPTER 4

CHAPTER 4

Capital Structur«

Re: Finance oplions for expansion project

The company wishes to ralse Rs. 1 miok
nitially assessos tho two methods of fira
issoa of issue of unsecurad loan shock. 14

bl you should consider batore makay liral

Evaluation of the two methods of Enance

| have assessad the two proposed ma
markat value of equity, the gearing level

The rasults of my computations are as fr

proed wxpans on. This
anily Dedng conc 0eMed & n
s Sl monfnanc al taclon

SR

on 8% Baakd of e r imgbol G

Current With projoct W ith projest

anid |

t ligiot lamun L sfoek
MV aquity (Ra. m) 34 AT oa
reprasening
anincrease of 17 a7
againlo 117 87
sharaholders of
Gaaring
[debi: debt « eguity) 01:04.4 01:055 i1:030
(&d.50%:) {18.30° {T3.20%)
WACC 15.41% A 4T

O he basis of these Bgures, 10§ TIIM
WACC,

Honwavar, 8 should be noted the et o

gain 10 our g reholdem
Enck option should be chasan. T A

T QOANng iaval ant

Il gea i ‘Ifll'llﬂ i

dquity M been ignonsd in this g lkssly Tl sn g oximule
geafing {from 22.8% 10 33.2% )1 san slock oplion will | 3a0 than
the cos! of equity aborve the curr st for e acditions

by tha sharsholders.

Thes wall have the eflect of low 10 v placed on the sitonal ¢
shareholders (thus reducing 11 ) e limdiing ha falin "YACC (n
tax relkal on debt inlenceed, this ! Iy o o Bedow Tha oume 4 oost)
Other congiderations

First, allemalive maethods of nay bo considorac (partcul
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Capital Structure

fund working capital), inchede a bank ovardraft, a medium-tenm lcan or imvoice
EECoUntng, Other nonfinanci fAciors

*  whather the issue of loan stock now will mif the availabiity of such finance in
the future, when this longer term form of finance may be more appropriate;

* whether the nghte lssue o Bkely (o be successhd in the current markel
chmata. If the company has a small numbsr of shareholders, i may be
possible iotak io them directhy;

= whathar Ihe nghts isus will be regarndsd as & posiiive move by the markst or
whathar & mighl signal financial difficwites  this can be prosmpled by
ensuring shareholders are made "ully 2ware of the reasons for the additional
finance baing neaded;

*  the exlonl 1o which you loel you can rely on the cash fiow estimales buill into
the appraisal

Test your undersianding 3= Mahran Lid,
g}  Costof pquity
All availahle gerrings aro distributed as dividends and samings are expecied to

Tl ConLan
D

Ko= — whers D s the arnual dividend
Ve
Ve g the ex dividend marke! value of equity
Vo = (Cum div shar proo intenm dividend) number of Ghares
= (Fis. 34.4 - R, 2.4) = (12,500,000 + 10}
= Aa. 40 rrillion

The dnadands may be caloulatad as follows

R 000"
Eamings befora finance charges and tax 15,000
Dabanturs mtorest (s 23,667 000 16%) (A, 782y

11,208
Tax & 35% {3.223)

7.285

157
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7,285
Ke= =18.2%
40, 0}
Cost of debt

The cosl of debl la equivalont o e intermal rate of retwen of the following cash Nows:

31 Dec, 20X1 Marke! value ex in {As. 105,500
31 Dec, 20X1 ¥4 Finance charge lesstax | A 1640 65=Fs 1040
31 Dag, 20X4 Radamphion valus B 100,

The net present values are calculaied vsing discount rates of 8% and 10% as
follows:

Al B AR 100
0 (A= 105.50) (Re 10550i < 1= (Rs 105.50) (As 105.50)x1= Rs. 105.50)
112 As 1040 Rs ID40x257T=FAs. 2680 Rs 1040x2.487=Rs 2586

1 As 100 Fs 100070 Re 7940 Fa100x0751= FAs 7510
Re.0.70 (Fs. 4.54)
Theinternai rate ol netum is given by:
0.70
2% - — N 2%eBd%
070 +4.54
Kd=8.2%

Costof capital
The markel valuo of equily = Rs. 40 m rom above.
The marke! value of debl = Rs. 23697 mx 1.065=Rs 25m

The weighted avarages cost of capital is, therefons, given by:

40 25
WACC = Ko x— + Kdx A
65 7]
40 25
= 18.2% x —+BP%x —=1d4%
65 a5
158
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Capital Structure

b}
i} Market value

Maodighan and Miller's hypothasis Including tha eMects of corparation tx SLgoests
that:
VgaVu+TB
Whaia Vg i4 he value of the geared company
W Is the value of an squivalent ungearsd company
B s the mane! vaie of det
T isthia rate of corporation tax
Inthe case of Canal
Viu = Fig. 32 5 million
8 = As. 5 million
T=35%
VogeRe B253m+Re. Sm3i*eRs 3425m
The-orinine vakse was Re, 325 million.
This ihersiore represenis an increase of Aa. 1.75million.
i) Costolequity
Modighian and Mler proposa ha fodlowing formula lor calculating tha cost of aquity
of a geared company:
Wd
Kog=HKou+ (Kou=Kdix —x(=f)
Ve
wihere Keg = the cost of equily of the gaared company
Kau is e cosl of egquity of &n eguavakent ungeared Company
Kd is the cost of debt before tax
Vd ia the markat vaiue of dotst
Ve & the marke! value of equity
1 i the rate of comporatian tax

Keu = 18% (given)
158
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Kd=13%
VduRs.5m

Ve=Vg-D=Rs..

‘Ka =1}
=1

Th cost of squi
s & rosull of ge

iii}) Costofcag

WACCw=1

=17.08%

The prev
0.82%. n
c} The
Arry am|
It angud

capital
ool

Capltal Structure

0.585% .-"rl‘,-rlu-.-il W nCrees

Frleed mveragl GO CapNial 1o

qual fo Key, ia., 18Y It has hass
¥l orea g |;;|I1-." q

s pital glruciure Bheos il e
Jernpa sl Cen ) B © s ikE gy

an oplimal cagilal »° clure whani
[T compary valie b= maxkmize:

y £081 of equity fssa dus Lo @

ity
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Capital Structure

risk, but this is outweighed by the cost of dabl and so the overall cost of capital
Oecreasas.

*  as gearing continuos o morease the cos! of aquity rises mone sharply, such
that this effect is greater than ihe effecl ol the lower cost ol debt and the cost
of capital risos;

*  thanelons there oulsts & minemem optimal cosl of captal

The theory i3 useful in as much as it highlights e tact that financing and capital
siruciure may affect a company's valuo but it gives no suggestion as 1o whara that
oplimal ieval lies

Modiglhiani and Millsr's theory, howsver, was initially based on empirical evidence
and folowed by guanbification, Ther hyputhess which includes the effects of
corporale taxes (an adjustmend 1o thek ariginal model) suggests thal the optimal
capital structure comprises 33.9% dabt. Since this policy iz not adoptled by
companiss thare mus! De cenain fiaws in this theory, the most important of which
was lnler coraciad by Milar himsall, La., the aflact of parsonal Laxes.

Other common cricismas of fhe model nclude the following:

tho use of yrrealistic assumptions, forinstance:

fhers are no transaction costs;

inkomnation ks lrealy avalable,

incnaduain can bomow on th SEme 1eITsS &5 COMpanGs,

individuals are prepared to exchange personal gearing for corporate gearing;
costs annociated with high lovels of gaaring are nol considarad

Thess may include the fallowing:
1) Bankrupicy cosis
Az gearing roaches high lewvels the probabiity of bankruplcy increases and If

bankrupioy occurs there will be associated costs. These include the liguidation fees
and the loss on the daposal of aasets in a loroed aabes situatson,

L IES DA B e B

2) Taxexhaustion

Tha benefit dorived from increasing tho lovel of gearing relalos to tha tax relief
cotained by companies on retums paid o debt, Le., Interesi. Howewver, at very high
lavals of gaaring thare is the possibiity that the company will not hava sufficent
taxahle profits from which o deduc! the debl inlerest. In this sstuation the advantage
of gearing up will be kost,

%1
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3 Agencycosis

T wso relate 10 constral i [ posed o The company by providers of linance through

1 etrictive covenants conlained withon terms of agreament. Such constrainls are
med o protect the dsrest ol (orimarily) ha debt holders whan a company finds
salf i o potentially C0 ol pibu o G ose b Bankrupioy.

is a result of the aboso and e o'fect of personal taxes, # s clear that benefis

elated o increased gearning do nol conlinue indefinilely, The final position is not well
dafinad, but it may ba possible that thore avisls & point whans thae cost of capital is
menimised bafora the additional costs of high geanng outwseigh |e benafits, Thus, #
managers afe able 1o cuartTy such oosts and Eenefits, this adapted theory may be
of use to them in idendifying an approp e kol of gearing to adopt,

Answers ic MCOs:

1) b
2} c

162
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Investment Appraisal Investment Appraisal

Chapter Learning Objectives
Upon completion of this chapler you will be able to:

*  Understand capital investment appraisal

* Compule Accounting Rate of Return (ARR) - , l;ﬂpm -I'x
M i LUt )
*  Elucidate Not Prosont Value (NPV) § wo1hing capital

CHAPTER S
CHAPTER S

*  Explicate internal ARate of Return (IRA)
Investment Payback
* Calculate Modifled Internal Rate of Redurn (MIAR) [ ARR ][ appranad ] [ poerbond ]
ot - :
Fe
{Aversge annual I 3
profit [ imesstment
¥ Lo0

2 Invesiment Appraisal

Tha investmant decision was identifled in the previous chapler as one of the thres
kpy elepmpnts of financial stratogy.

A entity will only be able fo provide appopdlate retums 10 investors if it can identity
suitable proscts whach provide appropriate returns fo fhe enbty dsall.

It is, tharatore, criically important that the nancal managed undorstands how 1o
appraise dferant investments and decide *helha;mayal'e acceptable io the firm

An introduction 1o investment appraisal

in this Chapier, we discuss vanous methods of evalualing invesiment projocis
These methods are, m the main. concemed with guantilatree aspects, but fifs! you
naac] 1o ba clear that mathods of avalustion are by no means fhe only facions o b
takan into sccount ininvestment apprasal.

1656 166
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Investment Appraisal

Consideration of stakeholders

Thus, we might defino inwestiment appraisal as being concemed wih maximizing
sharoholder woalh, but wo must bo canslul to quality th concopl by making it
subject o consiraints associated with ssues of spcial responsibiity, such as
affective controls ovor pollution.

50, shareholder's wealth in this context needs to be linked with the wider view of
stakehokder theory, whereby many other interesied parlies apart from
sharahobders- lor exampho, suppions, lenders, Smplyytos, manigens, as wo wel as
the gensral puebis - nead to be taken nte @nooent 1 assessing a project s viabiity,

incidantaly, in the cage of ‘nol-fof-poBl enlilies, wi should follow a ssmilar pamh, but
by BLbsiRung maskmazing benelits in place of shareholder's waalth

We must also be clear thet mamimizing wealth is not the same as manmizing profit
froem & project by masmizrg oostd regandlans of the wider Fnplicationa ol doing ao
Shareholdars will be sarved by action being taken o ensure that a projeot will mest
an econaimic want while maintaning a good and respacted mmage of the entity. and
indend propecis wheeh damage that image can negate the benefts of otherwise
offecthve marketing and promotional acthdlios.

Investmant appraisal data requirements

Claarly than qualitative aspects of a proposal ane vary iImportant, and this bad us on
tatha data conlent neaded o svaluais a project effectively.

Baar in mind that he ansh nfows and oulllows involved are simply the slandarnd
maeans of translaling inlo a common base of numbers all the undadying guaniitative
and guaktaiive assamplions which are the roal determinancs of a project's viability.
The managemant accouniant noods to consider carsfully the strengtha and
woaknassos of These assumplions belone finally corveriing them o cash lows

The investment appraisal methods

it ia useful in use a number of diffe rent methods lor evaluaiing a project, especially
for a major project, as different methods may well hrow valuabie light on varioes and
diffarend aspocts of a propoct's valug, beanng in mind the strengthe and kmilations of
pach msthod, as sat out throughoud this chapter,

This Chapter covers the five main invastmean! appraisal methods:

*  payback panod,
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Accounting Rate of Retum (ARR):

Mt Presont Vaiue [NPV);

Iterrul Fate of Returm;
Modified Internal Rate of Returm (MIRA),

In the next Chapler, we shall explone the use of the melthods in varous specific
cetumslances,

Basic Investment Appraisal Methods
Payback period
Definition

This mathod involves calculating the pencd of time Ekely 1o recoup the mifial outiay
on & project, and then comparng this with the ‘acceplable perod’, i the payback
period |s loss than "scoepiable’. and thera are no ofhar constraints, for axampls,
capital rationing, the projact will be accepied.

Algo altermatie projcts can be ranked according 1o the length of axpected payback
period.

Limitailons of payback period

&) ignores iming of cash flows within the payback patiod, the cash Bows afler
the payback padod and, theretore, the total project retum.

Ly Ignores the lime value of morey.

€ lsunable to distnguish betwean projocts with he same payback pefod,

dj Tends 1w favour short-temm (often smaller) prosects over longer-1em projects

8)  Takes accourt of the risk of the fiming of cash flows but not the variability of
thase cash flows.

Strengths of payback period

aj Simpia to caloulate and understand iIMportant whoen managoment raoUICes
are lEmited. Also helplul in communicating Information aboul minimum
reguirements o managers responsble for submilting projects.

b Can ba used for firsl-slage screening In elrmanating obwously napprophate

projects priof 1o more detailed svaluation,
€} Bias in favour of shor-lemm projects wihech means thal it tends 10 minimize

both financiad and business risks.
d)  Can bo usod whon tham m a capital rationing situation 1o identify those
prajects which genaraie addilional cash lor immstmant quickly
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Acecounting Rate of Return (ARR)
Dafinitien

Thes Is 2 method of estmating the raie of retumn from an investment withcut
disgounting or compounding. The investmant infivws are iolaled and the imsestment
cokls sublracied o danive the profit,

Tha profit i divsoed by the number of years mwesiod (1o estableh the average
annual proli), then by the invesiment cost {or avwerage investmant oost) fo esiablish
an annual rate of relum, a.g...

Average annual profit
w 100

Project investment

whare gverage investmeni = re sverage book value of the capital employed in the
progact (L&, Ihe averaps of the mitial imsestmant and the residual value)

MNote: in sorme cases, (he mnitial investment will be used instead of average
investment

Explanaticn of ARR lormula

Accounting rate of returm (ARA]) |4 cakoulalod i basionlly M S0 Wiy a8 'retum on
invastment as (profit / investment], but whether ‘prolit’ is before or inlerest charges
and whether invesiment’ IS the milial outlay of is averaged aver the lits of the prosact
i unclear

This lack of darity seems strange.

The poird of this technique is thal it ls bases on the same principhes as the published
financlal statements. Enlilies (and managers ) are olten evaluated by the “retum gn
invesiment” or ‘retum on capital employed’ ratio derved from the published income:
statlement ard baiance gheel. [The two ratios ane denlical, marely reflacting the twn
sides of the balance sheel. ‘capital employed' reflects the financing of the busness,
‘ewesiment reflects the use of thal finance.) it is therelors logical that it should be
caiculpied in 4 way which makes | comparabls with thess ratios, As the batance
sheel cantaing witer-down assal values one would expect ARR 1o be calculates as
(profit /average wrilten down investment).

This accords with comman senso, boecausa i profit Is after depreciation, then ona
would expect that depreciabion to aftect the value of tho investment.
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Limitations
a) Figures are oasily manipulated, o.g ., by changing the method of deprociaton
of thip patimato of disposal value

b Ignores the actual / incremeantal cash flows associated with the project, and
the sffect of the timeng of thoss cash Rows on the real retum

c) Double counting dapreciation & deductad Hom i prof flgure i full, but the
Lse of he average ascets figure means that part of this is also included in the
denomanator. The effect is fo depress the caleulated retum.

Strengths

a) Expressed in terms familiar to managers profit and capital employed.

bl  Easyto calculate tha likety etfact of the projact on the reporied statermant of
comprehansive income / slalament of linencial postion. Managers ane
trequently rewanded in reledion 1o performance against these vatiables,

L= Businoss & jutgad by ROy financial markets

Example of payback period and ARR

Blake Co e congidoring inyesting in o project with a cost of Rs. 100,000
Cash infloas from the project are axpeciad to be as loliows.

Rs. 000’
Yoaw 1 20
Yo 2 30
Year3d 40
Year 4 40
Yoar b 10

Straight ling dapreciation will be charged on the capital expenditure. over the 5 year
e of the project,

Reguired:

Calculnta the payback pariod fos the proposed investmant, and tha ARR (based on
the average mvesiment)

Discounted Cash Flow (DCF) Investment Appraisal Methods
Basic concepls lor DCF methods
Compounding

To calculate ™o vakse of an amount “X° 0 “n° years time in fotune, with an annual
170
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interasiraia of “r", use the compounding formulac
LS AREY N

For asampls, an amount of As. 10 in 2 yaars with an nterest rate of 10% will ba worth
Re. 10x1.102 = Rs. 12.10

Discounting

Diacounting & the opposies 10 compounding (e, || alows us o calculate the
nq{ﬂuﬂurt'pmmvm*dlghmhmumﬂ.'I'hnlnnru.llnhhnluw,hmmn-t
of the ime the present value (PV) ables will be used.
1
PVe ——— wlerf
{11y

whare r* s the discount mto Tor o single time poerod (normaliy o yoar) and “n” is the
number of fime penods | the discount period [usually the number of years belore
the cash low oocurs).

Feor awarmple, an emount of Re. 100 recokvable in 6 yoars with an interes! rate of 10%
has a presant vaive ol As. 100 = 1.10° = Rs 58 45

Also, &n smoun! of As. 100 recelvabie in 3 months’ ime ! a quoted annual inferes!
iate of ¥0%, or 2.5% paid every quare: (whore 2.5% = 10% x 3/12), has & present
walue of Rs. 100/1.025= Rs. 97 58.

Present value of cumiilative Nows (annulty)

Thea formuda is balow, but moast ol the tirme the cumulative presant valkse tables will ba
wsad

1il+ry"
PV = —
r

where “r* is the discount rate for & single time peniod (normaly a year), and “n" is tha
number ol ime perods of cash Bows.

Matation: AF| 1)) =Annuity factor for “r" yearns al "%
Nustration 1 - Annuities

Thes present value of Ra. 1,000 ecalved next year and for the lollowing 4 years § the
interasi rals is 107 s

M
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AF15(10%) =2.791
PY=3.791xRs 1,000=Rs 3,791

Examination twisl: The delered annuity. This is whera the first cash fiow takes
placo nod @i time 1 bt ot a lajer date.

Consider a receipt of A, 1,000 each year for five yaars staring al me 3. Inlerest
rateis 10%

Since the receip! |8 for five years the flve-year anraaly lactor s ussd. Thia gives the
preseni value 1 year prior 1o the first receipt Le., time 2. This is then discounted back
o b 0.

378 =Rs 1,000 = 0.826 = R, 3,131

Present value of a perpeiuty

1
Y= ==

I

Hence, the present value of Rs. 1,000 recedved every year rom year 1 onwards if
intereRt rades are 10°% & Ae, 1.000/0.10=Rs 10,000.

Presan! vaiue of a growling perpetisity
i

r=g

Hanca, tho presant valus of & perpatuity which will be Ris, 1,000 in 1 year and then
will grow sl 3% par annum thereafter is Fs. 1,000 / (0.10003) = Rs. 14,206
|assuming thal interest ralos are 107},

ilustration 2 - Complax perpetuilios and annuitios

Caiculate tha present value of the foilowing cash fiows in sach of the specified
CRTUMSIANCES:

Cash flow
1,000
1.500
1,600
1,800

Lum—i
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1) the As. 1,800 will arise annually sach year from yaar 4, for the naext ten years LA
{Easl ywar yoar 13).

4 thap A, 1, BO0 will armo aach yoat in parpoiuity, 14
3 the Fs. 1,800 anses i parpatuity but grows 81 2% per annum. &
The cosi of capilal is 10%. o 8
<
Answer I
L
1 Year Cash flow DF PY
i 1,000 0 908 09
2 1.500 0.82a 1,230
d 1,600 0.751 1,202
413 1,800 7003 2487 B, 308
oF
E. 145 x0.751

Total PV = Re. 116853

2 Year Casi flow oF PY
1 1.000 0508 809
2 1500 0.8 1,239
a 1,600 0. 751 1202
#o o 1,800 1/0.10 2.487 13,523

or
10,10 = 0. 761
Tolal PV =Fs 16 873

3 Year Cash flow DF PV
1 1,000 0.908 a0a
2 1,600 0824 1,220
3 1,600 0.781 1,202
= 1,800 (140.100.02)) x 0.751 16,898

Total PV = Aa. 20,248

Net Present Value (NPV)

l Definition

This is a method of determining whather the expected finarcial perdormance of a
proposed investment promises to be adequate when measured aganst & cost of
capital. All the estmated incremental cash flows relaling o The project ane
discounted to present value and then totaked.
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A posifive NPV indicatas thal expected refurn on a projact more than compeansates.
thas imsaston for thi percaived eval of (systamatic) risk 8., fhat the expactad mmtum
= groator than tho reguired robem

Identification of a project’s relevant cosis and benefits

A commaon gificulty experienced by stutlents I8 how 1 choose which 10 axcluds in
the irvestmant appraisal calculations.

Soma of tha main ponts 1o ook oul for ane:

Accounting adusimens such as dapredisbion do not represanl cash
outfliows, as no physical movernen? of cash takes place, Howovor, tax
allowance do represani infows &8 ey mduce th amoun| of Lax sctually o
e paid in cash.

Cash miflows shouir be a%ar-ta,

Financing decisions can ba analyfed separately from oparafional project
decisions, 50 financing chanes shoukl not be included as a cash Now in the
invesimen appraisal

Any incidenial effects of undertaking n project nesd 1o be included I they
PEpTERSNT CASH Movements

‘Working capital movemenis nesds 1o be inciuded (see exampies later in this
Chaptsr), bul baar in mind (hal thers will usually be & releass of working
capital (a torminal vl | at the ond of the project

Surk costs, which have already been incurred, should be excluded as they
do ot imvolve a new cash movement croated by the project.

Opportunity coat could be delined as The value of a benslll sacrificed n
tavour of an alemative course of action’. For example, if by undenaking a
project, we Uge some materials which would otherwise have been sold for
Re. 1.000, tha Ra. 1,000 sakes procsecs lonagond would nasd 10 b feconted
as a cost of new project

Residual values for any assels uilized in project should be Included in the
final yoar of the appraisal period. The rskdual valeo il refiact e remainng
usatul life in the asset or its disposal valus. The residual vaue should be net
being of disposal costs

in general Wema, an fem should be included in an NPY analyais if it reprosonts a
future, iIncremental cash Mow which will arise as a consaguencs of e projact
being undortaken.
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The meaning of NPV LA ) Strengths of the NFV method
A pasitive NPV indicatos that expecied return on a projoct more than compensates  [ed v a) Any progect with a positive NPY incleases the waealth of The company. The
the invesior for the percenad level of (systomatic) nsk |.e., Sat the expected retum YL W primary financial am is 1o maximize o waath of the omdinary chareh oldors,
is greater than the requited retum, - ~ and salection of projects on an NPV basis is consistent wilh his objective
sl R b)  Takes accound of the lime value of money and theralore the opportunity cost
The value of the NPV squals the gain (or |oss) to sharshalders Il the project s I ! G Déacount rale can beé adusied 1o take accoun! of the diffaren) levil of rak
undertakan. I . inhierent in diflerant projects, Allernatively. the techrique can ba combined
o - with sensitivity analysis to quantify the risi of the project's resulls being
difgrent from thoas axpacted
Recommended lormat - d)  Uniike the payback lechnique, i 1akes o account events throughoul the
Year o i 2 3 4 5 lifetime of the projact.
Bs. ‘000" Ao, 000’ As. ‘000" As. 000" As, 000° As. 000’ el Suparior 1o the intarnal Rate of Ratum (IRR) approach because A doas not
sufler tha probdem of multigle rates of relum due 1o iregularibes in the patteam
Receipts X X X X of cash flows.
n Better than the Accgisnting Male of Retum (ARFA) method bacause it locuses
Payments: of cash flows  2iher fan profits and avoids the understaterment of mbums.
iy o i ™ i D of the incremental cash flow method
Matorials (%) L R A——
Variabile / Fooed overhaads X L I () Feasons vy the | tal cash Now hasas m best fo capital projscts:
Administration / Distribution (%) (%) (%) ) wiy tha Incremaen r appraising prof
CrpEnatE a)  Cashlows are better than profits
Tauable casl flows X X X x
x i} Cish can ba speni profits are only & guides 1o tha Cash that may be availabile
it Compotation fex bl ) ) ) L] Piofit measusrement is subiective, cash s real
Capitzl allowances X X X X Y Cash s used o pay dividends.
inital ouliay () b}  Ineremental cash Nows
et Realisable Value X
Working caplital o *® Arg those that resull from accepiing the project they ignore those fhat would have
angan anyway
Nt cash fi (%) X X X v ) €} Relevance of cash flows
iy ‘Baink costs’ ignomd
Discou i ‘Dipportunity cosis' used as ihe valus for cash flows.
nt rale (e.g., 10%) 1 0808 O0&% 0751 0683 061 5)  Inkenwst paymenisigromd
W)  Dividend payments gnored,
Prosant valee 00 A X X X W) Tax paymants and roosipls are valid cash flows
wi}  Scrap proceeds are vakd cash inflows.
Nel Prosont Value (NPV) Rs. XXX The impact of laxation on the NPV analysis

There aire hree Imporant tax efects to considar:
176 176
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a) tax paymenis on oparating profits;
b) fax berelil trom capital alowances;
c) tax redial on Flenas! payments ob dell

Taw rehist on inferes! payments on debt i taken info socount by adjusting the
dscourd rate,

Depreciation and tax depreciation allowance
Depreciation

The Financial Strategy syllabuz is nol spacificely concemead with the accounting
irealmani or malhods of deprocialion.

Depreciabion is nol cash and T ey poat [o remember s thal f a guestion reguring
a DCF calculation includes depraciation (or other non-cash ilems, including
accruaks and prepayrionis), hass ilems have to b added back 1o profits or losses
1o arrthvi @l oparational oo sh Rows.

Tax deprecistion allowancos

Howaver, ax depreciation allowances do have an impact on the cash lows of a
business

Thea important point & thal 1ax depreciaton allowances lhemaslves are not cash, but
ey aftect the tax fiability of an entity, which in tum affects tax payabie or refundabie.
Tax deprecaton abiwances oo thereione have aneffec! oncash flow

Tax depreciahion alowanons gra somsmeas given in the form of firsl year aBowanca
followed by allowances al a lower rale in subsequent years.

‘Capial abowances’ is he e usid bod tax depreciation allowances
Assumplions

a) Tan is nomally assumed (o be payabls one year after the relevant cash fiow,
b} It is normally assumed thal the company is generating suffcent lacabla

profits 50 &5 {0 be able to sbsorb all allowances m full at the sarbest

appartunily
) Capelal Blowancas

Two alemative assumplions and possibia:

i the exponditure anses |us! before a compamy's yoar end. The fint
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Allowances can tharefore ba claimead immedataly;
i) the sxpandiiure anses at the beginning of a new acoounting period. The first
allowance will tharalons be claimed at time 1

Hlustration 3

Acompany purchises a machine al the begnning of e year in order o undertake a
niew Investment project.

The maching costs As, 30,000, & has a Bie of four yoars and a scrap vaiua of
Rs. 5000 m yeaar 4,

Tax dopreciation allowances can ba claimed o the machine on a reducing balancs
basis al 20% por anmum. The tay rate is 305 and tax is payable in the sama yaar as

profits are genarated.
Roguired:
Calculale the annual tax dopreciation allowances, and the associated tax nalial,

Answor:
Tax dapracabon alowances
WO Benafit
30,000
WDA ¥ (6.000) @ 30% 1.800at T
24,000
WDA Y2 (4,800) @ 30% 1,440 at T2
18,200
WDA Y3 (3.840) @ 0% 1.152at T3
15,360
Proceads {5.000)
10,360
BA Y4 (10,260) & 30% 3,108 a1 T4
L]
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Example 1- Taxation
A company purchasoes a maching al a cost of Rs. 100,000
it has a W of four years and a scrap value of Rs. 20,000 inyear 4.

Writineg down allowancos are climbable on the maching on a neducing balanos basis
a1 25% pisr AnnLUm.

The machene will panarate the iollowing annusl nel incomea:

waar 1 As. 30,000

yoar 2 As 40,000

year 3 As 50,000

yoar 4 Ra. 40,000

Tha cost of capital is 12% ret of corporasion tax al 33%, payabla in arears,
Required:

Shoild the machine be acquined?

The impact ol inflation on the NPV analysis

Thers are two acoeptable approaches 1o incorporating inflation inlo an NPV
analysis:

a)  The“real” method

in this case cash flows are not inflated |.o., we congider future cazh flows which
will be generated, bul in (oday's prices. When discounling the cash fiows, however,
wa must use a discount rate which s adjusted for inflation. This is called a real
discount rale or g real cost of capital

B)  The“money” method

in thin casa adjust fulure cash flows for the affect of inflalion | o, imflaio tho cash
fows, and hen discount by using & money or nominal costof capital

Wa will considar how 10 discount uging each approach, i you need o get from a
monay cost of capaal 1o a real cost of capital or vice versa then the relationship
bebwiien (ha two i &5 lollows:
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(Tem={1 =1 +0)

wharn T = MOnEy Codl
t = real cost
i=inllation rate

Note: in an exam guosbon, assuma that both the discount rate and cash flows are
phven inmaoney | nominal berms unless fold ofhe nvise.

Inflation terminology explained

A common sowce of confusion and misuderstanding in DCF calculations is the
treatment of inflation

Money and real costs of capital

Typecally, the discount rate iz e money cosl of capital (ofen refered 1o as the
nominal cost of capital), thai ls the rale payablo on borrowed monaey | the source of
funds may be a bank loan, bonds, equity or soma comibination of Sources).

Such i rate inchicos an allowsnca for infation, In the sanss that the lender can nol
expoct ary mové than the inleresl rate. (The lender may charge a 15% rale
assurming thal infistion will be 8% and 50 a "real return’' of approamately T will be
genaralad j

Money and real cash flows

i a money cost of capital is employed, then the ash Bows on which the analysis is
performed should also includs any inflation which i expacted. (An, il dflereni rates
of inflation are axpecied on revenuas and costs, then this should be refiectad n the
cash fows. )

in practice, cash flows are often projecied in so - called ‘real Terms. ihal are
exchuding milation. Given the unceriain nature of esfimated future cash fiows this is
ol SUprising ~ nflatng estimated huture cash ows may iINTaduce the poteniu for
greater confusion.

And, since inflation might be expected to allect all entities agually, 1 can reasonably
be assumed that, H there am unexpected Inflaionary pressures, they will be
compensated by prce adjustments,

Thens are therefore arguable reasong for the use of cash flows in roal’ temme in DCF
analysls. Howdvar, it fherafone follows That the discoun| rale should akso ba in ‘real
janms,
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The interaction of tax and inflation in an NPV analysis

Finally, thefe 8 The problem of wusng the feal rate when thefd are laxalion
IMEICATIONS M &N eocmbn Ation Guestion

i thare are any laxaion implicalions in an investmant apprasal, it would nol usually
be approprala 1o leavae tha cash lows in lerms of prasen! day prices and discount
thoza cash fiows at tha real cost of capial

This would undorstate the overall tax labifity a5 tx deprecialion allowances ane
based on odginal, rather than replacemont cosl 4nd do nol change in fing with
changng prices. The cash fiows will have to be adpested by the approprate estirate
of price change.

IHustration 4 - Inflation In an NPY calculation

Brooker has under rasaw a project inveving an outiay of Re. 55,000 and expectad
1o yield the folkowing ned Cash fiows in curment loms:

Rs.
Yoar 1 10,000
Yoar2 20,000
Year3 30,000
Yaard 5000

The comparny’s money cosl of capital is 20% and the axpected rate of inflation is 5%
per arinum

Required:

Evaluate the project using both of the recognized approaches to dealing with
inflation.

Solution:

Thes real mathod:

First, calculate the real rate of interast,
{1 mj = (o1 )
1.20={1+{r1x 1.05

S0 r = 14, 20% which ghouild be used 1o diooun e curnsnd aems cash lows:
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Cash Discount factor PV
0 (55,000 1 (55,000}
1 10000 111428 8,750
2 20,000 111, 14202 15,311
3 30,000 1114293 20,085
a 5,000 11,4294 2,830
{7.014)
The money method
Diescount the nflaled cash (ows at 20%:
Cash Discount factor PV
) (55, 000) 1 (55.000)
1 10,500( 10,000 x 1.05) 11,20 B7TS0
2 22,050 (20,000 x 1.052) 120" 18313
3 34,7209 (30,000% 1.055) 120 20,008
4 6,078 (5,000 x 1.064) ih.20' 2531
7.808)

M.B. The smal diflorenca between Ihe two methoos is caused by rounding
Exampla 2 ~ inltetion

Bahadur Lid. s conmderning imesting in a maching which auscmatically disponses
vodka wheny a parson chicks his or her fingers. The machine costs Rs, 100,000, 1 will
genarate income of Rs. 50,000 per annum for the next three years in cusment prces
whian ranted to modem trandy Moscow nighiclubs. The saliing price is expacted to
wroase inbne with ine rate of inflation al 10% per anmum,

The moneyoost of capital is 20%.
Reguirad:

What ia the NFY al the real cost of capital?
Whalt is the NFY al 1he money cosl ol Clapital?
Note:

1) it e rate of inflation affecting all ine cash flows and tha cosl of capital is the
same, then the NPY n money terms will egual the NPV m real terms. In this
case it doet not matler whether you discount in money or in real terms,

2 In the e you ang misch mons lksly 1o have to approach things in money
rafhor than real tarms. i there am diforsnt rales of inflation quoled lor
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diflerant cash flows a.g . for salss comparad 10 cost of sales, then you will
s b0 chiscounl in monsy e, Likewess (| capital alowances arm given ina
queshion then you will have 1o discount in money lerma. Basically, il in doubl
azsume thal you have 10 discount if money Werms.

3) Azsume (hat 8 discound rate (5.8 money rale un'ess iokd olherssse.
4) Tha only S whan you ane likely 1o e o disoount in real lerms is (| you ane

ghven annuities for 8 long pariod of time, e.g., 10 years By discounting in real
f=rms you can use the cumulative annuity facion

The working capital adjustment in an NEY analysis

In most mdustrial projects, irvestraant = required, both in working capital and n
fiad capital, aithough the fsk attached 1o working capital is less than thal lor Sxed
capital. Vakses of land and bulldings may appraciats and s0 pragent less sk, bul
monay imvested in machinesy iz a sunk cost, which is unfikely to be recoversd,
axncapl lof parhaDs Minimal SZIap Jlees

in project appraisal, docourate estimates ol working capital reqguirements ane
desirable, no! only for assessment of project profitability. but also 1o faciktate

torecasting of captal regu|rements,

Efectively it represents a cash flow that will automafically be refunded after the
profecs tas sndsd

Hlustration 5 - Working capital

A project requiras The lollowing levels of cumulative working caplial irvestmant (The
warking capilal is requirsd &l th stan of each yoar:
Yaar Yaar Year Year

1 2 3 4
504} BO0 700 BOO

NPV =~ cash ows — put anly the iIncremental cash fiows at the star of each year, then
rodgnen tha tolal amaunt invested ot the and of Iha project

Time Tirme Time Tmea Time
] 1 2 3 4
{500 {100 {100y (100 {803

Example of NPV with taxation, inflation and working capital

PO Co. a UK based motor componants subsidiary ol a conglomarala entity, has to
decide whether lo imves! in a new production Bne. The project nvolves an initial
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mvesiment in equipment cosing Rs. 600,000 and woddng capial cosiing
Fs. 180,000

The projacted nel cash flows for the products are Rs. 200,000 per annum for § years
al current price leveis. Al the end of 5 years il is projecied thal the squipment wall
have & lerminal value of Re. 50,000, and that (he ssmination of working capital will
provide an nfiow egual to #s initial book vakoe.

PO Co.'s posl-tax cost of capital is 14% n nomiial (monay) lerms and the inflaton
rat i propacted 10 be 5% par annum,

Taxafion data is as loliows:

] The equipment will be subiec] o tix depreciation allowances of 25% per
anrm on A reducing-balance basis. which can be claimed againg! taxahie
profits as from the curreni year (year 0) which ks shorly to end. A balancing
charge or allowancs will anss on disposal,

ii) Thes rate af corporsle lax is 35% payable 1 yearin armears.

Required:
Determine whether or nol the NPV of the project will justity the investment.

Salution

You should nole that the figures required are in nominal (Mmonay) lerms, bul n this
s, While it ks posSible 10 coman nel cash Nows back from nominal 1o real terms, it
iz mot possible o asceriain a discound rate in real terms, rom the data given,
because of tha mbaune of inflated and non-inflated cash fows in the projections. If
PQ Co.'s planners wished the higures io be m real terms, then the company's read
diecount rale would have 1o bo separately determined. Care would also bo required
1t a1ing B 1 SAVINGS on e depracaation Allcwancas.
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1“ u’F
Working Mal Tax reliaf on Mt cash @ Prazemt
Caphal cagital infhawns 3% tax depn flow 'y Vilu
Fs.
Rs. RE. Rs. R&. Rs. RAs. Re.
(600,000} {180,000} (TRO000)  1.000  (THO.000)
210,000 53,500 62500 QATT 230,213

220,500 (¥3,500) 39375 1BAEFE 0768 143332
&N 52s (7775 28AN 83081  067TS 124130
242,100 (81,034) 22048 13RS D582 108, 055

50,000 180,000 255,256 (B5085) is611 eTa: 0518 216,310

89,3400 34335 (57.005) 0456  (26.904)
NPV 17026
The NPV i positive and, inerefone . fhe investment should be accepled
The Internal Rate of Return (IRR)
Dofiniticn
The IRA is the discount rate which gives a 2ero NPV

In many casas this s the maximum dscount rate al which a profect would be
sccapiable (bocauss n most cases, the NPV s posilive at all discount rales lees
than the IRA).

Laleulation

It can be estmated by working out the NPV at two different rates (L, the lower rate,
and H, the higher rate) and then using the following tormula:

{
AP,
L —‘}lh’—f.‘r
A

Limitations

* Tha IHR method assumes thal sarmengs throughout the pernod of the
imwestment are reinvested al the IRA, I the cost of capdal ks difenent from the
IRA (as in most cases) this is an incormect assumplion which means that the
IRA gveresirmales 1he progoct's retum,

¢ Fora project having imeguiar cash flows hane can be mars than one IRA for
thai project. This can maks comparison of projecis using [RR vey confusing.
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For example, considar the following project

A=
indial investmont at 10 {50,000)
11 cash infiow 127.500
12 cash outficw (78,750)

Thiz project has |RRs of 5% and 50% (L.a.. NPV = 0 wher dscouniad al aither of
these rales).

* Ranking projects according io ihe sise ol Deir IRRe can give a differem
ranking from fhe ranking wsing NFY. This s becauss IRR iz a refabive ligure
and NPV (s an absolute figure. For example, & project giving a As. 1,000
retumin 1 yoor trom a Re $00 invesiment immadiately, has the sama IRA as
a progect which gives @ Rs. 1 m retum i 1 year from a Rs. 500,000
imvestment. Clearty the asger project would have a much bigges NPY.

More on the mitations el AR
Decisicn rule

This chscisian mle (o IRF is:

* Acuops the project if its 1RA is greater than the cos| of capital;
*  RApjact il the IRA is lo4s than the cost of capital

Y a Aegision has o ba made about a singla project with 'cormventional” cash fiows
(i, A single outlay followed by a seres of inflows) 1RA will lead to the same declsion
as NPV,

Howaver, in more complex circumatances IRR and NPV can load to difforent
SECHIONE,

Muitiple IRRs

Il project cash llows reverse during the Ide of the project - there may, Tor example, be
an initial outfow Tolowed by several infiows belore another major outflow (as plant
undergoes major refurbishment, for gxamplie)- there may be more than one IRA A
graph of discount rate varsus NPY might appoar as foliowi:
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N e
/s i TR

Discount rate snd NPV - moce than one IRR

In spch an example, the AR decision nuie (acoop ¥ cost of capital is less than IRA) i
mislgading because the project should only be accepied I cost of capstal i batwean
IRAT and IRA2

To axplain the msull it B necessary o undarsiand the minvestiment assumplions
implicil in the NPV and IRA czlesiations

The reinvestmaent asgumplions

All NPV calculatinns assume that incoming cost can be reinvested at the rate wiich
8 uaad in the M PV cakoulmion

Thie mears [hal the calculaton of IART assumes reinvesiment at IRRT while the
calutafion of IRRZ assumes rovaiment at IRRZ2. Only at rates which s sufficlent to
offtgal both the inikal cash oulfiow and the eventual second cash outliow, This
analyels is pardecily sound and, arguabse; the proect iz acceptable onky if the cost of
capitallies botwoen IRA1 and IRAZ.

Undoriunately, however, i means thal the IRA deciskon ruls - accap! if cosl of capital
is less than IRR - can be applied only to projects having comventional cash flows.

The NPV approach svoids i problem guite simply. By using the cost of capital as
he discount rate in tha NPV lormula, a negative NPV i generated if cost of capital is
lezs than IRA1, a posithve NPV = obtained I cost of capital ks between IRR1 and
IFR2, and tha NPV ks negative agaln if oost of capital (s greater than IRA2

The possioility of muitiple IRAS s ciled as a deadvantage of the IRA lechnigua.
Howgvor, the problam can be overcoms. Muitiple IRASs ansa only when cash fows
revarse more than once. In these circumstances, it s only necossary to identity the
{possibly) several IRAS (Some Seconds (and driw s cofmect conchesons.

IRA pnd mutually exclusive projects

Another problam with IRR concems the sedaction of a fevored project form two or
187
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maora projacts which are ‘mutually excluss’ (e, i one is chosen the others am
automaticalty nudsd out)

Suppose, nstead of oul project (A) being a simple acoeplreject dacsson we have io
choose betwean [ and another project (B) which can be comparad with project A as
Soilcram:

Project A Project B
instial Invesiment (Rs. ‘D007 1000 50,0
NPV (Ra. D007 6.5 5.0

IRA (%) 127 18.0

The IRA approach would favour project B (18.0% compared with 12.7%). Howover,
proviced that funds are irealy messiatie, project A would masmize wealth becauss,
if chosen, it could generate Rs. 8 504 NFY compared with project B's Rs. 5,000

In sasance, IAA can misland becruse | may salect a lower invesiment with highe:
‘eaming potential, when | may be preferable (o ifvest a greater sum which
penerates & lower ‘refem’ bul (because of Bs scale) produces & greater sum in he
and

Conclusios

¥While the IRR technigue assurmaes that cash flows can b reirvested al the IRR, the
WPV tachnigue assumes that cash llows can ba reinvested a1 the oost of capital
usad in ihe discounting process. This differencs has low repercussions.

1) Even if mutualy exclushe projects have the sams mwbal investment, NPV
and IRA can ghw conflicling resulis. IRA may preder a project with high earty
cash flows (assumed reinvesiment at the IRR), while NFV may prefer a
diffgrent propect — with highar llows lalor,

4] W IRR s used ko rank projects in a capital - rationing sluation the ranking may
be diflerent irom that obiained using the profitabiiity index because IRR will
favour earfy cash inflows (assuming imvestment al the IRR), whila the
profitabikity index [being based on NPV may produce o different ranking
(Capital rationng is covenad in more detal in the later Chapler imestimant
apprassal further lechnigues. )

I i usually assurmed thal NPV pravides the bast guidance bacauss e cos! of
capital reinvestmont assumplon is more consa rvative and By to bo more realistic
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5  Modified IRR (MIRR) nl B Required:
- Definition and explanation of MIAR E E Calculate the MIRR of this project

Modilisd inemal rate of retum (MIFF) is that rats of retum which, when the initial [l - Solution:

oullary s compared with the lerminal value of the project's net cash flows reinvested  J1*8 R

at the cost of capital, gives an NPV of zero. g g MIRR calculation

The MIRR gives the parcentage retum from a project, on the assumplion that any RS o i TVl iilows

canh Irfiows can b relnyailed a1 Tha enbity's Gost of cagplial ' 2,000 (110 2662

Az a parceniage return figure, it i arguebly aassr o understand than the absoluta E gﬁ ‘;10““ m

figura given by an NPV analysie (in many olher contexts the retum from an ' p

imvastment is given as i porceniage, so thi concepl of A perceniage nelum & well 10,312

undersinod).

Outflow OF PV ol pulfiows
The process for calculating MIRR i) 5,000 i 5.000
2 1,000 11.10° #26
#  Cash nfiows from the project ane converiad to a single cash inflow in the last =
year of ihe prosect (a “terminal value” of TV) by assuming that the cash iows 5826
A iminvesied al the cosl of capaal 1
* MRS ja calculated as tha annual etum which aquates the presant valee of MIRA = (10312/5 826} " " - 1=001534 (15.34%)
T ot wes o thie TV. Thiz is A botlar measure of the financial retum from the project than the IAR of 18%
* |-e.the MIRR is found by taking (TV / PV ot cash outflows) (1/m) - 1 (Note: n s which was given,
e langih ol tha project in years)
Sirenigihs of the MIRA approach

Mota: This calculabon identibes the rate of intenest thil equates the lerminal value

weiths e intial innestmant. #  MIRR s unbgue for aach profect and it assumes thal reinvestiment takes place

at the cost of capital, so it i 2 much more aocurate measure of the retum from

m"m .mm.ﬁ'“.

initlal imvestmant {6, 000) & MIRR represents the actual refurn generated by a project.

Cashfiowsalll 2.000

at2 {1,000 Discussion of investment appraisal methods

ata 3.500

att 4 1 8O0 Discussion of technigues

Cost of capital 10% in using discounting and othes technigues of invesiment appraisal, you must abways
b aware that fnancial analyss @ only 8 part of the decision-making process and

NPV =1.218 that offen social and other faciors may also be of considarabls importance.

AR~ 1% Howaver, accepling this point and the need for a munded, pragmatic approach fio
vaslment decislons, I i sl sasential that & managoement accountant should
thoroughly snderstand the applcabion of Bhe tools of hes trade’
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The arguments put forward here suggest that all the techniques of invesiment
appraisal naed 1o be widll understood if they are 1o be wisehy usad,

The arguments put fonward hers sugoest that ofl the techniquas of imwestmant
appraisal need lobe well undersiood i they are 1o be wisely used,

I ST

1) NFY s the principal theoretical recommendaton and shoukd ba used # the
coit ol capial & a realishs remvasinont afsumphion

2) IRA e NPY incorporates discounting pinciples and, for some managers,
rmary be more meanngiul than the absoluis NPY of the project. However, IRR
neods 1o be thomughly undemtood because of possible difficultios
conceming multiple IRFE and s use If projects are mutually exclysive. MIAA
5 a recent inngvation worthy of considaration.

3 Payback is must reed & proactve and, aside from iis obvious simplicity, £
can &lso be rmcommendssd if & isk-averss decision i needoed (o if iguidity is

& majar problem)
4) ARR takes no accound of the tme value of money and could lead o an

incorrect decision if compared with the cost of capal. However, bocause of
ihe sulaneve use of e redurn on capilal employed of relum on capital
emLioyed o faturn on imeestment rafio, n practice i coubd be foolish not De
caleuiate

The anabysis sugpests thal there may be a place for all lechniques of investment
aporasal n the management account s anmmoury.

Howover, a thorough undorstanding of thair strengihe and lmitalions s mportant
How is risk incorporated using the different methods?
The Lesual laxlbook advice is 1o take acoount of sk in he Tollowing ways:

1) i payback & used, reducs tha requined pay back penod,

2) HIAR g used, increase the requinsd ‘cut - off rata;

) WNPYioused, increass the discount rate 1o takes accoun! the ‘nek’ associated
wilh the propecl. The capilal aszsl pricing mode! can be usad o provice a
means of assassing tha premium which cught to be added io thae ‘risk-free’
descouni rale;

41 Assign probabilities 1o ‘best’ most Bkedy” and ‘wors?’ values for each varable
and calculate a ranges of possible outcomses ogathar with their probatsities.
{Thia approach can bo refined by osiabiishing datdbutions for the npul
vartables and ‘simulating’ the project many times i onder 10 bulld up &

1
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distribution of possibie cutoomes. )

The relatively stralghtforwand methods of handing fsk il payback or IRA are used
are clied as advaniages of these lechniques.

However, nong of the lechnigues described above deals with the important poini
that early caah fows are likely 1o ba more certain then lale ones, The dscounting
techniques take account the Bime value of money but they assume that whatever
cash flows are projected are certain. Only the payback technigue cleary favours
antly inflows much moms than later ones apd this may partially account for its
puputanty.

The issue of fak in investment apprasal i deall with mans lulty in the next Chapter.

Conclusion — Which Investment Appraisal Method Should be
Used?

To some enent, the daceion 35 1o wheeh investmant apprasal Mothads 10 LR
depands on thea circumsianoes.

For axample, § ifia company has shod-lerm liguidity problemas, the payback penod
may wall provice psstul information. Attematively, ¥ 8 manager s being appraised
based oh the ROCE genaraled, he may docide 1o use the ARR method as an
mportant fvesimant appraisal mathod,

Howewar, n most casss, the NPY method is considanad 1o be the best nvesiment
appraisgal method, because il measures he absolute gam in sharehpiders’ wealth if
i project s undartaken. This links 1o the primary financial objective ol all companes
= o maximiza the waalih of the shareholders.

The IRRA is uselul as a lollow up o NPY whan irying 1o assess the sonsilivity of the
propect 1o changas in input tachons (586 nest Chapier for mons detads). However, if it
is difficutt to nterpret the IAR (perhaps because thene is more than one IRRA), the
MIRA ghved & unique parcantage measurm of pioject mium and showld be used i
tryng to axplain the concepl of retum from a progect o 8 non-fnancially minded
EHbENCE.

Financial and sirategic conelderations in Investment appraisal

The imvestiment appraisal methods shown in this Chapter are, in the main,
concerred with inanclal aspects.

Howaver, you need 1o be clear that financal methods of evaluation are by no means
192
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the only factors lo be takan ino account in investment apprazsal.
Maximiring shareholder woalth

‘We might defineg investiment appraisal as being concamad with maximizing
sharoholder woalth, but wo must bo carelul o quality this concopl by making i
subjecl o consirainis Associaled with ksues of sotlal responaibilty, such as
eflective controls over poliution.

Sinkeholder considerations

Sharehoiders: wealth in this context needs-10 be linked with the wider view of
stakehoidar thaory which was introouoed in the earliar chapter on Introduction o
Financial Strategy).

The kay point here is many ather interssted parfies apart from sharehaolders — for
axample, suppliers, wndes, smployees, managers, as wall the genaral public -
need to ba taken into aoccunt in assessing a projoct’s viability.

For axampie, & proct with a larga poasve NPY would normally be considered 1o ba
accoptabln. Hospwer, if undertaking the projoct would lead to job lossos within the
entity, of widild increass pollubon levels. the decisson is nol so clear cut.

in efuatons such as this, the compating needs of stakeholders would need 10 be
aspassed and compansd,

Althowch i may seem o go against The key “macmiza shareholder wealih' objective
a project with a positive NPV, it is worth considering that a project which fais to
achiove e objectives of the othar stakeholders might ulimately undermones tha
entity's position and may lead o negative publicity which might adversely impact
sharahoidar waalth in tha fulera.

Strategic consderations

Tha financial appraisal of a project must also be balanced against ils sirategic
banelits toihe entity

For example, |l a prodect has been appraised which has a small positive (or negalive)
NPV, usually the project would ba repectad. Howaver, I the project would help 1o
consolidate ihe aniity’s competitive posiBon, or give i the oppariunity lo expand inlo
a new , altiactive marked, the decision IS nol o claar cul

In this case. management would have Lo try 10 balance the financisl reguirements of
the entity agains! the long-ierm sirategic requiremants,
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i it is feit that undertaling a progact now would improve The antity’s prospects and
Sty sharaholdar waalth in the future, a project with 2 small positive (or negative)
NPV maght sometimes b acoegbed

Nobe: Feal oplions theory (coverad in the nexi Chapter) is ona way of irying io
tormalize the process, by BESAgNNg valuos 10 sirategic factors 60 that Bay can ba
incorporated mong aasdy in the decislon making process,

Exam Style Questions
Tesl your understanding 1~ Bilawal Lid.

Asaums that you have been appointod Snance direcior of Bilawal Ltd. The commgary
& conskdering investing in the prmduction of an shectronic securily device, with an
Bxpacied market ife of fve yeare

This proveous finance drechur his Undertaken an analysis of the proposed project:
the main featuras of his sialyss are shown below. He has recommaended that the
propeat shoukd nol be undertakan becauss the estimated annual accounting rate of
retum is onky 12.9%

Year Year Year Year Year Year
] 1 2 3 4 5
Irvestrant n 4 500

depraciable

‘ived A35ALS

Curnulativia 300 400 500 00 700 TO0
vasiment in

working capal

Sales 3.500 4 800 5320 56740 5320
Matenats 535 50 00 1,050 =00

Labour 1070 1500 1800 2100 1,800
Ovorhoad 50 100 100 100 100

Fmance chargea 576 516 576 676 578
Depraciation 200 900 800 200 800

3 826 24278 4726 4270

Taxable profit 360 1,074 1.044 1.014 1,044
Taxation 129 376 365 355 365

Profil afigrita 240 658 &79 659 €79
184
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Total initial mvestment is As. 4 800,000

Average annrual afler tax proli is Re. 591,000

All ol the abowve cash flow and profil estimates have bean prepamed in lemms of
present day cosis and prices as the previous finance direclor assumed thal the
safes price could be ncreased 1o compansals lof ary Increass in costs. You have
avallable the following addiional information:

a)

b
cj

dj
&l
fi

Selng prices, working capHal reguirasenits and overhead eaponsos and
sxpacia 1o incraass by 5% par yasr

Materal costs and labour costs arz expetied to increase by 105, per year
Capital allowances (lax depreciation) are allowabde lor taxation purposas
aghinal profits &l 25% per yair on b reducing bilance badls,
Tazationof profits = al & rale ¥ 35% payable one yaar in AIMeans.

The fixed assets have no oxpected salvage value al the end of fve years.
The company's resl ater tax dscount rate (or weighted average cost of
capital) Eestimatid 1o ba B% por yiar, and nominal afértas dscount rabe
15% per year. Azsume that all receipis and payments arise at the end of the
yoar o whilch thay relale excep! those in year D which occur immadiataly

Required.

]

bl

Esthmate the nol presont vaiue of the propoged project. State clearty any

assumplions thal you make,
Calcuiate by how much the discount rale would have o changs o resullin a

net prasent value of appromately Zero.

Multiple cholce questions (MCQs)

1)

a)
bl
(]
dl

Wiich of the folloiwing is the limitation of IRAT

i ignoras tha thme valus of money
it does not consier the endire e of the project

it s not consider the size and amaount of proect
il congidans profito and ignores cash flows

Test your understanding answers

Example 1 - Taxation

Assumphons:

)
2]

Asselis purchasod on tha lirsl day of vaar 1
Tax is payabie 1 year inarrears:

185
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Wov Beralil
100,000
WDA Y1 {25,000) & 33% B350aT2
75,000
WA Y2 {18,750) @ 33% B 18BaIT3
568 250
WDAY3 (14,063) @ 33% 4,641 al T4
42187
Proceads {20, D
22187
BAY4 (22,187 @ 3% T 32a1ThH
il
Het presont valus
o 1 2 3 4 5
Aevenus - 30,000 40000 50000 40,000 =
flows
Tax @ I3% (8,800) (13.200) (16.500) (13,200)
CA (Working) 8230 6,188 4 641 7822
Sorap 20,000
Capilal { 100, O
{ 100,000 30000 38350 42088 48,141  (5.B78)
NPV at 12% =Rs, 15247,
Example 2~ inflation
HPY im roal terms
1.2={1 el +0.1)
r=8.1%
AF 138, 1% =(1 (1.0801)3)/0.0901 = 25268
186
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Investment Appraisal Investment Appraisal
Time Flow DF @8.1% NPV LA ) 1 2 3 4 5
) (10:0,000) 1.000 {100,000) As.'000° Rs.'000' Re'000° Rs.'000° Rs 000"
13 50,000 2.5268 126340 1 4 x Sales (5% rse pa) 3678 5402 8,150 68977 8,780
W Ww Materials (10% isep.a ) SA8 a07 1108 1,537 1,448
NPV 26340 b= - Labour (Wrsngepa) 1177 1.815 2396 3075 2,889
— o o Overhaads (5% risa p.a.) 52 110 116 122 128
o oI Cagital niigwancon 1126 B44 633 475 1,423
NPV In monay terms - . nota 1,2
Tima Flow DF & 20% ) = - Taxable a3 1,728 1,818 1,768 891
0 {10:0,000) 1.000 1 100.000) Tax (35%) 256 BO4 658 818 nz
1 50,000 1.10 0833 45815
2 50,000 1.102 06594 41,987 Holes:
3 50,000 % 1.103 578 38532
— 1) Caprtal allowances
NV 26,334
e Orening balance Capital alowance
Rs. U Ra. 000"
Mate; Differance is due it founding Year | 4,500 1,125
Year2 3375 844
n Test your undarstanding 1 - Bilawal Ltd. Yeard 2,531 633
Yaard 1.858 475
Tutorial notes: As diflerend lems are inflaling at dillerent ratas (he only realistic Yaars 1,423 1,423
approach & 10 siscount money cash fiows al the nominal (money) discount rate.
This e partculaty trus as taation ks invelved and the amount of Lax payable will be Thes g sdamas that the first capital allowance & avallable in the first year and that the
basod upcn a taxablo proft higure thal in lum s determmed by fems subject to balancing aflowancs ks taken in year 5. Nole fhat captal allowances are based upon
various rates of inflaton oniganal cost of assets.
The genenal procedure will be as follows: 2y  Depreciation is replaced by the capital allowance
* Dwbermire e coroomiion i Sebilly. |Hmnmhdmdhmmw|mmq.mmmmmmw
* Determine ofher relevant cash flows (In money terms) wAll have baan allowed for in the calculalon of the wesghtad average costol capital
*  [Descounl thass cash fows to prosant value at tha nominal WACC, Discount resvant cash flows 1o present vakue
a) Catculation of corporation tax liabdity ' astet i lowe: il 1 2 3 4 [ B
Sales . 3675 H402 6158 6877 687D -
Dutflows
Materials # (588} (807) (1.,198) {1,537} (1.448)
Labour . (1,977} (1.815) (2.396) (3.075) (2,809
Orverhoads . (52 mo (| (22 (128
(nota 3)
Fioed assets {4,500)
Working {300) (1200 (131 (144) (158 851
1897 198
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Investment Appraisal

fnota 4)

Taocation

(e B

MNel cash

Flows

{256) (604) (G636)

1619) {313

(4,800) 1.738

2183 1,701

1,451 2 548 na

Discound
taciors af 15%

Pragant

values

NPV =Hs. 1,441,000 and on this bagis the project should be accepled

3

#)

0.870

(#.800) 1512

0.756 0.B58
1850 1119

G572 0497 0432

830 1.265 (135)

Ongs again inferast is nol indluded. The cost of interses] ks faken care of in tha
discounting process. If we wére 10 change mieresl againet cash flow and
inchude it in the discounting prmcess we would be double counting, Thisis a
Wy COMMon examinaton trap and should be avoided
We require the horemontal ievestment in working capdal each year
Adiusting for inflaisan, this ia:

Yéaar 0

Year 1

M
5)
B)

S =D

{47 x 1 105) - 300 =
Yaar i (500 » 1.052) - (400 x 1,06} =
Your 3 (600 x 1.053) - (500 x 1.062) =
Year 4 (700 x 1.054) - (BO0 = 1.053) =
Year & Refund of working capital assumed{T00 = 1.055) =

Tax paymeni lagged by one year

Tutorial note: This = & roundaboul way of asking whal & the |RR of the
project. By normal frial and eror procedures Bhis may be dotermined as

follows:

Cash flow  20%
As. "000° discount A&, 000"

(4.800)
1,738
2,183
1.701
1,451
2, 5aG
e

0.833
0654
0578
482
0402
0216

189

PV

{4,800)
1,448
1,518
385
6940
1,023
{105)

3040
120
13
144
168
B51

PV
R&. 000"
(4,800)
1,368
1,363
830

557

T

(74)

CHAPTER S5

CHAPTER S

Investment Appraisal

TBS 5

The discount rate would have 1o change from 1 5% o approximately 27% o proguce
anat prasent value of zero. This = a change of approxemately BOSL.

Answars to MCGs:

1) C
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Chapter Learmning Objectives

Upon completion of this chapter you will be able to:

Undaratand risk and unceriainty

Comprehend capital ratianing

Apprehend sensilivity aoaiysis and changés I
variables

Compiite equilvalent annual cost

Explicale real options

Elucidate adjusted presont valua, investments and
progecta

Learn faasibilily study

Know aboul 'pml,ut coniral and Investmani
performance

Lmarn dabvoult - pont-complotion audits
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Owverview of Chapier

[

B al Aciusted
we eflacls rales Conainty
aguvalanis

The provious Chapter introduced virfous investment apprasal lochhagues, mosi
niotibily the Net Present Value (NPV) mathod

This Chapter introduces soma further considerations, many of which incomporate
tha us o of NPY is ditferent sliuations.

The main lopics coverad are:

Caplital rationing

This considers how the invesiment dectsion 5 alfecied by a restnction in the amount
of capital availlable. The key considoration i which project 1o choose i we have a
choica of positive NPV projects available bul insullicient linance (o underiakes them
all.

204

For more visit: www.RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOREDUCATIONALPURPOSES ONggy inore Visit WAWMARIGzAdddemy BlogSpot.com

Investment Appraisal-Further Technigues

The impact of risk

All the wvestment appralsal lechriigues in The previous chaplor were based on
eatimating future cash Hows and [ oF prolits, Wo neod 10 also considor the potontial
for naccuracies inour eslimales.

Sansitivity analysks is oflen performed 10 nasess the lksly impact on & propect of
cartain estimates baing inaccurate.

Wi shall also see how to use probabilitias and corainty equivalents o address
patential uncenalnties in cash fows, and Row 4 derlve risk adjustied discount rates if
arew project is deemed 1o have a differant rick from an entity's axistng cperations.

Equivalent annual costs

Sa far we have only considerad one-off investment projects. If we need 1o appraise
an ongoing project whare a machine neads 1o ba replaced regulardy, squivakent
annual costs [based on NFY analysis) are usaful.

Real options theary

The NPV method takes no account of any faxble oplions associated with an
imvestment project. These ‘meal opfions’ can make a project significantly more
aftruciive

Adjusted Present Value (APV)
in the sarler Chapter on ‘Cost ol Capital wa noted thal a sigreficant change in capital
siruchling means thal the existing cost of capltal is mappropsiate to use &8 & discount

rate for project appraisal, The APY method is often proposed as an altemative
imvasimont appracsal mothod in Those circumsiances.

Investment appraisal n specific contexts (e.g.. IT Investments, and
invastment in design)

in the modaem business areronmant, the traditional investmant appraisal methods
need 1o be adapled whan faced with projects such as IT imvestiments whera some afl
s banafits may be ditficult to quantity.

Capital Rationing
Intraduction

This is & siluation where the funds avallable for new projects are Bmited 1o an
205

w
x
¥
o
v}
o
I
)

CHAPTER 6

Investment Appraisal-Further Techniques

amount which prevents acceptanca of all new projects with a positive NPY_

Capital ralioning needs 1o be recognized &8 a constraint duting the capital budgeting
cycle.

Tha methods below show how o decade belween projects in diffeseni capiial
raboning situations.

Definition of capital rationing

Capiial rationing definition

A resiriction on any enfify's abdity (o invest capital funds, caused by an internal
budgat caling balng imposed o such expandiune by the managament (ol capital
rabioning), or by exiernal Emitatons being applied o the antity, as when additional
borrowed funds cannot be oblainad (hard capital raioning).

More details on the Capital rationing problem

it capital ks noi rationed thare & no problom; all projects which moed the cut-off
criteria pre accopied.

Wher capsisl o ralioned the ranking of projects becomes imporlant. The vanous
memads of i westment appraisal — payback, IRR. NPV, elc., often give canflicling
Fankings ol investiment priomies.

Mathods of determining how the investment decision should be made will depend
on o type of capital raionmg

Single-period capital rafioning = a sifuation wheme capilal is mtoned al present
{year0), but will b freaty availabie in the futurs,

Mudti- peniod capital rationing |s & situabion whede capdal |s raboned over & number of
periods,

Capital budgeting and control
The capital budgeting cycie

A common leature of indusirial activity is the nesd lo commit lunds by purchasing
kand, bulldings, machinary, sic._ in anticipation of being able 1o eam, in the futune,
and income greater than the funds commitied. This indicates the need for an
aspessmant of tha size of the cutfliows and mflows of funds the ife of the mvestmoent,
the degree of risk attached (greater risk funds, the lile of the mwestment, the degres
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of risk attached (greater risk being justifiad perhaps by greater retums) and the cost
of obiaining funds

Basl¢ stages in thecapilal budgeting cycle may be identified as follows:

a) Neads lor expenditure are lorecast

B) Projaats \o moat those noeds are uullnww

cl  Alematives are appraised,

d)  Bestallematives are salected and approved.

g]  Espendituneg s made and monioned.

fy Devviatiors from astirmabes are examilted s par of a Posl Completion Ausdit

(PCA)
Types of capital project

Reasons for capital expandiure vary widely. Propects may be classified inlo tha
following cateqones

* Mainlanance - foplacement ol wom-oul of absclule assels, salely and

* Proftabiity = cos! savings, quality mprovement, productivity, relocation,
otc.,

= Expansion—new products, new outlels, research and development, el

= indireol - oo bulldings, weolfar facllities, elc. .

A parficular mvestmant project, of cowrse, could combing any number or all of the
abtove classifications.

Capital expenditure forecast

in prepanng budgels, it is necessary 10 considas how much money can or must ba
aliocaled 1o caphal expenditure. Capital development schemas may be staried
because a surplus of cash resources s revealed by the long-term plant, bul usually
managemen] decided on a capital developmenl scheme and then sesks the means
to finance i Initialy, the budget will be an expression ol managemeni's inlonation to
plipoate funds for cerain board purposss, In the budget parod, money will be
required as fallows:

*  For praviously authorized existing projacts;
* Fornew projects, full details of which may not yel be available.

Thas Ioracasts will indcate whathar sufficiant funds are avadabla, and parhaps whan
additional lunds wil need to be obtained. il 8 advaable, therelore, for managen to
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submit long-iarm capial expenditure forecasis, say for two o five years ahead.
Conasquently, the possitility of cbsolescance (and the draction of the future
dervoloprment of the firm | must be bome inmind.

Capital expenditure commitiee

A capital sapenditure commiltea may be lormed, silhir a5 & sub-commities of the
budget committae or as a separale mesting of the entire budge! committes. The
responsibliies of the capital expendiiure commiitée are i

* Co-ordinate capital expenditure policy:
= Apprase and authorize capitdl expendiluire on specific projacts;
*  Rmview actual expenditura on capial projects against the budget

Capital expenditure decision

Capital axpanditure requirlng approval by the aommities must be lormulaled by tha
managers: Tha amount of datad should be stipulated by the commities and would
generally cover the foliowing:

*  Qutlne of iha project, incleding the budget classification and how it is linked, if
a1 all, with tofer projacis.
* " Fpasoh for the sxpendiure, if a new project and the depariments aftected. An
assessmonl of intanglble bonefis of disadvaniagos,
* The amount of capial expenditure requived (fived and working capétal),
“including a breakdown by budget patiods, and an estimate of any inlemal
‘work regquired
= A complote ssatemeni of incremental costs and revenun ansing from the
project, and the budget periods affected. An assessmenl of the effect of
tmatbon ought 10 ba macks.
# Emmiudﬂpn:iud.
& Aceesemen of risks lo which the project is sensitive — poliical, economic,
compatitors, natural hazards, ot
*  Projects that ane feasibies atematees, and compartive data.
*  Effect of posiponement or rejection of projecl.

Major projects would probably ba subjeciad fo a comprehonsive financial
evaluation, as part of the commefiee's consideralion. Less important propects could
be submitied. accompaniad by an economic justification.
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Types of capltal rationing
Hard rationing

Thes refers 10 an extemal corstraint on the amount of capital avaliable. It may ansa
bocause of

= problems raising bank loans due to tight lending criteria baing applied;
*  problems ratsing aquity or bond fimance ina depressed stock market;
*  prohibithvaly hgh oosts of raising srmallamounta of finance,

Soft rationing
This is whote tho constraint s internally mposed. it may be because:

' management ane reluctant to ssue share capstal because it might dilute the
eamings pes share of kad o an wiwanled change i The owreeship siructure
of tha business.

* management do.nol wanl (o raize addiional debl finance becasss ol
conceds about the level of gearing. or the polential problem of moeting
highet intaresl paymeonis,

® the capits expendilure budget may place a Iimit on the level ol spending
permitied (perhaps for a subsidiany o a division).

Singls period capital rationing

) I projects are mutually axclusive, pick the project with the argest positive
b} r::wunm,rmhmmmmmm

The proflability index is calculated as.

NPV of projact/ Capital Imestman|

el If projects ane indivisibde, rank projects and comirnations of progocts wvia iotal
NPV, The optimal sclution is found by using trial and emor i.e., identify the
passible combinations of invesiments and pick the one with the highest NFY,

dusiification for the use of profitability index
The NPV techrique & the academic recommendation and # = theoretcally sound.

Howdver, its use in practcs impliog that the decision — maker must judge & project
by an absoluta number and while it 5 sasy 10 give the ‘rule any project generating
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positva NPY is acceptable a decision maskear will ba interesiad not only in the final
NPY ‘payolf but also inthe size of the initial investment and tha length of ima belors
the project 'matures’.

Use of the NPY rule becomes problematic if capital is rationed, becauss nol al
projects can then be accapled.

In this situation, it becomes necassary to rank projécis actonding 1o their ‘eaming
power placing the project which generates the mammurn NPV per pound imasied
il thaa lop o Bhe 1|5t

Corventionally, the profitability index s calcuiziadin order io rank projects.
More details on terminalogy
Mutually exclusive, divisible and indivisible projects

The key 1o a single parod capital rationing problem (s 10 identlty fest whether
projacts ame mutually exclusive, dhisible or mdivisible.

If projects are mutually exclusive, only one of the projects can be undefiaken, |n this
case the decision e is clear cul choose the svailable prokect with the highest
positiva NP

A diviaible prosoct |s ona whens a fracticn of the project can ba underaken and tha
sama fraztion of fotal NPV generated.

For axample, | an anlity @ contidering buying 10 machines 1o underiake a
manutactnng project, it may be possible to only buy five of the machings and a8l
generale half ol the NPY

Anindivisible projpect i o whach had 10 be dand in lotal oF not at all

For axample, a company buying a singés maching 1o undenakes a manufaciunng
project will rof be able 1o invest in a fraction of the progect.

Implications lor a capital rationing scenarko

Whan faced with a limiting factor (capital in this case), managemant should follow
tha decision rula ol maximizing tha returm par unit of the limiting factor. This is calied
the Profitability indies (PI).

Hirnca, i possibli, progects should alwirys be ranked uaing Pls.
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However, whareas the Pl approach works in a situation whare projacts ara divisibla,
itis not Appropnale whan progects are indivisible or mutually exciusive.

This is bacausa:

* When projects are mulually exclusive, the decision should be I Underinake
tha project with (he highaest absokie returm (Le., NPV) rather than considening
the redative measure of P1

When projects arg indivisible, there will ofien e some unused capial lofl over
when aliocating finance 10 projects, hacaLss fnance can only be allocatsd to
full projects. It may be that a betier absolule relurn (NPV) can be generated
by rwesting in bwo profects with low PIs, rather than nvesting n the project
with the best Pl and thén having suiplus funds lsh over which can nol be
imvested inany other project

Multiple period raticsning

Ta rank projects, inear programming techniques must be used. The examine: has
siated that cansdidates wili nol be axpacied io solve a linear programming prabilem in
the oxam

Example 1 — Capital rationing
Eahar Lid. has Fs. 50000 avaiabie 1o mees) ol tirme 2ero,

A a8 c D
bnitial cost 30,000 20,000 40,000 10,000
PV of inflows 52,000 25,000 56,000 18,000

Required:
Determine the oplimum investment plan if;

a) projects are divisible;
b} propects are not divisis.

Assume that any surplus funds cannot be imvostod slsowher
Dealing with Risk and Uncertainty

Many progcis ar subject 1o nak or ungertainty and it (s impartant that this can be
evalualad and iIncomoratad inlo the evaluation process,
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You can usually expact fo see the farm sk’ used in exammnation quesSons in the
contesx of the possbility of an oulcome thal aflecis US In A NEgalive Manner,
wharaas tha larm ‘unceriainty’ would refer io the possibility of both positive and
négalive oulcomes of Inpuls.

Thviss fol | ows comimon usa of the e in practios,

For example, tha possitelity of a traval defay would noemally be referred lo as a rsk’
and lack of cerlainty over Ihe actual departure dale as-'uncertainty’, whereas the
possibility of a higher revanue han axpactad wolld be likaly 1 be relered 1o as an
‘opporiurdty’ rather than as a 'risk’

Wa sof out balow brief descriptions of proceduras fhat can be used io help svaluate
propocis whech ane gulec! Io rek

Sensitivity analysis
Definition of sensitivity analysis

A modeling and nek assissmenl procedure in which changes are made o
significant varianlin in arder 1o determing the aftect of Ihess changes an he planned
outcome. Particular attention s, thereafier, paid to varables dantified as being of
When underaking an NPV analyais of a project, the accuracy of the NPV depends
on the fccuracy of the input tactors in the calculation (e.g., estimates of cost of
capitnl, sales, expenses, tax rates).

After computing the NPV of a project, sensitvily analysks can be used:

* o idenbly which of the input variables of the project could have the mos!
ndverss impact on tha NPY ol the project if they were lochanga

* o assess the impact on the NPV of a cerain change in & paficular input
factar,

*  to consder by how much sach input varable could changs before the NPY of
the projoct bocame zero (and henos ihe project became unacceptable),

Interpretation of sensitivity analysis results

A company has calculated the NFY of a project, and has subissquantly identified the
following sensithvities:

Salos can fall by 10% or cosls may rise by 20%, or the discount rale can increase by
1% bafors the NPV boacomas zerno.

12

For more visit: www.RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOREDUCATIONALPURPOSES ONggy inore Visit WAWMARIGzAdddemy BlogSpot.com

Investment Appraisal-Further Technigues

in this case we would concluda that the project NPV is very sensitve to changas in
discount rate (small parcentage senstnity) but not very sansitive 1o changes. in
cosis (¥ costs were o change, unless. they changed by more (han 20% the NPV
wolld still be positive.

Limlitations of sensitivity analysis

The major problem is thal we nommally consider the-impact-of only one variable al a
time. Managemeani may be mone interested In tha nsk of some key facions changing
a tho same time. For axample, il the selling pfice chunges, thare ks loaly 1o be an
impact on sales volume loo. Sensilraly Analyses can only deal with one of thesa
variables changingal a time:

Algo, seraiivily analysis does nol inciude any assessment of the probability of
certain varables changing.

it s, therefore, usedul an &n &id fo decsion makeng, rather than a decision rule in
itsedl.

Two basic approaches io sensindty analysis

1} Ananaiyils can be made of all the key ingul laclons to asceriain by how much
 each lacter must change belote the NPV reaches zero, the indiflerence
point.
2) Abemalively spocific changes can be calouisied, such as the salos
decraasing by 5%, inorder io determine the elfect on NPV,
Both approaches will be shown in the Hustralion below.

ilusiration 1 - Sensitivity

A project has an NPV of Re. 1 m. The PV of material costs (included in the NPV
calculation) are Rs.5m.

Sansliivity=1m/5Sm=02

L, they aaarind costs could nso by up 10 20% and tho project remains viable. A rsa
of greater than 20% will produce a negative NPV and the project would not be
worhwhile,

Alernatively, sonssthaty analysis could be used 1o assess the impact of a given
percontage change in a variable.

To conlinue with the above sxampls, if Ihe malenal cosls were 10 change by 107
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{from a PV of Rs. 5 mio As. 5.5m - a changa of As. 0.5 m) tha NPV would mduce by
RAs. 0.5 mtrom As. 1 mio Ra. 0.5 m(afall of 50%)

More dotaiked exampio of sensitivity snalysis
AV Co. i ovaluating a now invesiment project as follows:

= — — o Ra ‘000

Ta | T .4 T3 T |

Sales 1,000 T.000 1,000 1,000 I[

400 | 400 | 400 400 |

Tax {30%) (1200 | {(120) | (120) {120y |

Net .| 280 | 280 260 2

Tax rafisl on 45 45 45 445 |
{305 x G004}

Nat cash flow (E0C) 325 326 Bl 25 |

DF@10% | 1 | 0909 | 0826 | 0751 | 0e83 |

NPV = Rs. 430,000

Sensitivity 1o sales (Lo., by how much could sales fall before NPV becomes
zeral

sl NFYPY of cash fiows affacted by the estimata of saken) ¥ 100%
w430 /{1,000 (1 - 0.30) x 3.1 70)] x 100
=18.4%

Le. ifsales were 10 fall by 19.4% (to Rs. 806,000 per annum) then the NPV would be
zom

Sensitivity o tax rate

=[NPV/PV of cash flows atfecied by the estimate of tax rate) x 100%
=}430/ ({46 - 120} x 3.170)] x 100%

=181%

Le., ifthe tax rate wene o rise by 181% {from 30% 1030 x 2.82 = B4 6% then tha NPV
wolild tal 1o oo,

4
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Sensitivity to discount rate

Thas can not be calculated in e same way. Inslead the IRR of the progect shoukd bae
cadcutnied and tha diflarencs bahwoen th axisting cosl of capital and the IRA than
indicaled the sensffivity io the discount rate.

Hare, the IRA s approxdmately 0%
Interpretation of sensitivity calculations
AV Co. would indtisly be inclined to accep! the project due (o s positive NPY.

Howegwver, before making a teal decison, ™he zensiivitios would be consdered. Any
factors wilth small parcentage sonsdrdhes will have 1o be carefully ascessed,
becauss if the astmates af Bhesa Factors fum oul 1o be incomesct, the resull may be a

negative NPV.

in this examipla, the project NPV & nol very ssnsilive to changes [n the tax rale or the
discount rate, The lkelihood of sales falling by 19.4% would need to be assessed
bafore making 4 final dacison, but assuming thal management decide thal this (&
el & rnagor risk, he project would be underlaken.

Prokabililies

i forecasts are unceriain and probabilitios can ba atached o the possible
outcomes., axpecied values (EV) canbe calculated.

Ef-{mu 1 5 perobabiity 1)+ (outcoma 2 x probability 2} olc...
Examples of probabilities

Simple axample

GH Co. istrying to estimate sales in the coming year.

It has besn prodicted thal there [ a 30% chance ol sales being Fls. 20,000, a 50%
chance ol sales beng As. 30,000 and a 207 chance ol sales being Rs. 40,000

Requined:
Caloulats the gxpecied sales in tha Gomirg yaar.
Solution:

Expecied Sales = (0.30 x 20,000) + (0.50 x 30,0000 + (0,20 x 40.000) = Rs. 28,000
Fa ]
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Blore complex example (dependent probabilities)

Folowlng on from the example above, assume thal the sales in year 2 afe
dopondant on tho kbraol of sales achioved i the firs! year, as folows;

Sales in year 1 Probability salos in year 2

(as above) (a8 above)

A= 20,000 s Couldba As 20,000 {probability T0%%) o
Rs. 10,000 nobabiity 30%)

Rs. 30,000 50°% Wl b ba Fe. 30,000

Rz 40,000 2% Couolghe Ra. 40,000 (probability 60%:) or
Fis_ 50,000 {probabiity 40%)

Required:

Cadculale the expecied sales in year .

Solution:

Expacted salesin year 2

0,30 % [{C: 70 % 20/000 + (0,30 x 10,000)]

+050x 30,000

+0.20%[ (0.50x 40,000 + (0.40x50,0007)

=Hs_ 28 800

Daciglon tréees

In appraisal siiuations where unceriainty can apply bo more than one variable, and
values of fhe variabies can be inlerdepsndeni many different oulcomes are
possible, The deciskon rea is a useful ool for reviewing a muliplicity of choices and
OUSCOMaE.

Imagne the runk of he tree as representing a project o be apprased, perhaps a
nigew procuct 10 be acded to & range, than the first branches {of which there may be
tow, three or more) may represont allernaiive probabliifies are assigned. Each
revernue volume branch then creales secondary branches to represent
contribudions, to which again probabilities are assigned, and finally thess branches
craatn iertury branches with alkad probatalities 1o represent fosd costs.

The probabdities of each branch seguence are then multipbed and the joint
probabiities thus obtained ane applied in um to each sequential set of values 1o gve
& sefhas of pay-ofts 0F GulCoMmes 48 shown below:

216
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Salas Conlribution  Fixed Costs Joint Pay-ofts
% 40004) — 008 24000
b e 500 (0.6) — 012 24.000
0.4 400 (0.4) — 008 i
0.5 |
500 (0.6} —— 012 NIL
7 |: 400 [, 4y~ " 012 19.200
80 0.5 500.0.6) —
06 400 {04) — 012 '°‘:f
05 L~ swos— o018 (18000
10 £8.000
Decision troa

As can be seem lorm the diagram, we amve at eight joint probabilities leading to
eight outcomes Anising from 2 x 2 x 2 branches; representing 2 sales volumas x 2

contributons X2 (med Cos! values,

By relting the joint probabiilties 1o the value figures, we abtain the asight pay-offs
wiilzh are addad to gne an overall pradicted net contribution of As. 68 000

The pay-offs also show a range of net contributions. from Rs. 24,000 positive to
Fs. 18,000 negative, and by adding the joint probabililies thees is & 58% chance of
positive oulcoma, 24% of & breakeven and 1% of a noegathe resuit.

Certainty equivalents

The cash flows of the project are caloulaled as per normal buf then adjusied
downwards by & certainty equivalent laclor. This in effect decreases the cash fiow.
The cash flows are then discounted at a risk free rte. in practics the major problem
is thal the use of cerainty squivalents & subjeciive

Definition of certainty equivalents

An ppproach to dealing with rek in a capital budgeting context. It Imvolves
expressing risky lulure cash Bows in lem of the carain cash flow which would be
considared, by the decision maker, a3 thair squivalant, that is the decision maker
would be indifferent batween the risky amount and the (lower) riskless amouni
Codshdiered 10 beé ils equivalent.
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Year Cash llow Certainty equivaleni RF DF, 8% PV

4] {1,000) 1 1 11,004}
1 200 0.95 0,942 206

2 750 0.9 0.89 601
NPV = 407

Maore dotails on cortainty oguivalenis

The cenainty equivalenls method adjusis-Tor sk by ncomporaling the decision
maier's nisk attitude imo the irvestmient decision by converting the expeciad cash
flows ol the project Into equivalenst rigkless amounts

The danger of using cerainty eqlevalents lles in the high level of subjective
Judgment required form the decsion-maker, whie it could also ba argues thal k-
aversae managemani mighi be betier off using a high cut-off rate.

MNarvarihedass oatanty equivalents do represent a usaful ool in the masiment
appraisal armory, sfpecially in assersing cases whare an apparanily small change
i a key vanabie can interact with others 1o create significant falls in inflows, with a
possibla cumudstive effect overthe lite ol the project.

Adjusted discount rate

Dizcount rata considerations

I il Ihe axamples conakdered 5o far in this section on (lak, a constant dscount rale
has been used, on the assumption that the cost of capital will iemain the same over
the ife of the project. As the lactors which nfluence the cost of capital, swch as
interest rates and inflalion, can change congiderably over & short period of time an
organization may wish to use diferent rates over the iie of the project. Net present
vaiue and dscounted present rates over the life of the project. Net present value and
discounted present value allow this, but IBR and ARR presant a unilorm rate of

et Lising NPV lof axamjils, & difersnt descoun lacion Gan e used lof sach yaar
if sodesirad.

Porhaps, one of the major protlome in using a decounted cash flow malhod s
deciding on the comaci discount rate to use.

It ks difficult encugh = yaar 1 bul deciding on the rate lor, say. year 4 may be very
difficull bacause of changes in the economy, éic., Il a vary low rate is chosan abmosi

48
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all projects will be accepted. wharaas i a vary high discount rate is chosen very few
projacts will be accepted.

Locking back over the year, § would appaar that the majority of managers have
probably used loo hagh a discount rale and have, as a consequence, nol invesled in
projects that would have helped their organization (o grow in relation to e
compaetiions, There are no prizes for being too corservative; i |s just as much a
tailing as being 100 oplimistic.

IF Ehinris i vy ol ovar s COMMBCE dhBCOLUNTY ravke 10 bu uned, Senstivity anakysss can
halp.

A premium to the rormal discount mde may be added (o svaluate propects that anm
congidened moro rigly

Ther, more marginal projects wowid be less likely to have a positive NPV,

More details on adjustad discount rales

A ymeful schimie is o have a gk category scheduls providing difierent righ grading.
For axarmple, i "noomal” progict could be discounted at the wsual cost of caplial, with
mare iaky omjects baing discourtad 1 parhaps 2% more than this

The dificulty with risk-adjustod discount ralos Bes mainty in the need for skithul
manipemant judgmant &% 10 thi fsk calegory, #ven though consitermble product
and market research may have underakan.

“The Cagpital Apsel Pricing Modal (CAPM) is oflen used 1o calculate risk adjusted
discound rales, as shown in the earier Chapler on “Capilal Structure”,

Equivalent Annual Cosl

This iz sometimes useful lor comparing projects il they have differend lves when [he
assels of the project need replacing perodically, by new assels.

Definition

The Eguivalent Annual Cost (EAC) is the equivalen] annuty which has the sama
prasant value as the project § paid for the same number of years as the project s lile.

Formula
EAGC=

Tolal presant valkss

Annuily factor for life of assel
218
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Further details on the use of annual equivalent cost

Whan the presant value {of & capital project) s expressed as an annual amount, this
i called anniual squisalont cost and |6 used 10 COMPIe projacls having diferent i
cycles.

Calculaling equivakent annual costs |8 basically a malhial of discounting espociatly
for assel replacement decisions, but is also has valye: when comparing the
sensithvity of varables whete projects have uneoudl ives.

Unequial thves

Whan two or more mutually exclushve irvesiments with unequal lives are being
compared, consideration must be givan io ihe fime perod over which a comparison
of the invastmants is o be mads.

Balore making a comparizon batwaen mutually exclusive projects with difienng
ves, and explich decision must ba faken as o whether |1 is necassary io equalze
fhed ez,

A choice shoull be made on tho basis of NPY, whathor equalization & requined or

not, although e process of equalizalion may alter the ranking ol the projacts under
considayalion.

Assel replacement cycles

Tha concept of equivalent annual cosls can be used in determaning the optimum
replacsment oycls fof an aases

This decision involves how long o conlinue operating the axesting assst balore it is
replaced with an idenical one. As the asset gols eider, it may bacome less daficient,
s oparaling coss many ncrease and the resale value will reduce.
Hustration 3 = Equivalent annual cost

Agsuma thad the NPV of cash ocutfiows for assel replacemaent prosect A is Rs. 64 300,
with discounfing at 12% and an asset life of 4 years, while for project B, the NPV of
oufiows is Rs. 79,355, also afier discountng at 1.2% but with an asset ife of 6 yaars.

Annual equivalen! costs are;
Projoct A 54,300 /3,037 (AF for 4 yoars ot 12%) = 21,172

Projaci B-78.355/4.111 (AF for Gyears at 12%) = 18,303
&0
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Sao on anannualised basis, project B has the lower cost and would be praferred even
though on a non-annualissd bass project A would have seemad mon
advaniagoous,

MNole that the cash llows and dscount rales musl aiways be i real lerms in order io
deal with nlatlon socurs tely,
Detailed example of the use of equivalent annuai cost

Lita Co. oporatos a defivery vehichs, which ool s, 20,000 and has & usedful lite of 3
years, Lita Co. has a cosl of capital of 5% The detalls of the vehiche's cash operating
oosls lor each year and the resale valueat tho end of each year are as follows:

Yaar i Year 2 Yoard

As. As. Hs.
Cash operating costs 5,000 10,000 11,900
End of year rasaki vk 14,000 11,500 8,400

Required:
Dotarming how frsquently the vehicl should be replaced.
Solution

Tha lirs! aéép is 1o calculale The present value of The olal costs incuried il the vehicle
is kapiion 1, 2 or 3 years, respectivaly,

Keap for 1 year

NPV =-20,000 + (5,000 x 0.952} = -15,240

Keapfor 2 years

NPV =-20,000 —(9.000 % 0.95Z) + (1,000 x 0,907 =-27 661
Koop for 3 years

NPV = -20,000 - (8,000 x 0.852) - {10,500 % 0.807) — (3,500 & 0.864) = -14.116
Thesa present value figures are not comparable because they relate 1o different
time periods.

To render them comparable they must be converted 1o average annual figures, or
aquilvalent annual costs, by daviding by the cumiathe discount facion
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Keep for 1 year
EAC = 15,240/ 0,952 = 16,008

Keap lor 2 years
EAC = 27,681/1,850= 14,880

Keep for 3 years
EAC=41116/2.723= 15100

The lowest equivalent annual cost occurs i the vehicle |5 kepl for 2 years. Therelore,
tha oplimum replacement cyche i b0 foplace the vebscho every 2 yoars.

Real Oplions

Ona criticism of the convantional NPV approach o investman! apprassal ks that
msulficiant attantion s given io tha oplicns aspac! of making meestment decisions.
Any projec! can be wewed as an opporiunity which can either be taken immediately
of delayed Tradtional approaches o investment appraisal tend 1o troal
vesimerts eith=: as reversible or as an ireversible one-off decislon which musi be
takenat a smgle point in time, with the opportunity otherwiss being lost. While this
iy typlify Some investment decsiona, it certainly doos nol appdy o them all,

In many situations @ may be possible to delay and gain further valuable information,
which could ba influential in the viability or otherwise of the Fvestment dacision, in
such cases the opportunity to imees! Can bo thought of as being vory similar to a call
aption. Il gves a nght. bul not &n oblkganon, 1o & stream of cash flows assobiated
with the prosect at some future date, When a company either decides o go ahead or
complaledy rejects an invesiment proposal it effec vely brings ihis option ko an end.

While the option Is open it has a value, and recent research would sugges! that the
NP rule should be modified 1o take account of the vaiue of this opfion. In effect this
would mean that, in ordar 1o procead with a project, the value of the NPV would not
only have to be positwe but must afso be sufficient 1o cover the value of the option
When a proposed capital invesiment project is being appraised. there are ikely lobe
savaral options inhersnt i the projact:

#  the oplion 1o make followon invesiments if the project is a sucoess.

# the option to abandon the project part way through s ie, if It appears not o
D8 B SUCCEEE,

*  the option lo wa belore mvesting:

e
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= he stralegic optionthe projsc! may open up new markets o followup
products.

Such options are called 'real oplions” becaiuss they arg oplions on fmal physical
assels, o distinguish them from linancial options which are options on Tinancial
asanle

Detailed explanation of real option
infroduction

Oplicn — pricing theory |s not part of the syliabus. but it is useful 1o consider the
option-liks features found in invasiment dicisions, when a projocts @6 slpping
behing lorecast, managers can take action in an aflemp! 10 achisve the original NPV
targal. In other words, thiy Cal Crasle OpUONS, of tike acton (o mibgats losses or

Terminology - calis and put optlons
Belore decusyng mvesiment decitions as oplions on future cash flows, It may be
usal ul 1o dgntty the maaning of call and pul option:

A cali opion iz an option 1o buy a specified asset ai a specified oxercse price on or
bastoria g spacified exercise date:

& put Opion is an option 10 sell & specithed assel at a specifed exercisa price on or
batrire a spacifiod swercise date.

Application lo invesiment appralsal

Thea NPV approach to nvestmaent appraisal makes two assumplions thal may e
aquontioned:

1) A project is reversibie;
7 Aproject cannot be delayed.

The assumption thal a project is reversible implies that if e project does not work.
out, the oniginal invesiment can be recovered and applied o a new project. This s
flawnd, as in most significant projects the ongnal mvestment will pither ba whally or
partly irrevaraibla,

In some instances, it may nol be possible 1o delay an investment degision, but in the
majority of cases of delay s possible - athough thens miy be coats associaied with
delay. Il a project is ireversibie (o some degree, the abdity 1o delay the investment
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decision in order to abtain new information is valuable. The addiional costs
associated with delay should be assessed against the banafits associated with that
niew Inharrmation.

Irvestment projecis can be related 1o financial call options, in thal the project
provided the night, but not the obligation, to purchass an Asssl (of commil 10 A senes
of cash flows) in the fulure. When an imeversible iwesiment decleion is made, the
call option becomes exsrcised. The opporunity (o defay an investment and keep the
option ative has a value, which is not normally reflected indn MPEY calculation,

The real opfions approach suggests that decisiona thal mcrease Sexibility by
craating and prasening oplions sholid bapursusd. Decislons that reduce fhaxibility
by exercising opllons and meversioly commiliing resources should be valuad at a
iower Tigure than conventional NPY woild suggest,

Categorization of real optlons
inthe context of investment decision There ana there oplions 1o be considenad:
1) The abandonmant option (nancial put oplion).

2) Tlnirgwﬁmu[ﬂnhndﬂﬂllml—mrﬂwfﬂ s “wail and see

oplions:
3) Siralegic imvestmen! opfions {linancial call option) - sometimes refared fo

i Toliow = on apions:
Different types of real options
Tha abandonmenl opltion

Major imvesimenl decmsions svolve heavy capital commilments and are lamgsly
smoversihle: onoe the nilal capital expenditure & incured, management can nod
tum the clock back and act diffengntly.

Because the management s commifting lasge sums of money @ purswt ol higher,
but uncertain, payolls, the abilty lo abandon, or 'Bail out’, should things look grem,
i b valualhs.

Timing options (or “wait and see options”)

Management may view an investimen! 2s a 'now or never opportunity, anguing that
in highly competitive markels thereis no soope for delay.

In @lfact, this amounts o viewing Ihée decision as a call option which 8 aboul o
anpira. It a positive NPV s expectad, the oplion will De exercicad, othanwiss the
224
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option lapses and no investmant is made. However, delaying the decision by a year
to gain valuabls new informaton i likely to be a morne valuabie oplion

This helps us to undersland why entities sometimes do not take up apparently
weallh-creating opportunities: the oplion o walt and gather new nformation is
sufficiantly valuable fo wartand such deiay,

Strategic investment options (or “follow-on options )

Caertpin investmen] decisions g rise 1o Bllovw-on apportunilies which are woallh-
creating.

For axampla, new technology invistment, involing large-scale research and
davelopment, is pariiculary alfficult jo esvaluaie, and many such projacis would
show negative NPVs as the uncertainty involved would damand the use of high
discount rates. Howevar, they offer the polential to access a large market in the
fuluira,

The negative NPV can be viewsd as the oplion cost, or premium on the follow-on
option. The value of the option |8 the value of the flexibility associated with the
progect

Simple real opiions example

Cardif Camponants Co. is considefing bulldng a new plant 1o produce componenls
for the nuclear before industry.

Proposal A s 1o bulld 8 custom-designod plant using the lales! lechnology, b
applicabie only to nuciear delence contracts,

A lest profitable schema, B, is to build a plant using standard machene tools, ghing
greates fedbility in apgdlcation

The oulcome of gensral election to be held one year, hence, has & major kmpact on
the decison. I the current govemmant & rotumed 1o office, thalr commitmant 1o
nuclear detense is Bkely 1o give rise 1o new orders, making proposal A the befler
cholca, B, howavar, the cusrent opposithen pany i elaciad, its commitmant 1o run
down the nuclear defenoe industry would make proposal B the better course of
achon,

Proposal B has, in @fect, a put option aftached o it, giving tha flgabity to abandon
the proposed operation in lavor of some athor actly.
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Mustration - 4 Real options
Initial s cenarko

Aproject, P, hat axpectad cash flows as shown balow:

Yaur 0 Yoar1 Yoar2 Yoard

As. ] As. B RAs. I Rs.

(3.500) 13 3,000 k] 2000 13 3.000
13 2,000 113 2 000 13 2,000
13 1,000 173 1.000 173 1,000

Ewpacted values 2,000 2000 2.000

Note thal p = probabilety of sach outcome.

The project’s MPY at a discounirste of 105, baged on tha expected value of its cash
flows is!

Year Cashtiow (Rs. ) DF10% PV (Rs.)
o (3.500) 1 (3.500)

1 %000 0.808 1818

2 2,000 0828 1,663

3 2,000 0.751 1,503
Haore detaits regarding the project

The- milial mvastmant of As. 3,500 in projec! P represents the purchases of a
customiped maching, the price of which i knowsn with cartainty.

Bacausa it s a cusiomized machines iis resale value is low’ it can only be sold for
Ra. 2,000 upto 1 year after purchass. Theraalter, i resals valus will ba 2ero.

The aption 1o abandon the project iImmediately

Once the machine s boughl, the sxpecied value ol abandoning the projact
mimed|ately would be R, 2,000(1 x As. 2,000),

This must be compared with the expected vaiue of confinuing with (he projecl, which
s An. 4,074 (Aa, 1 B18 « Rs. 1,653 + Ra. 1,503),

in this case, the expecied benefits of conbinuing wiih the prosect far outweigh the
retumms form abandoning i iImmedately,
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The option o abandon the projectin 1 year's time

Onca the maching has beoen in operation fos A year, the firs! year's cash Mows will b
ke wilth Gty

Assumo that in this sconaro, the year 1 oulcome determines the years 2 and 3
oulcomes with certainty (Le., i tha outcome is Rs. 1,000 in year 1, it will also be
As. 1,000 in year 2 and year 3. sic). '

Nota: I this wors not 1o be case, a decision iree could be used to idontity all the
polential combinatons of oulcomes.

Given that maching can be sold for As 2,000 at this point, the three possible
oulcomes if the project is abanddned in 1 ysar's ime ore:

Year Cash flow (Rs. ) DF 10% PV(Rs.)
Mew 0 2,000 ! 2,000
1 (1,000} 0.908 (904}
2 {1,000} 0.826 (&26)
; 265
Year Cash flow (Rs. | DF 10% PV (Rs.)
Mew 2000 1 2,000
g B, {2,000) 0.902 (1,818}
2 (2,000) 0.826 (1.652)
(1,470
ear Cash flow (Rs. ) DF10% PV (Rs.)
i 2,000 L 2,000
7 {3,000) 0.809 2,720
(3,000) 0.826 (2.478)
(3,208

Note that in each case | has been assumed that the proect has been abandoned,
and (herafore all the fulure cash flows have baan foregone.

it can be seen hal # the luiure cash flows are axpocted 10 be As. 2,000 per annum or
Re. 3,000 par annum, the project should not be abandoned in 1 year's tima. Since
the value of the luture cash flows loregane would be higher than the disposal value
of As. 2,000.

However, if the fulune cash Rows are expactad 1o be Fie. 1,000, the project should ba
abandoned singe the abandonmen| oplion has a positive NPV,
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Assessing the value of the abandonment option

The Fach that e propect can be abandoned in 1 yesrs Bre 1 cash Hows tum out 1o be
at tha |low end of ppactations (Rs. 1,000 per annum) gives an additional valua 10 tha
overall project

Thee vaslue of this can be incorporated inlo he NPV of the progect by recomputing the
NPV based on the cash flows i the abandonment lakes place, as follows:

Yoar 0 Year1 Yaarl Yoar 3
Rs. P Rs. (-] Ra p fs.
{3,500) 13 3,000 2 2,000 13 3,000
13 2,000 i3 2,000 13 2,000
113 1,000 +2.000 3 ML 13 MIL
Expected values 2,667 21,887 1,667
The NPV of the project now becomer:
Year Cash Mow (Rs. | DF 10% PV (Re.)
] {3.500) 1 {3.500)
1 2667 0.809 2,424
2 \ 1887 0.828 1,377
3 1,667 0.751 1,252
1,553

L, Ihe pption to abandon the project in 1 year's tme increasas the NPV of tha
project by Fis. 79 (Rs. 1,553 - Rs. 1,474),

Waluing real options
Optian valuation

Caleulations an oplion pricing ane ot part ol the syllabus, but it s worth noting that
fhe Black - Schales option pricng model can be used to value real options if ha
foliowing five lactors can be identified and enterad imao the modat:

1) Presentvalue ol the luture cash fiows from the vestment,

2) Inilial pullay on iha investman;

3) Time: unit the imvesiment opportunily disappears, that ks the kength of time
than an iInvestment decision can be defarmed without losing the cpportunity to
Invest;

4) Variability of progect redums;

5) Risii - friea rale of inlersst.

In practico, howawer, tha fima 1o oapiry and the vanability of project rétums may be
difficult to measure,
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Pricing an oplion using values for these factors will arguably provide more
irformaton aboul tha value of a project than using NPY. Howaver, quantifying thasa
taciors objecively = not siraightonsan.

Adjusted Present Value (APV)

Introduction

The risk adjusted WACC can be used as an NPV dizcount rate when capital
siructune is balng maintained, but project risk i3 dfarant from thal of the company.
Whien capital Structure is nol baeng mairtained (i.&., the project will be Bnanced in
such a way as o change #he company's capdal structure), then no form of NPV
analysis, noither: {

I} NPY plus WACC nor
i) NPV plus risk adjusted WACG.

8 suilable. Instaad we have 10 use Adjusted Presant Value (APY),
Awmnmmm
APV = Investrmant dacision « financing decision

(i.e., Value of a geared project = value of an all equity financed project + PV of
financing wide effocts)

Three stage approach
W takes o Ihiee stage approach:

* Stage One: the project is evaluated as it it is &l equity financed.
& Stage Two: the project’'s finance packags’ s evaluatad
* Stage Threo: stagos ona and two are combined io produce the APY

Stage One
Stage Oné is a standard NPV analysis of ihe prosect, swcepl lor the discounl rale
usad

in & nommal MPY analysis efther WACC or risk adjustod WACC |8 used. In APV a
special decount rate s used the base case discount rate.

To lind the base case discount rate, we use the assel beta of a 'pureplay
comparison’ company and inpat it into the CAPM. This gives the base casa discount
rabe lor the project: the relum reguired for the Drosect's business nisk.
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Procedureisio

* Find tha ungoaned bila valuo,
* Pulinto CAPM o gel keu to se a5 a base case discount rate;
*  Calewate the basa case NPV

Stage Two

in Stage Two, the presert value of the cosls SR befefits associaled wilh the
financing package & calculated Costs and bare fite nslude:

* |ssuecosts on debland equity;
* tax roliel on interest paymants tha *fax s hiaekd™);
*  the value of & subsidy on debt

What rate should be user o discoun| thess financing cash flows?

As all financing cash fiows are low risk they ane discounied at eithar the kd or the sk
trearate.

Details of financing costs and benefits

Equaty iesuse costs are nol tax deductible but debl issus cosis lend 1o be. Somotimes
e amount rased has b cover the ssus costs, in othar cases. he issue costs will ba
in addition read the question carefully.

PV of lax relief on interest paymenis = PV of tax shield

This is o cakoulation of an annuity. or o deferrod arvusty if fax rolief is first received in
year 2,

Annual tax refal = fotal loan x mtanest rate x tax rate
Subsidised /choap loan

Like all loans, calculate the tax shigld. In addion, you need to calculale fhe
oppariuniy benalit of this choap kban as follows:

P of Interast saved X

Less PV of tax reliaf lost (x)

PY of the cheap loan 4
230
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Debl capacity

A project s debt capacily derobes (18 abikty 10 Act s secufity for & loan. It |s the tax
ralief avaitablo onsuch a loan, which gves dobl capacity Its valup.

‘Whan caloulaling the present vaiue of the lax shield (lax reliel on inlerest) one
should basa il on the projecr's theoratical debl capacity &nd nol the sctual amount of

The company accrues a tax benalit from a project &f sach pound of debt finance that
project can support, aven il e dobt is used on soma other project. Tharelons, wa
s Lhe thearelical dabl capacity o mateh the b benefit 1o the spacific project.

This technique assumen that the theorescal debt capacity is fully utilisad within the
company as a whioka.

Stage Three

Having calculaled tha projact's base case presant value and Mgo the present valua
of each ‘subsidy” that tha project receives and of each finance issue cosl, these are
then combing fo it an overall PY: the project's Adjuited Presen! Vakem or APY.

Example &7 &8

T Lid, = a quoled compary. The directors have been evaluating a cosl saving
projec which will require Rs. 1.9 million capital expenditure on new machinery. The:
d@rectors axpect the capital investment 1o provide cost savings of Rs. 300,000 par
annum indefinitely. Both of thess Nigures ane given nel of any tax implications,

The comparny & al present all equily financed, The discount rate which it applies to
invastment decisions of this nature is 16%. The direcion Defeve the curnani capital
siructure fails to take advartage of the tax benelis of debl and propose 1o finance
tha i progoct with undated debt secuned on the company' s assets. The curment
rate of interest neguired by the marke: on corporate debt of this risk and matunty is
&%, but half of the loan will be subect lo an interest rale of 3% under a Govemment
subgidy ascheme. The cosls of sue, whach arg not tax deductible, ane expected to
b 5% of the: gioss proceeds of [ssue. The company inlends to issue sullicient detil
o covaer ine cost of capital expenditune and tha costs of issue

The company's tax rate s 33%
Required:

Using the mformation given for DT Lid. calculate the APY of the invesimenl.
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Linking Investment Appraisal to Customer Requirements

Primary objective

By this stage, you should be entraly happy with the assumed primary objectve of
companies o maximise thalr shareholder wealth, Any investimen! decision shoukd
be appraised with this objective in mind, 28 explained i the next secton dealing with
Net Present Value (NPV] analyss.

Link lo cusiomar requirements

However, I is worthwhila laking a siep Back fram the malhematics and staning by
noting that an imvestment progect will onby by a success f @ delivers valuas o its
customars, who are wiling voluniarly to pay for (hé oulpul ol he Invesiman project
and will thereby yiedd the cash infiows that are required. Sansfying customer
requirements is key to successful Tnvestment project management, from the initizd
planneng stag through o actual Solhvery.

Product | service design

Satiafying Custome requirements s closely bed in with product servce design, 1o a
product should be specliically designed lo include the lealures thal customers
actuddly wan! and are willing to pay for.

For suampls, there is no point in a computer hardware manufacturar paying money
= paint a fancy logo on the hasd drives that it produces, Cusiomers simply want o
pay for a unit that they can install inside thelr computarn and never look al again
Theey ara nol willing 1o pay axira for units with fancy paintwork on the outskde, 50 the
outside of the hard drives shoukd be ket unpainted.

Investmant projocts should be tostod against this idea of defivering known value to
customers by bringing them the leatures that ihey réquire and afe willing to pay o1

Investments in 1S /IT

A particular problem is expanenced in appraising investmant projects concamed
with Information Systems (1S) and Information Technology (IT). Businesses have
aways used information systems, even bafora compuiers becamo widespraad, as

mathods 1o collect data about the compary and its compaiilons, which is then made
avaitable 1o the managers of the company o help them in ther tecision making

Racan| developmants in T mduding the prevalance of cheap powarful compuisns
and databass tschnolegy have allowed such sysiems to halp managans:
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= althe stralegic level, 1o plan for the achievement of the organization's cverall
obyoctivos;

* i tha operational levisl, 10 ensure that the processes currently camisd out ane

* 1o confrol the business, by comparing actual pedormance with planned
pariormancs, kighlighting lor attention any sgrificant varances thal arss

‘While fhe cost of a compuler or a software appbcabon = a known amount. the
benelits of IT are hard o te down, As the econamist Hober Solow has famously
said: In business you can ses compulémn gvasywhare but in the producthity
stafistics’.

Sama seniof Managen slmply believe that expendiiuie on IT is & ‘good thing' and
that money must be spent as an "ait of &ith', but the pressure on all budge! areas in

recent years has led lo blind taith no nger being an acceptable policy.

Top managers ioday insist on 1T spending boing justifisd in the same way as any
other proposed expanditure. The problem in applying conventional DCF analysis to
ISAT projects iy that, even if the upfront cost is known, the benefits will be both
tangibie and intangible, and selocting a ditcount rate to rofect the rek of the project
will also prave difficull, Nevertheless, the exercise can sl be carmied oul, aven i it
will ity he possible in approsimale lerms.

Controi of Investment Projects

The capital budgeting cycle

A common feature of industral activity is the need 1o commil funds by purchasing
land, buildings, machmery, ic., In anticipation of being able to earn, in tha future, an
Income greater than the lunds commilted. This indicales the meed for an
asssgsmaent of tha size of tha outiows and inflows of funds, the lifa of tha
invesiment. the degree of rsk atftached (greater risk being justified perhaps by
groaler retums) and tha cost of oblaining funds,

Basic slages in the capital budgeting eycle may be idantified as foll ows:

a} Noeds for pxpenditure are forecast.
b} Progaols lo mestl thoss needs ane distinguished,
¢}  ARsmatives are appraised,
d]  Bestallematives are selecled and approved.
L] Expondtune s made and monitloned
n Deviations from astirmates are examined as part of a Posl Completion Audit
{PCA).
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Post completion audit ol capital projects

During the We of a pioject, an imvestigation should be undertaken 10 examine its
profitabiity and compano i with the plan. Thaers ane thros reasons for undaraking
these postmortams:

* To discourapsd mManagers from spanding money on doubthd projects,
because they may be caled to account al a later date.

* |t may be possibla over a pericd of years it discerm a trend of reliabdity in the
BSUMAleS Of VANOUS Manageis.

* A gimilar project may be underaken it lise luture, and then the recently
compioted project will provide auseful bosis for estimation.

More on capital budgeting and controle
Types of capital project

Reasons for capital expendibre vary wadely. Prosects may be classified into the
loliowing calagories.

* Maimenancd - replacemant of wom oul of obsolole assols, salaly and

s “Pygfitability — cost savings, qualty mmprovement, productivity, relooation,
[ [

Expansion — new products, naw oullels, research and development, ale.,.

" Indinec! - office bulidings. wellare tacifies, olc. .

A particuiar rvesimant projac, of course, could combing amy number or all of the
above classifications.

Caphal expenditure forecast

In preparing budgeds, it is necessary (o considar how much monay can of miest be
allocated to capilal mxpenditure Capital developman| schemes may bo stared
because a surplus of cash resources is revealed by the long-tarm plan, but usualy
management decides on a capital devalopment scheme and then Seeks the means
1o finance i Initially, the budgel will be an exprassion of maragemant's Ranbon o
allocate funds lor certaln broad purposes. In fhe budget period, maney will be
requited as lollows:

* lor previously authorised existing projects,
* s now projects, full detaiis of which may not yel be avadablo,
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The loracasts will indicatls wheather sufficient funds are avaiable, and perhaps whan
additional funds will need 10 be obtained. It & acvisabla, therefore, for managens to
submit long-larm capital sxpenditure forecasts, say lor two to fve years ahead.
Consequently, the possiblity of obsolescence (and the direction of the fuluie
deveiopmant of he firm) must be borna inmind.

Capital expenditure commitiee

lﬂﬂWthlw.ﬂh:ﬂﬂllumﬂh
budgat commitied of Ak 6 separate mestng of the antine budgat commities. The
responsibdities of the capital expendiure Commefiss are o

*  poordinale capital axpendilurp policy;
*  appraise and authonse capitalsapanditurs on spacilic propects:
*  meview actusl expendituns on capital projects against the budget

Capltal expenditure decision

it has frequently been reporied thal, n both the private and public seciors,
invasimant deaisions are made rather casually and that ihis axity s one of the major
couses o lack of growth within the economy. Of all the docisions taken by
managemant, those concemed wilh invesimant are the most crucial: once made,
thay may fix the future of the company in terms of its technological role, cost
atructure snd market elfor! required, |.e., once e product haa been sslected and
the plant bull, the company & committed o the specific cost structure which
sacnnmpanies thal particular typa of plant and the product made.

Authorization of capital projects

The capital budget will nol necessarily be based on a detalled analysis of required
projecis. I s llcely that managers will be askod bo lofecas! helr capital expenditurg
reguinements for inclusion in the budget but, even i such figures are included. i (s
still necessary lor detalled proposals to be submettad {0 the commitiea belore the
projacts may be stared. Many prajects will incur fairty small oxpenditure and, in
ordar nol 10 involve e commiliae in unnecessary detall, broad guidelines ought to
ber tabd down reganding the amounts of expendiure thal may be commitied by each
level of management. Top management mus! see thal the types of expenditure 10 s
troaled as capial are cloarty definad. and thal every subordinate o commitlas
knows precisaly the imits towhech Ihey can approve capial expenditure
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Feasibility study
Faasiblity study norrmadly includes theee main areas:
] Markst lsgues:

a) Potential market opporiunites
b} Type of ndusiny

-] Size of market

d)  Projectedmarket shame

i) Technical or organizational raquiremant

g  Managemenrs sxperienos forife project under considernaiion
b) Orpanization’s aocess o snuroas of requined résources

)  Technicalities immived in the mvestmant projects

d)  Organizational strucicra

&)  Financial ovendgew

) Eslimated slarting cost of the project
b) Estimatid operating cost of the project
¢) O+ Estmaled demand and revenues relaied o project
-d) | Project profit {loss) retated 1o project
B - Pogsible sources of finance and cost of knance
f| Pisk associated wih project
gk Payback pariod and kfe of prossct
hj Taxation aflect
i) Estimated rasidual value of project’'s assats at tha and of project

Capital expenditure control

Strict control of large projects must be mantaired and the acoountant must submit
perodic repons fo lop managemeant on progress and cost, A typical repor wousid
nclude data such as the following:

*  Budgsted cost of the project, dale started and scheduled compieton date
*  Costand over orunderexpanditure 1o date,

* Eslimated cos! to completion, and estimaled final overor underexpenditure.
= Estimated completion date and details of penalties, i any,

The capial expanditune commities will seek sxplanations lor any overspending that

may have arisen. Where projects are incomplete and actual exponditure axcosds

the aulhorsalion, additional Buthodnly rust be sought 1o complals the propcl. In so

daing, the commities must consider the value of the projact &6 | then stands and the
236
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additicnal value that will be gained by completing it, compared with the additional
axpanditure 10 complation.

11 Exam style guestions
Tost your understanding 1= Borrowing Lid.

Whilsi setting Its long-term budget lor the years ended 3% Dacembes, 20X1 to 31
December, 20X9, Borrowing Lid. has reviewsd the cocls attnbutable to each cost
contre. The firm is concarnad with the cost lprocasis for centrs CS23/CS, namaly
thie circular saw. The cost budkpst for e nast v vesrs i

Year ended 392.X1 31.J2K7 ILI2X3 31124 I92.X5

Rs. B As. As. Rs.
Depreciaton 211 158 118 89 67
Suparvision 500 GO0 720 BG4 1,037
salary
Power 15 15 20 20 25
InSurance 5 A 10 10 15
Consumable stores 130 150 180 220 270
Malmanance
labour ROD 1,000 1,200 1,500 1,900
parig 850 B30 1,090 1.500 1,730
Fixed
wvirheads
abhsorbed 200 250 300 as0 450

The change for insurance is in respect of & policy which specificaly relates fo the
saw, Tha supanisor only spends a pormon of his lma with e saw = whan it |s bang
usad by apprantices. The saw 8 currently (31 December, 20X0) vaiusd at Rs. 750,
although this figure is expected o fall by Fis. 250 sach year.

A naw sirw has coma onto tha market which s being offerec at s, 3,500, As a sales
promodion kdea hhma&l!qlﬂnwtmpmﬂmdmalﬂshsﬁmmm
purchase all fulure saws al the same price. The running costs ol the new saw are
axpected o ba:

Year ended azx 3H.a2xXz IA2X3 A.A2X4 3A2XE

As. Rs. As. Rs. Rs.
Lasbour 300 47T 650 TO0 800
Paris 200 300 400 500 800
Ortiher dinect 500 600 T00 800 900
[= 1
Fixed overhaads
absorbed 300 asp 400 450 500
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The scrap value of the new saw is estmated as baing Als. 2,000 at the and of its first
yaar's use, As. 1,500 after two yaars, As. 1,000 atter thras years, Bs. 250 ahar four
woars and trom then on the asss! would have nejligible scrap value.

Aeguired:

a) Datermena how aftan the s maching should be replaced.
b Delermene when tha obd machine should be repfaced.

ignorg taxaton and assumg thal this bype of rnaching will be useo in perpefulty,
Borrowing Lid. has a required rate of retumn of 10955

Test your underatanding 2 - Sindh Lid,

Sindh Lid. has detadls ol wo machinas which could fulfil the company's future
production plans. Ondy ona of hese machnes will ba purchased.

The ‘standard’ model cosls Re. 50,000, and the ‘deluxe’ Rs BA 000, payable
immediatety. Both machines would require the input of Rs. 10,000 working capital
fhroughout fhelr working lives, and both machines have no expectod scrap value at
the &l of their expected workeng fives of four years for the standand mschine and s
years-lor M2 defuxe machine. The lorecast pretax operaling net cash flows
asgockated with the two machines arg:

‘Vears hanoo
1 2 3 4 5
Rs. Rs. RAs. RAs. As.
Standarnd 20,500 22860 24270 23,410 35,100
Dy 32,030 26,110 25380 25 940 38,560

Tha doluxe maching has only moontly boan introduced io the markel and has not
bean lully tesied in oparating conditions. Bacause of the highar risk involved, the
appropriaie discount rate for the deluxe machineg is believed io be 14% per year, 2%
highar than the discount rate for the standard machine.

The company |s proposing 1o finance the purchass of sither machine with a lerm
loan al a fixed interes] rate of 11%: per year

Taxation &l 35% I8 payable on operaling cash flows ond year in affeans, dnd capital
allowances are available at 25% per year on a reducing balance basis.

238

For more visit: www.RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgY Wigre Vis# WAV RIdzAdddemy.BlogSpot.com

Investment Appraisal-Further Technigues

Required:
a) Calculate lor both the standard and the deluxe maching.

i} paybackpenod:

i) mat prasent valus,
Aecommend, with measons, which of fha two machines Sindh Lid. should
purchase.

(Relevant caloulations mus! ba shown |

bl I Sindh Lid. were offered fhe opporunity to lease the standard model
maching over & lour year penod al a renlal ol Re. 15,000 par yoar, nol
including maintenance coss, ouniugie whether The company should lease or
purchase the machine

] o Burveys have shown thal the accounting rate of netum and payback period
/! are widely used by companies in the capital investmen| decision process.
Suggual reasons for the widespread use of these investmant appraksal

Tischreciuis
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Multiple choice guestions (MCOs)

Profitability index is calculated when

&) prigects ane diviaible in capital rabonindg Situation

bj projects ang not divisible in capital rationing situation
a) assel replacemant decision i iaken

dj buy or lease decision ks Laken

Adjusted Present Value [ APY) Is only used winan
al businass rigk & changed

b)  financial risk is changed

el both fmancial and business risks are changod
dj In all above situations
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n Tes! your understanding answers Rs. 38,600
This has a PV ol = Rs. 440,000
Exampile 1 - Capital rationing 0.08
As. ‘000"
a) A B C D {Note: A discount rate appropriate 10 the level of risk of the fiow i used 1 find the
NPY 2 5 16 8 Pv.)
initial coat 30 20 40 10
MPV/Rs. imeasiad o3 0.25 050 0.80 Value of subsidy
Rank 2 4 3 1
The subsidy saves 6% p.a. In interes! (8% 3%, The posl tax value ol ths subsidy in
Bahar Lid. should inves! the Rs. 50,000 as follpws: parpeluity is theralons:
; 1
1)  Doproject Disaving Ra. 50,000 o 6% x Re. 1 mx (10,33) x =M 446667
21  Doproject A leaving Rs. 20,000, o
3 Do half of project C, using up this remaining funds,
w Issue costs
Bl BaharLtd car alford b mvest m the following multiasset portiolos. =
‘ o I8sue COBts = 5% of R, 2 m'= As. 100,000

/ NPV g

;-rg*ﬂ gﬁ E These arisa at fime 0, and thus have a PV of (Rs. 100,000}
& 1 .

C+D 24 Th ad|usted prosent valus (s ihus:

By trial and arrgr the optimal investmentis A + B+ D.
Example 2 - APY
APV = Base casas NPV 1 PV of financing side efiects

Fs. 300,000
Base case NPV = T—m.i.m,mnqm.ai,m
The side effects of inancing are:
Tax reliel on debt interest

Debl issued = As. 1.9m + issue Costs (= 5% debl msued)
- 85% debl issued =As. 1.9m
Sodabl msued =Re 1. 9m0 S =-Rs. 2m

Tax refief on inferest = [(Rs. 1mx 9% + (Rs. 1 mx 3%)]x 33%=Fs 38600 pa

241

A=, 25.000 + 92, 440,000 + A2, £46 667 A= 100,000 = Rs. 761.867
Test your undarstanding 1 - Borrowing Lid.
a} — Running costs (now saw)

Labour, parts and olher direct costs included.

PV factor PV Cumulative
As. As.
Yaar 1 1,000 0.208 909
Year 2 1375 0826 1,136
Year 3 1,750 0.751 1314
Yoard 2,000 0683 1,366
Years 2,300 0.e21 1428
Scrap value (new saw)
Year 1 2,000 0,904 1.818
Year 2 1.500 0826 1239
Yoar 3 1.000 Q.75 751
Yeard 250 0683 171
Year s Mil ne -
242
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One year cycle

(2"

Purchase cost
Running cogls Year 1
Scrap valuo Yoar1

Total PV cost

Two years cycle

Purchase cost

Running costs Years | and 2
Scrap value Year2

Total PV coal

Threa years cycle
Purchasa sost

Running cosls Years 13
Serap valye Yeard
Total P cosl

PV

Four years cycle
Purchase cosl

Running cosis Years 14
Scrapvalue Yeard

Total PY cost

Five years cycle
Purchase cosl

Running cosis Years 14
Scrap value Yoar4

Taotal PV cosi

243

(3.500)
1,818

Rs. (2.581)

(3,500)
(2,045)
1239

Aa, (4.306)

(3,500
3.359)
751

As. (6.108)

{3,500)
(4,725)
im

Ra. (8.054)

(3,500}
{4,725)
17

Fis. (8,054)

1]
1 4
w
-
o
<
-
=

Investment Appraisal-Further Techniques

Tocalculste AE cost

Yoar Total PV cost Annuity fachor AE cost
As. RAs.

1 2.5 0008 = 2,850 pa

2 4,306 1.736 = 2480pa

3 6,108 28T = < ASE pa

4 8,054 3970 = 24 pa

5 8,653 I = 2,546pa

b) Monidentical replacement

Running costs (old saw)

Poswar, consumable stores, maimierance and [nsurance are included. Supervisors
salary is ignored as i would be ncurred armnaay.

PV factor Py cumulative

Rs. A Ra.
Yoar 1 1.500 0809 1,384 1,384
Year 2 2000 DLa2E 1,652 3,018
Year 3 2,500 0.751 1878 4804
Yead 4 3250 Q683 2,230 114
Year S 4,000 0e21 2,484 8.508
Rsplags now PV tactor PV

Rs
Scrap value T50 1.00 TS50
AE gos! new maching
Yaar | -o= 2456 (24,560)
0.10
Total PV cos Rs. (23,870)
Replace in one year's time
Running costs Year 1 {1,500) 0.908 {1,364)
Scrap vidue Year 1 500 0.908 455
AE cost new machine
Years s - oo 2,458 22,325)
= 0808
010
Tolal PV oost Rs. (23,234)
244

For more visit: www.RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgY Wigre Vis# WAV RIdzAdddemy.BlogSpot.com

Investment Appraisal-Further Technigues

Replace in two year's time

Running cosls Year 1-2
Scrap value Yaar 2
AE cost naw maching

Yoars 3 - oo

Aeplace in throe year's lime

Running cosis Year 1-3
Scrapvalue Year 3
AE post raw madching

Yoarg J - o

Aeplace in four yoar's time

Hunning oosls Year 1-4
Borap value Year
AE cost new maching

Years 5o

(3,018)
250 0,826 207
2 458 (20,287)
—  0L.B28
010
Totai PV cosl A, [23,004)
{4,894)
2,458 (18,445}
w751
0.10
Total PV eosl  As.(23.338)
[7,114)
2,456 (18,775}
— 0683
010
Total PV cost  Rs (23 BES)
245
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Replace in five year's time

PV facior Py

As.
Replace in five years’' me
Running oosts vear 1-5 {1.500) 0.808 {8.588)
Scrap valua Year 5 500 0.808 -
AE cost: new maching
Yoars§ - o= 2 4586 (15.252)
® DB21
@10
TotalPVcosl Rs. (24,850)
246
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Test your understanding 2- Sindh Lid.

a) Calculation of tax llability

Yoar1 Yoar2 Yoard Your 4 Yoar5 Yoars
Rs. Aa. A Aa. A& As.
Standard
Operating cash 20,500 22 B8O 24.210 23,410
Nowes
Capital 12,500 8,375 T.03 21,004°
allowance f
8,000 13,485 17178 2316
Taation (35%) 2,800 4,720 6,013 g1
f Deluxe
/
Operaling cash -22.030 26,110 25,380 25,040 38580 35100
P
Capital 22,000 16500 12,375 8281 8,561 20.883°
. allcvancs
L1
10030 9610 13.008 18650 31,508 1417

Taxaton (35%) 3511 3,363
* Ing|uding bakancang allowance
Forecas! after lax cash llows

Year Year
(1] 1

Standard

Fied {50, 0040)
assels
Woarking
capital
Oparating 20.500
cash

Fiows
Taxaton

{10.000)

4,582 58N 11,060 4876

Yaar Year Yoor Year
2 3 4 5
10,000

22860 24210 23410

(2.B00) (4.720) (6.013) (B11)

M7

w
x
¥
o
v
<
I
)
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(80.000) 20500 20060 19480 27397 (811)
Diecount  0.893 0797 0712 0636 0567

tactor
(12%)
Prasani (BO000) 18307 15988 13877 17424 (480)
values
i Payback period is appromimately three years.
L] Nt presont value = Re. 5,136
Year0 Year1 Year2 Yeard Yeard Year5 Yesr6 Year7
R, As. Hs s, As. As. As. As.
Deiuxe
Frued (B8, 000)
assels
M“lm‘rg { 10,000} 10,000
capital
Oparating 32,050 26,110 (25380) 25940 38,560 35,100
cash fiows
Taxation 3511 2383 4552 583 11,060 4 .8978)

(880000 32050 22509 22017 21,388 32.720 34,040 4,976
Digcount - OB77 0760 0675 0592 0519 0456 04

factor (14%)

Prasent’ 88000 28080 17378 14861 12662 16886 15522 1990
Values

ij Payback parod s approsmataly four years.
i) Mel present value is Bs. 5.510.

** Assumes working capilal s released immedialaly. In reaity soma timatag will
Enisd.

MNormally the projoct with tho highost NPV would bo solocted. However, as the
projacis have unequal ives, it can ba angued that, aithough the daluxe has a higher
NPV, this = only achieved by oparating lor two more years. it the machines are io
ful a continuing production requinamasnt the time (actor needs o be conskdersd.

The annual equivalent cosl approach is nol appropridte as both machines have
different levels of risk. In this situation the most useld approach 18 to assume infnite
reinvaatment in sach machine and calculate their NPV to infinity,

248
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MPV of the investment = Present valus of an Answers o MCQOs

anmuity of appropriate years and discount rate

MNPV e = 1 é
Discount rate 2} b
Standard
5136+ 3.037
NPV oo = —_— = Fa. 14 053
012
Deluxe
5510+ 3839
NP oo - =Rs. 10,120

14

1]
1 4
w
-
o
<
-
=

* The preseni values of annuities are taken lor four and six years as these are the
useful lves of the projects,

,_ As the standard machine has the higher NPV | itis recommended that this machine
i ghouls b prrchasad

An alvenatve approach to tha problem of differant lives might ba 1o AESWMS &
risirastmant rate for the shorter investmant and (o use this rate Lo agualiss tha ives
of tha investmanis.
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Business Valuations

Chapter Learning Objectives
Upon completion of this chapler you will be able to:

* Undersland reasons lor valuations

* Apprehend assel valuation bases

* Comprohend aarning valuation basés

*  Laarn aboiud dividend valuation bases

*  Know abodl cash Nlow valualion melhod
* Elucidate valuation issues

* Explicale sificient markel hypothesis

.
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Overview of Chapter

Future cash flows
discounted 81 WALC
Earnivigs
ety
DHacosrvted cash
flow inethod r
Dividend
waluation medel

Intreduction To Business Valuation

Businoss valuation is not a procies, scientfic procoss. Tha value of a businees is
affoctod by:

reporad sales, profits and assol values;

forocant anles, profits and assel values:

type of ndusiny;

loved of compafition;

range of products sold,

bresdih of customer bass,

parspactive — the buyer and the ssller will often have differant expeciations
and, henoo, may valuo the buskness diffanently

® 8 ® ® ® & @8
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Business Valuations

The valuation methods coverad in this chapter give suggested values of a businass.

The final value & then agreed belween buyer and seler after & process of
ot iaticn.

Valuation ol listed and unlisted companios
Listed companies
A fislod company will have a stock market vakug (o il kol capilalizaton)

it small numbers of shares ara being traded on the stock markel, this share price will
b usisd by Iraders.

However, if ong company is aRenpltg 16 Take over anothe: scquining e majorily of
tha shares, the markel capitatization value will not necessanly give a suitabie vaiue
for the Wansaction, since the shitisholders will not have any incontve 1o sell their
SNAraE al e Cument markst prce,

in order 1o ercourags the sharaholdors i the farget company (o sefl haeir shares., a
pramium iz normaiky offered on top of the current siock marked share price.

in conclesion, when valuing a listed company. the cument Slock marke! share price
shaulr ke usad as a starling pont lor the calculations rather than as a delmitive final
figire.

Unligtad companies

An unbsted company has no stock markst value, so the valuation process |5 mona
complex. Also, these is likely 1o be less published information available which mignt
halp a purchaser to assass the value of an unfisted company.

Therelore, whan valuing an unkisted company, estimales often have 1o be made,
based on available informaton laken from semilar listed companies (Tprosy™

COMpanies),

The valuaton mothods shown Dalow ofton value unbsted companies uking data
derived from proxy Gsted companies e.g.. cost of equity, beta, dividend yield, P/E
ratio,

In praciice, i can ba difficull 1o fnd 8 simitar isted company.
The firus answe r may have 10 be discounted by 25% 10 35% 1oaccount for

* Relalive lack of marketzbliity ol unguoted shared — it is mare difficult for
255
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invesiors 1o sall their shares if the company &= not listed;

* Lower evels ol scruting, tharelors greater nak of poor qualty financia
Information;

& Higher risk of being a smalier, less wall - regarded company with, possibly, 3
more wlatile gamings record

The Dilferent Valuation Methods
There are theee basc ways of valung a businoge.:
HNet assel based valuation method

Tha business's assety form the bagin for the valuation. Nel assal based valuaton
mathods ane difficul to apply o Bbugingsses with high levels of ntangible assats, but
thes Chapter covers methods of valuing intangible as well a5 langible assets.

Earnings basad valuation method

The projectad eamengs for a business wil giva an indication of the value of tha
business. For oxample, a business with high forecasted samings will be attractive to
a polential purchaser, and hence will be valuad Hghly, In Ihls Chapler, we shall see
how gamings ang dividends (which are dependent on aamings) can be used in
business valuabon.

Discounted cash flow method
in taaty, A business's value should be egqual 1o the present value of its luture cash

fiows, discounted at an appropnale cost of capital This Chapler explaine how o
wentily and lorecast future cash flows, and how 10 choose an appropeiate discount
rate

Exam approach

Frequenily, the compulsory case study (Section A) guestion in the examnalion will
ghve inlommation on an entity and request the candidale 10 calculale a rangs ol
wabues {or that entity.

Par of the test is not only 10 be able 10 wee the vanous methods (o calculate vakes
bl b urderstand th circumstances in which ach & mosl appropriate.

For example asset-based valuations have very limited relevance for entihes wiich
are Qoing concema espacially i ey have substantial inlangitle assots.

56
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in mach of the following sechons, the various valuation methods ame explained
togeihar with tha crcumatlances in which thay maght be mos! Appropnake.

Met Asset Based Valuation

In this mathod fhe company is viewed as baing worih The suwm of the valus of s net
assels.

Remember to deduct barrowings when arriving ot 2 net asset value if just the equity
is belng acquirad, but nol il only Ihe physical assots and related liabilitos dro being
purchased withou acquiring any Rability for tho borowings.

A nal assels based valuation is mos] Lseful when a company |8 being broken up,
rathér (han purchasad as a gong concgm, Since e method doas nol iIncomorile
he valuabon of mtangible assete it psually gives a low valuation figure, which halps
the parties o set a minkinm Erce In a takeover gituatian,

Assel valiations are (horefore lkely to be more useful for capital-intensive
busingsses, than for service businesses. whare many of the assots are Mangibe.

Alternative asset valuation bases

The et assel valuaton can be calculaled in Vanous ways:

Baok value

This: method sulfers from being largely a funclion ol depreciation policy. for
dxample, some assels may be wrillen down premalurely and others carmed al

values well above thelr real worth, Original costs may be of Mile use | assets are
very old, or if asset replacement has been imegular over time.

Thus, this method is of ittle use In practica.
Replacement value

This method calcuates the cost of replacing the business's assas, which may b
relgvant i the assels are gong to be used on an ongoing basis.

Breal-up valus / nel realisable value

Individiual assels are valued at the best price oblainable, which will depend parfiy on
the secondhdand markat and partly on the urgency of raalizing the asset

This method can be used to set a minimum selling price for the vendors, as ihey
25T
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could liguidate the business as an alternative o seling the sharms.
The strenglihs and weaknesses of net assel based valuations
The main sirengths of asset-based valuations are:

*  the valualions are laity readily available;
* theyprovide a minimum value of the entity

Thi main woeaknoieos of aascl-batod vahE ane ang

= future profitablity expectadons are gnored,

* balance sheet valuations depend on accouniing conventions, which may
lvied to vialhuations that ane very different fom markel viduations,

* i ig geficult o allow for The value of intangible assets such as nteligctual

proqerty rights.
Maore detail on net assai based valuation

A nal apsel based vwaiuation method lor a isted company will usually give a valus
conskderably lowes that the make! value of all the company's shares [he manes!
capitalization valea)

So it ghovld be obvious that shareholders [ the market do not value the company on
i basie of ihe balance shae!'s ned asse! figurs,

Shareholders. are nol buying the company for s assels but lor the income thodse
astets can produce

Thos future ncome ks generated from the usa of the balance sheet assets 1ogethaer
with the non-balance sheal assels (Intangible assets) lke hghly skilled workiorcs,
sirong managament leam and complalive positioning of the company’s products

Thus assets in the cnsde sense of balance sheat vaiues are only one dimension of a
company's overall value (In & nomal going concem situation).

Example 1

The summanzoed balanco sheol (statement of financlal posiion) of Owen at 31
December. 20X7 is as lollows:
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Assels Rs. ‘OO0
MNan-current assets 23,600
Currant assots 8,400
3'El
Equity and liabilltles S i
Capital and rosorves
As. 10 ordinary shares 8,000
Retained earnings 11,200
19,200
Mon-curmeni Eabilities
&% unsecured bond 8,000
Currarn habilitiss 4,800
32,000
Required:

caummmmdmmqmmm using net assols based valuation
mathod

Example 2

Fowler wanis to make a bed for Owen (soe details for Owen in the previous
Hampls).

it has estimated that the repacement cost of Owen's non-curmenl assels B As. 40
rmillicsr.

Required:
Caloulals the value of a share in Owen liom Fowler's pempeciva,
Exaimple 3

Ray Ltd. a isted manufaciuring company, is consioaring a takeower bid for Ribban
Lid. a smafer, uniisted company in the same industry,

Ribbon Lid. has been making losses i Ihe last 2 vears, &0 il s considerad that an
a5581 based method should be used 1o valye the busingss.

258
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Extracts from Rit o Lid. s stsiement of financial posltion
Ansaiy Ra. ‘D00
Non-cument asse’ (Hotn 1) 1.207
Currant astete (N 1o 2 &
1771
Eruaity and lahilt i
Capital and rese
Ra. 10 ordinary ¢ 101 100
Retaingd eams | LS
853
HNaon-currant s
5% bands [Tl
Current liabdi 318
1,771
Note 1: The  Cdouront assols comprise speciniizes manufscturing
replace the Uwvouid oot Ra. 1.5 m; but 1 ' libbon Lid w
doram, N a2 el il sl | 1o ma moho tren H8. 1 m
MNoto 2) R ritain nn amaint of Re, 1 20,070from o langs
has just g i 4alin. & oontract for ho san  cuRbomeEn, fre
prograss (i confony) ol ovalueof As. 30,000wil now save o beacmy
Required:
Caleulale pectsd valuation of Ribbon Lid m he pempec
Explain ar ity wour figuros
Valuati ectual Capilal/Intangii.e Assats
Dafinitic tallactusl capital
Tha ten Inciusd caphal’ has many comglax nnotalions A
synany’ with i imfledial propady, intellectus assats and ks
Intades itil o ba thoughl of as e total sbo sk ol caplal or ki
aquity 3 enfity pousonses. AG och, intelic ual capital can b be
s rwisdoa ransiormalion pracacs W e Kndwded
tramah o inlelkaciusl property of nelleciu~" assals ol tha Bnm

264
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Inteilectual capitalincludes:
Huiman resources = The collective skills, expenence and knowledge ol employess.

Inlsllectual assels- knowledgs which s delined and codified such as drawing,
compute program or collection of data;

iniel|ectual property — Intellectual assets which can be egally protecied such as
patents and copynghis;

Inisd|sctual proparty s legally dolined and aekigns property righls fo such Lthings as
patents, rademarks and copynghts;

Thisse assels are the only lorm of inlellectual capdal that ks regularly recognized lor
ACOOUNING puUrposes;

Howevor, accounting comvierkona based upon historical costs often understate
thelr vahse:

Valuation ol intellectual capital/ intangible assets

i is recojnaed that goodwil, brands and other ntoleciual capdtal (iniangile
assals) ofen have a significant value. indead offen infalisctual capital is the main
contribdn: of value fo an entity

The navt aesel hased mathoos covared above do not incorporate this value.

Thar ane two ways of valuing the iIntangible assots of an entity:

1) Simple estimate

Value ol stangibles naqual io

Value of equity (either using a quoted marke! capitalization o usng one of the
garnings based methods below Le., DV, P/E method, or PV of future cash fiows)

RS
Value of the tangible assels (ses Net Asset Valuation above)
2)  Calculated intangible Value (CIV) method

The ClV mathod examines the axcess relurn aamad by the antity ower the retum
sxpected on 18 tengible assets (thés excess is called the Value Spread). The
discounted value of the post tax Value Spread is the CIV of ihe antity, and than:

261
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Total value of equity = Walue of tangible assets + CIV

Example 4

Chapman Co. has just reported a pra tax profit of Rs. 24.29 m, and the value of its
tangible assots in the balance sheolis As. 128,66 m.

The averaps relurn on assels for companies in the samea industry ks 10%
T tax rabe is 30% and Chapman Co,'s cost of cap'lsl s 18%.
Required:

Cadculnte the value of Chapman Co. using the CIV approach
Earmings Based Valuation— the Dividend Valuation Model
Dividend Valuation Modal (DVM] Theory

The theory stalas thal the value of the company / shara is the present vaiue of the
expecied fulure dividends, discounted al the shareholders' required rates of relum

This links lo e NPV method covered earier, where |he discountad cash llows Irom
a projpcl mperosonted the gan in wealth o shareholders # the project were
widorinken waalth {share value) ia linked to discounted futura cash flows.

OV tormula
] ao{l +gj
Either: Po= —— Po=
ke ke-g
ASSUTIRG: a constant dvidond of conslan
growth
Note that:

g =forecas! fulure growih rale in dividends, and:
P, = Value of company, when do = Total dridends
P, = Valuns par share, whon do = Dividends per share

Alzo, nole that the smple formula (when assumng a constant dividend) = just a
rearrangement of the standard dividend yeld formuta:

Dividend yield = (Dividend / Share price) x 100%
262
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Example 5
Targe! has jus! paid a div|dend of Rs. 250,000, 1t has 2 millkon shares in ssue.

Thea currant raturm 1o sharehokiars in the same industry as Targat is 12%, although it
is oxpocioed that an additional risk promium of 2% will bo applicable to Targal, baing
A smaler and untisied company.

Required:
Caloulste the sxpected valuation of Tanget, i

a) divicdends arne evpected to be constant;
b} dividands are axpeciodio grow ot 4% por annum,

The strengths and weaknesses of dividend-based valuations
Tha ptrasngths of devidond:based wnluations aro:

* yalue iz based on the present value of the future dindend income stream, so
i it s @ sound Maorebcal basis,

®  heyare usetul lor valuing minanty shareholdings where the sharaholder anly
recewas dividends rom tha antity [rather than a share of lolal assals or cash
fiowes -~ taoices which form the basis of the other valuation methods).

Tha mainweaknasses of using dividend modals include:

* vastors lend (0 have very different oxpectations trom each othar, 5o it 1S
chfficuilt lo estamates what dividends will be 5 the Tuture (Mo dighan and Miker's
theotles can hardly cope with the preseni-day wide difisrencs in altitude
botwean ingifutional and indhidual investons),

* most invesions look for & relum based on wo componenis: dvidend and
capital appreciation keading to capial gain on sale of the shares the DVM
approach only ook at the dividend element.

* jvim cifficutt lo estimate a fullre growth rte:

*  particularky lor unisted companses, it can ba ditlicull 1o eslimats tha cos! of
equity (nota that in the mam, | you are not given the cost of equity, you should
e CAPM D dorivia i, of use proay company inlormation);

*  dhadend-based valuations are suitable for valuing small shareholdings rather
than for valuing a controfling intenest.
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Uneven growth rates

The dividend valuation model formula can nol be used difectly when the anfual
growtih ralo & expectod 10 changs

In such cases, the enlity’s Hespan should be sogmentad inlo e pariods for which
the vaarying growth rabes apply, and vialus aach separatnly.

Iustration 1
Targethas just paid a dvidend of Ra. 250,000 il has 2 milllon shares in issue.

The current refurn to sharehalders in the sama industry as Target is 12%. although i
& axpected ratl An addtons ek pramium of 2% will b applicablo 10 Targel, being
a srnalbar and unquoied compary,

Required:

Calculale the axpecied valuation of Targel, if dvidends are expected to Stay
congtant for 3 years, than grow at 4% par annum theraafier.

Solution

Separite the luture dhadend stream inio heo parts: first, (he constant desdands for 3
yeurs, then the growng perpetutty theceatier.

First 3 years
Presenl value of expecied dvidends = 250,000 x AF 1-3 (14%) = Az, 0.580m
Perpeluity from year 4

Use thie ghven DV formiila, then adjust for e fact that the dvidend stream stants in
yeard, nol year 1 as nomal:

[(250,000%1.04) / 0, 14-0.04)) x DF 3 (14%) = A5, 1.755m

Totalvalue =0.580m + 1.755m=Re. 2.335m
of 2. 335/2=Rxs 1.17 per share

Earmnings Based Valuation — the P/E Method

The PIE valuation mathod is a very simple mathod which values & business by
apphying a suitable PE ratio to the business's samings (prafit aftor tax),
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P/E valuation method formula

Value of company = Total posi-tax aamingsx P/E abto
Value per shara = EPS = P/E ratio

Using the P/E valustion formula

The P/E raio mathod is the simplest vaksation method. | refes on just g ligures
(Ehe posi-tax eamings and the P7E ratio),

Post lax eamings

The currend post - tax samings, EPS, for 2 company can easily bo found by inoking
al the most recent published accounts. However, these published figures will be
historlo, whereas the eamings figure needed for valuation purposes should be an
expecliod, future eamings ligure.

It ks perfectly acceptable 10 use the published earmngs figure as a staring point, but
batorg pertorming the valuation, tha histonc samings figure should be adusted for
factors such ag:

& -Oma-ff items which will not recur in the coming year (@.9., debt write offs in
the presvous yoar),

* Directors salanas which migh! be adjusied after & akeowed has boen
completed;

*  Anysavings ("synergies”) which might be made as par ol a lakeover,

P/E ratio

The P/E ralio for a ksled company is a simple measure of The company’s share price
dividad by s earnings par share

The PIE indicales tha markets parceplion of the compamy’s curreni position and ifs
future prospects. For axample, | the P/E ratio is high, this indicates that tha
company has a relatively high share price compared 10 its current bevel of samings,
sugpesting that the share price reflects good growith prospects of the company.

An unlisted company has no markel share price, 2o has no readdy avalable P/E
ratio, Therefors, whan valuing an unlisted company, a proxy P/E from a simiar listed
company & ofien used.
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Proxy P/E ratios

An gxplained above, and wiksted company will not have a market = driven P/E ratia,
&0 an InQustry average P/E, or one for a similar company, will be used as a proxy.

However, proxy P/E raios are also sometimes used when vaduing a listed company
- o course il a isted entity's own PVE ralio & applied 10 13 own earmings ligura, the
calculation will just give the exdeting share price.

In pariicular, proxy PYE ratios ame used in the conlex! of boatalrapping which is
covered in the next Chapler,

Example B

Maolior s an unquoled antity with a mecently reported afler-iax eamings ol
R= 3,840,000 1 has issued Tm ordinary shares. A similar ksted entity has a PE
raty of @,

Reguired:
Calculaie the vare of one ordinary share in Molier using the P/E basis of valuation.
The strengths and weaknesses of parnings-based valuations

Th main stranging of sarmings-based valuations s

= _{heyare commonly used and are well understood;
*  they ane relevant for valuing a controling interest (n an entity

The main weaknesses of eamings-based valuations ans:

*  they ane based on accounting profits rather than cosh flows;

* i s difficult 1o ideniify a suilable P/E raiio, pariiculary when valuing he
shanes of an unksted entity.

*  ifis ditficult io ostablish the relovant lovel of sustainabdo carnings.

Example 7
Company X is considering a bid lor Compary Y.

X has gamings of RS 3 m per annum, and Y has samings of RS, 1.5 m per annum
The P/E ratio of X is 12 and thatof ¥ ia 8.

it the takoover procaads, It is expeciad that synergies of Ris. 0.5 m per annum will be
266
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generated, and that fhe combined company will have a P/E raboof 11.

Required:
Calculate the maximum price that X should pay for Y, and the minimum price that Y
should accept.

Earning yield method

In some guestion, you may nol be given the P/E ralio, bul you may be given the
Eamings Yield instead.

The sarnings yield is the reciprocal of fhe PE ralio Le., Eamings Yield = 1{P/E
ratia).
Hanoa,

Value of company = Total eamings / Earnings Yield
Value per share = EPS/ sarnings yleld

Understanding and interpretation of Earnings Yield

Soma deeper anslysis is desirable, for example eaming the trend of share price over
a number 9 Guérens in the Bght of any events such az profits wamings and
ScouiEilions (or rumors thereol), and the kety effect thal they have had on samings.

The siabdity of eamings yield is often as impornani as s growth, baaring in mind that
np peneral way the market is absorbing new information to iry o assess a
sustainable keval of EPS on which 1o base growth for the future, Cleardy, affoctive
growth it depandant on A Gtabie basa, and tha wand of eamings yloka ovar tima is 1o
an axtent a reflection of this lactor.

A prospocive soguiner would, of course, be concemed 1o assess the worlh of a
prospechve biddee on the bass of its becoming part of the acquining entify, and the
valualion will especially need o Lake inlo acoourt the expectation of he biddes"s
ahaseholders

A further point relates to the acquirers intentions regardng the beddes. I, lor
example, the lalter entity is 1o be partiaily demerged, that is centain parts disposed of
Tweo olfed @ntitles in which iy would provide a bafter fil, and then e share phice
valuation may will be greatsr than if the whole biddes antity was 10 ba retained
MNevertheless, any such break-up consaderations will need o take indo account all
tha stnkeholdors, incheding employess, supplhers and customa s of the biddeo, as
any sanous demoniration will ake away from ihe good will valus of the acquisition
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and quite possshle damaga that of the acquirmg enfity tseif,
Discounted Cash Flow Method
Owverview of the method

Under the Descounisd Cash Flow (DCF) mathod, & valus for the scquity of the snlily is
dervad by estimating the fulure annual aftertax cash Sows of the entity, and
discounting thess cash fiows at an approprials cos of capital.

This is theoretically the basi way of valuing & business, since iha discounted value of
future cash fliows represants the wealth of tha shareholders (a5 seen in the earier
Chaptor ‘Investmant Appraisal basic tochringues').

The cosl of capilal bsed o discownt the cash flows should refiect the systemalic sk
of the cash Bows,

Exampla 8

The expécted after-tax cash flows of Thomas, an all equity financed company with 2
rrislion Bhangs i iasuo , will e as folowa.

Year R&.

| 120,000
2 100,000
3 140,000
4 50,000
Senwards 130,000

A suitable-oost of capital for svabuating Thomas s 12%.

Aequired:

Calculats the value of Thomas's aquity (in lotal and per share) using the DC - bases
ol vahualion.

More detsils on cash flows and cost of capltal
Free cash Nows

idaally, froe cash llows should be usad in DCF valualions rather than poo- L post-
financing cash fows.

Freo cash Nows are similar 10 post-lax post-fnancing cash fows, a5 o7 Thal thay
inciyde average sustainable leveis of capital and working capital <4 cash fow

268

For more visit: www . RiazAcademy.BlogSpot.com



www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgy ore Visi# AV RIGzAdddemy.BlogSpot.com
—

Business Valuations Business Valuation
irvestments over the longer tarm rather than this year's figures. Wwtrn io:n 2 - Free cash flows
Post-tax cash llows (aRer inancing changes) are often used &8 an Appiaximation lor Thard published acoounis of Caney show | 1 lolowing houred
frea cash flows.
Oper: i {afher deducting depreciation ol & 3mj=Ra X
However, where sufficient inlormation is provided in a question lo enalde lree cash A2
flows 1o e calculated, e cash llows should be usad in the DCF vahaibon instead
of posi-iax post-financing cash flows, Taxa aim
The concept ol “tree cash flows™ Cap il anpandituie = Rs 4 m, which | assumy ‘o feprdsonias
mea FCUMTOTE SEE.
The cash fiow available for destribution fo imeastons after the entity has made all the
INYEELMENS i Non-currenl Assots and warking capital necessary 10 SUStan ongoing Rex
opaorafions is reforred o as “froe cash flow” Ca g the 1res cash How s
. Definition 8c
mmm:cmwmmnunmmw:m.nrﬂm Fr Py o 82 1y ST o B e om0 B 28
dvidends and ongoing capitsl expanddure, bul excluding capilal expendiura
associalad wilh sirategic acqusitions and [/ of disposale and ordinary shae A ooroprise sost of capitsd
diviclends
T sfony paregreph above esxplained Thal "an approps
Usns pifes oyt Nows N N 5 sedt Jor ciscounting. in some exar | questions, you «
' 1ol calpilal b use, However, in oo Jase8 you will fied b
The value of the shareholdor's stake (equity) in an entity is hen the sum of the future P i s 1 : il
tiwa cash f i e ot : E E ' i :I:{‘I::::.::npﬂilu cost of cap! ol I s than Imgx
o P TE |
Moto thal if we assume thal a company pays oul all of #s froo cash llow as a dividond, E E -
tha DCF company valuation method (where Ires caah lows afe dlacountsd at cost ol < e cout of equity ss & discount rate
equity) will give exactly the same mﬂll‘laﬁlt'-&m'“va_luaﬁm method introduced gy T ¢ oof sl Ty e b used to disoount 13 fres cash fliows it
oarlior in the Chapler, whore the free cash fiows used in the DCF calculation are W ] TER Fnancing charges) inorder v i tha ety in s oompiig »
assumed 1o grow &t & constant rale and the same growth rate is used in the DVM :
valuation. i o of WALEC as & discount rds
The problem ol block information b L b disoound post-lax oo Mows BEFC
. . ARG A& projasl of an enily (debt + iquity vaRua). T w
In a project appraisal, the cash fiows generated from the project are easily ks, tha valus of debt would nesd i -y deducted
whenlifiabie. but In a business valuation Ty are nol Necessarity.
This is because thene are 50 many of Them, and because the necassary infommaton
dioes nol usually extet in the public domain.
Tharalon, for busmoss valuabon, wi ofen have 10 estimate cash iows usng the
268 &7
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In summary.
Entity value Equity value /
Share hodler value
«  uSe WACC to diacount post- | »  Use cost of eguity to
tax cash flows BEFORE discount {ree cash Mows
Brancing charges {of posi  — Lax cash flows
AFTER #nancing charges
a4 an pporoximation bo res
Cash firas whera lreg cash
flcwrs are not known)
Debsl value
i
Usa ol proxy company infcrmation

Thi cost of capital used imus! reflact the sk of the entity's cash flows. I a cost of
capital is not given, or i is dificult o derree one (perhaps because the anlily is
uniisted and therslooo tharo is a lack of avallable informiation). a proxy cost of capstal
from a simili listad company could be used insiead

When weing a proxy cosl of capital, care must be taken o ensure that & reflects the
entty's blraness risk and is capital structure, I recessary, a nsk adhsted cost of
capital could be used, 25 covered in the earlar Chapter on 'Capital Structure’,

ilestration 3

Eamon Co. ia forecast lo generale a constant stream of post tax cash flows (aher
wileras! chargas) ol Bs. 10 m par year

The comgpany s not ksted, and no cost of equily has been calculated. Howewer, &
similar listed entity, Frank Co. which operates in the same business sector has a
cost ot equaty of 10%.

Frank Co. is all equity Snanced whereas Esmon Co. has 20% debt and 80% edquity
by miarked valugs, The tax rate s 30%., and tha yield on Eamon’s debl 5 4%

Required:
Calculate the value of Eamon Co, using the discounted cash fiow method.

&
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Solution

The glven post lax and posl interest cash flows need 10 be dscounted using an
APDTOp D cost of aguity,

Although Frank Co. operates in the same business soctor, s goaring is ditforent
Hnce, A rek adjusted cost of equity (suitable 1o Eamon Go.'s cftumstances) would
be (using M+ M5 formula):

i mh o e =k) (1= VD/VE

= 10%+ (10%— 4%} (1-0.30) 2080
=11.05%

Thenglong, the value of Eamon Co.'s eguety &5 As. T0m/ 01105 =5 20.5m
Example @

Chassagns Co. bs considering making a bed for Buller Co. a rival company.
Thea lollowing inioihation should be used lo value Busler Co

Income statemien for he mos! recant acoounting penod

Rz inm

Farsar o 2851
ostof gales {120.8)
Gross profi 1642
Operaling expanses (inc depreciation Re. 12.3m) (86,9
Profit from operations g3
Finance costs (100
Profii befors tax ar.a
Takation (1.6
Profit after tax 65.7

Othar inlormation

s gallng prices are expecied o rse a1 3% poa. tof the neal 3 years and than stay
oonstanl, thersafler,

* gales volurnes ane axpeacted (o rise ol 5% p.a lor tha next 3 years and the
stay constant, thereafter,

a2
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* assume thal cost of sales s a completely varlable cost, and that ofher
oparating axpensos (inchkedng depreciation) are axpoectod 10 slay constant.

* Butter Co, invested RAs. 15 m in noncurrent agsets and As. 2 m in workang
capital lasl year. These annual amounts are expected 10 stay constant in
future

* Butier Co.'s fimancing costs are expocted 1o stay constant sach year in the

Tuture.

the margina! mate of tax = 28%, payable in s paarin whch the liabdity anses.

assomi tha! book depreciation sguals thy deprecubon

Butler Go. has 500 millon shares in issus

the WACC of Butler Ca. is 9% and s cost of equity is 12%.

Required:

Calculate the value of the squity w» Buller Co. (in iotal and per share) by lorecastng
furtura fres cash flows and discounting them (o present value.

The strengths and weaknesses of cash-based valuations
Tha strangihs of thie mathod of valuation ane:

* thaoratically this is the best method of valkuabion;
* ibcan be used to place a maximem valug on the antity;
* |{corskders the Sma value of money

T weakrassas of thig method arg:

* |t s ooyl to horecas! cash fows acouralely,

* it is difficult to determine an appropriate discount rale;

* whal ime perod should we evaluate in detail and then how do you value ha
company's worth beyond this penod? 4., the realisable valus at tha end of
the planning panod,

#  the NPV mathod doas not evaluats further opbons that may exist:

* |t assumes thal the discoun| rale and lax rales ahd constant through the
period.

Summary of valuation methods - when should each be used?

This Chapler has covered the differenl valualion melhods in tum, and has
separaiely menlilied he sirengihs and weaknesses of sach of tha methods,

Ta concluda, wa ghould tho circumstancas in which aach valuation mathod s most
uspdul.

ara
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et asset based methods

The nel asset based valualion methods are mos! appropriate when valuing capital
FIENGVE DUsingss weth planty of angiblo assols.

For a servico businoss, the ne! assel based approach is Ekoly to significantly
undarvalue the business, uniess some effon (s also Mmade 1o vialue the Intangitle
assets of the business.

MNoto, however, thal in times of uncartainty, e not asie! based approach avoids e
nedd 1o forecas! future earmings of cash flows, 20 1 may be Tavored in these
CECUMSIANCES.

Dividend Valuation Model (DV4)

The DWM &= a suitabis valuation mathod when vaiuing a minority shareholding in a
company, because # an nvestor purchases a minorty stake, the dhidends
represent the foracast incema from the investment which will impact the vahaaton.

It the Investor was o purchase a majosty stake. 1 would be more relevant 1o
considar ovarall company cash fiows of net assot valuos as & basie for the valuaton

P/E mathod and discounted cash flow method

Bothe these melhods are based on lorecasts of the fulure. and ofen use proxy
informallon form proxy companies. These faciors may be difficull to idendity in
prachics.

Providing thal free lorecasts am accurate, thess mamods vslus te busness based
on s luture prospects, so aulomaficaly include a measurs of the good will |
ntangible assels nssociatod with a bukiness.

For service business. these methods are gangratly praferred to the net assel based
methods.

The Efficient Market Hypothesis (EMH)
Introduction to market efficiency

In theary, in a parfect markal, the market valte of a isted company should ba a tair
reflection of all the iniormation wivich is known about thal company.
For axampla, a profitable company with good prospects should be worth mora than
an undar periorming company.

74
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in tha real world, A = oftan argued that the market s not perdect, so the value of a
listed company does nal reflect all the infermation known about a compaiy.

The axtent o which marke! share prices are a fair reflaction of a company's position
depends on the efficency of the market.

The Efficient Market Hypothesis (EMH)

The afficiency of a financiai markel may be examinad in varous ways, (he most
rolvinnt here boing in larms of mlormation provessing.

Informatson processng efficiency refiacts the exdent to which informatbion regandeng
the future prospects of a company is reflected in its curront prce,

Informatson processing efficiency iz of great imponance to inancial menagement as
1 means that the resufls of manadgarment decisions will be quickly and accurataly
reflecled in share priced. For example, if a firm undertakes an invesimant project
that will generate a largs surplus, then in an efficient markel it should see the value of
s equity nse. Accordingly there have been many tesis of the 50-called Efficient
Markat Hypothesls (EMH) for the LISA and the UK stock markets,

For tho puwposos of testing. the EMH is usually broken down into throd Colegones,
asfollows.

* e woak form,

*  the sami-strong lorm (which is dosest 1o the real world situation);

*  the strong orm (which s assumed by many of the theones in Finaenclal
s Siralegy).

Miore Detail on the EMH
Weak form

VWihan a stock markel displaye woak form efficiency, share prices refiect all known
publichy-availabile past information about companies and their shares. Share prices
reflect this historical mformation, such as published financial results and dividend
paymants. I this hypothesis & comact, then i should ba impossible 1o predict fulura
share prioe movamonts from hisiorcal pattorns (which is wihat so-called technical
analysis' of ‘chanisis’ attampl 10 do). For @xampils, il a company's share price had
ncreased steadily over the last few mondhs 1o a cumrent price of Rs. 2.50, this prce
will alraady fully refiect the currently avadable inlormation sbout the comparny.

The next change in share price could be eilhar upwards of downwards, with edual
278
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probability, depending on tha nature of the next information made available io fhe
k.

Because of this randomness in share price movaments, this is frequently referrsd o
as the random walk hypolhesis. This means that the movemenis of share prices
over lime apgromimae a random walk, It akso loliows that becauss (he curman! shane
price fully refleots past information about price charges | s the best estimate of
share's vake.

Semb-atrong form

The semi-sirong form hypothess of marned efficiency s thal current share prices
refiect nol only histoncal share prica informalion and other histoncal information
about a company, but also respond immadialely 1o othar curmant publicly-availatis
nformation about the compary.

Fow st mphe, suppos hat Alphs pic. |8 a stock madke! company thal announces its
tatest profits and dividends figures. If the stock market is efficiant in iis seml-sirong
torm, the share price wil react mmediately to the news announcemant and seftthe at
& now lewel hal refiects the new informaton, || the stock marked doss nol display
semid-slnonyg o atficency, it might be several déys or wooks balore The share price
Edjusts,

Thus, & plock manket specialist, who allsmpls use s expertiss 10 use ha publicly
evaiiable Information 1o predict which shares will b worth Busing, wolkd have life

SUCCEES N QUl-QUESSIng the market,

Thee enadence akso lends fo confem that the sami-strong form of afficiency does sxist
inleading stock markets.

Strong form

The: sirong form hypothests of marke! eficiency states thal the current share price
reflacts all the miommation ralevant to the company, including irformation thal has
rot yel been made publie. Il he bypothesisis cormect then the mera publication of the
nfarmation should have no impact on the share price, conseguanthy [ shoukd nol be
possible to make profits by dealing in responsa o inside information. it would be
impossibie fo make a profil by predicling fulure share price movemants lor reasons
nol yet known 10 1he markel, because e marke! knows everyihing It would be
impoasibie lor individuals o make a profit from insider dealing. {Insider dealing is
fiagal in both the UK and tha US ) it is unkilkely thal ihe strong lorm axisls.

Ta
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implications of the EMH for financial managers

i capital markots are efficion, the main mplications for linancial managers
ana’

* The timing of issues of debt or equity is nol critical, as the prices quoted in tho
market ane Tai’

* The entity's share price will réflect the net present ¥alue of s future cash
fiows, 80 Managens mast only ensune thatl Al Nvasiments ane expectsd 1o
oxcoed tho company s cost of capital

Multiple choice questions (MCOs)
1) Wyhech o the lodlowing stalsmant is cormect,

a)  epsol rsky company should be adusted fos valuation
bl lower dividend of turget company will resull in lower value under eaming

appioach
) under net assel valuaton method, company will be valued as book value of

ned assats phus goodwil
d) DA dhoans ol considan the sarmings o company

) It stock market s seméi-strong efficient, when share price will change i
comgany lakes o decision of investment in new progect ©

a) share price will change when decision |5 taken

b share price will change at announcemant of decision
€ share price wii change at actual results (profil or loss)
gl &hare price wil change it recedp of dividend

Exam style questions

Mole: Several of the exam slyle questicns al the end of the next Chapler {'Financial
and Stratege Imphcations of Mergers and Acquisitions’) akso contan business
wiluation calculations.

Testyour understanding 1 - Predalor Lid.

The boand of direcions of Predator Lid, is congidenng making an ofter 1o purchags
Targe! Lid, a prvate imited company in ihe same industry. If Target Lid, =
purchased it I5 proposed 1o CONtINUe operating 1hs COMpany 35 3 ONg CONCEM in
tha same kne of businoss.

Swmmarized dataiie lrom the most recent financial stalements ol Predator and
2T
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Targat ara shown balow:

Predalor Lid. Target Lid.
SFP SFP
asat 31 March as at 31 March
Re.inm Asinm As 000" RAs. 000
Freshold proparty 33 460
Plant and eguipment 5B 1310
Irmvariory 20 330
Recaivables 24 2o0
Cash 3 20
less current kabilithes i31) 25 {518) 122
11 1,882
Financed by- Ordinary shares 35 160
Fesarws 43 @64
Shareholders funds T8 1,124
Medium term bank loans 28 768
116 1.892

Predaior Lid As. 10 ondinary shares, Targst Lid. Re. 5ordinary shares.

Pradator Ltd. Target Lid.

Yaar PAT Dividend  PAT Dividend
Rem  RAem As.000'  Rs. ‘000

TS 14.20 9.01 143 5.0

T4 15.58 9 80 162 935

T3 1693 10.67 151 935

T2 1842 11.60 175 102.8

Ti 20004 1262 183 113

M.B. T5ls five years ago and T1 is the most recent yoar.

Targel's shares are cawned by a small number of privale Indhiduals. s Managng
direcior, who recelves an annual salary of Bis. 120,000, dominalas the company.
This is Rs. 40,000 mora than the average salary mcoived by managing dinsctors of
simiar companies. The managng director would be replaced if Predalor purchases
Target.

Tha froahold proparty has nol been revalued lor several yoars and i bolisved 1o
hava a market value of Rs. 800,000,

a7a
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The statemant of financial poston vaius of plant and equipment is thought io refiect
its replacemant cort fairly, but s value f so/d is not likedy 1o excaed Rs. 800,000
Approxmmalely Ra. 55000 of inveniory s obsolele and could only bo sold as scrap
for As. 5,000

The prcinary shares of Pradator are cumently irading al Fs. 86 ex-div. A suilabls
oost of sguety for Target has been estimated at 16%.

Bath companias are subjec! lo corporation tax al 2%,
Required:

Estimate the value of Targe! Lid. using the gitfgrent methods of valuation and advisa
tha board of Predator as [0 how much it should olfer tor Targel's shares.

Answers fo MCOs:
1M d
2) b
Test your undarsianding answers
Example 1
Agauming the balance shéol valuas ae realkshic, the valualon .
Rs. "000°
Moncurrent assels 23,600
Cunrgnt assats B.400
Less: 6% Unsacured bond [8.000)
Less: Current llabélRies {4,800}
18,200

o the valua por share is Ra. 19,200,000/ 800,000 = Rs, 24

{MNote that the nel assel value of Rs. 19,200,000 is equal 1o the value ol the ordnary
share capdal plus resorves, |

Example 2

Value per share = (Fis. 19,200,000 + Rs. 40,000,000 - As. 23,600,000} / 800,000 =
Rs. 44,5

e
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Example 3

Rs. ‘000" Explanaton / just|ficaton

Noncurien assels 1,600 Ray Lid. Is buying the business, so
would have 1o buy the machineny
from ecratch if i doecided on thi
abomative of argansc growth. Tha
realisahhes va! e wil ba a usstul
minirmLm valus from Ribbon Lid.'s
pempective, but i is nol rélevant o
Ray Ltd,

Thee irventory and recehables
relanng to the bankrupt cusiomer
wisl nol be acquired by Ray Lid
They are therelore excluded fnom
fthe vahuation

Curren! assets 414
(564 120-30)

Lass: 5% bonds H00)
Less: Cument Eabiliies  (518) in oroier for Ray Lid. totakeover
Ribbon Lid. it neads io buy the
equily of the business. After the
takeover, Ray Lid, will be
responsibie for meeting these
kabilitles. 5o thay should be
ncludied i B vaduation of Ribban
Lid

—

706

Valje pershare = Rs. 796,000/ 10,000 =Rs. 79.6

Examplad

Rs.inm
Curran pre tax profil 24.29
Less: Industry FOA x Nel assels 10% x 128.66 m (12.87)
Value Sproad 11.42
Post Tax Valve Spread 11,42 mx{1-0,30) 7.89
CiV {assuming constant perpetuty) T EEmx 1016 43 54

Tharalors, the iotal valua of Chapman Co. s esimaled 1o ba 12866 m + 48 8d m =
R 178.60m
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Example5
250,000

a) Po=
04

= An. 1.786 million, or 1. 786/2 = As. 0.893 por shane
= As. 2.8 million, or2.8'2 = As. 1.30 per share,

250,000 = 1.04

-] Pos=s
0.74=0.04

Example &

EPS=3,840.000/ 1,000,000=Fs 3.84
Value=PExEPS=0x3 84 =Ra. 3456

Exampie 7

The maximuem thatl X should be prepared 1o pay lor ¥[8 the lotal Increase in value
penerated by ledngosr Y, Le.,

Valua of combinad = 11 x{3m+1.5m+0.6m)= Rs. 56m
Lessvalue ot ¥ = 12x3me= As.36m
Max. price 1o pay = As. 19m

However, the sharshoiders of ¥ will value thelr company sl Bx 1.5m=Hs 1Zm
snce thiry will not have enough information o enable them 0 value the sxpactad

synergios

The price paid by X to lake over Y is {hen likely io Iall somewhere between these two
WRILATICNG, Mg Lo T NagOTateng EkING of I Duysr and paller.

Example 8

Year Rs. DF (12%) PV

1 120,000 0,833 107,160

2 100,000 0.787 78,700

a 140,000 0,712 9,680

4 50,000 0,636 21,800

Sonwards 130,000 0567 73,710

NPy 392,050
281
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However, this ignores cash flows afier year 5. Assuming the year 5 cash flow
continuas 1o nfinity, thes has a prasent vales of.

130,000/0.12=Re. 1,083,333
This has a present value today of:
Rs. 1,083 333« 0.567 =Rs. 614,250

This glves atotal present value (value of eguity) ol
614,250 + 382,060 = As. 1,006.300

With 2 million shares. this is 1,006, 300" 2 000,000 =Rs. 050 parshare.

Example 8
As.inm

Yoar 1 Yoar2 Yaar 3elc.,
Sabss (x1.03=1.06) 308.3 335 360.6
Costof sales (x1.08) {126.9) {133.3) 140,00
Gross profi 181.4 200.2 220.6
Operating exparis (66 W) 166.9] (66.8)
Fmancing cosis (10.0) {10.0) {10.0)
Foracaut profil bafors tax 11045 1233 1437
Lass Tonabion (28%) (208.3) (34.5) (40.2)
Add back depreciation 123 123 123
Less capital expenditure (15.00 {1509 {15.0)
Loss working capitalinvestment  (2.0) {2.00 2.0
Forecast free cazh flows N5 841 98.8
DF 12% .83 o.7e? 0.787/0.12
Present valua 63.0 &7.0 £56.2

Sothe net present value = As. TEE2m

This ks the total value of the squity in Butler Co,

Wilh 500 millicn shares inissue, this cofrespands 1o a value of
T86.2/ 500 =Rs, 1.57 porshamn.
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Test your understanding 1 - PredalorLid
The approaches 10 use 1or vahsation are.

1) Netassetvaluation

2) Dividand valuation model

b ] F/E ralio/ Eamings valuation,

1) Het assel valuation

Targa! i baing purchassd As A going concern, o0 malisabls values are irmelevant

Rs. ‘000"
Mal asaats por accounts (1,882 768) 1,124
Agjusiments o Ireehold propedy (800 480 340
Adjustment toinventony (5a)
WValuation 1,414
SayRe.1.4m

Fi Dividend valusiion model

The avarage rate of growth in Target's dvidends over the last four yearsis 7 4% ona
compound basis.

The estrmated value of Target using the dividend valuation moded is thereione:
A 113,100 = 1.074

WValuation = Rs 1,508,281 SayPs. 1.8m
0.15-0.074

3)  P/Eratio/Earnings valuation

A suitable PYE ratio for Tanget will be based on the P/E ratio of Predaior as both
COMpPAnES Ay in the 5ama indusiry.

35mxRs 86
P/E ol Predator: —_— =1502
Fa 20.04
The adjusiments: downwards

Targe! is a small privale company. I has & poodsr growth polential based on past
parfonmancs.
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Pradator Lid. Target Lid.
=B % = 6.36%

A suitable PYE ratio s tharalors 1502 X B0% = 12.02, say 12
Target's mantainable eamings are:

R= 183,000 + (As, 40,000 x 87%) = Rs, 200 800 afler sdjusing for ihe savings in the
direciors remunaration

Thee eslimated value & therefons Rs, 200,800 2 12 =Ry, 2,517,600, say Re. 2.5m
Advice to the board

Dn ha basis of its langblo assels the value ol Target is Rs, 1.4 m, which axcludes
any value lorintangibles.

T divickend valuation gives a vakos of sround Re. 1.6m.

The eamings based valuation indicales a value of around Rs. 2.5 m, which iz based

o M asasumphan hal not only will the current aarmngs be masnisined, bul thal iy
will ncreass by the savings in the directons remunaration,

On e basts of ihese valuations an offer of around Bs. 2 m would appear to be mosi
sultabig. Thie difecion abould, howsver, be propared to increaso the offer lo:

Maximum price

It worth nobing that tha macimum price Pradator should bo preparad to ofar is:
The NPV of the combined group after ihe acquisiion X

Tha NPV of thi acquinng company balons the acquisition (X}

Maximum price X

if synargy occurs this could justify & higher price than shown by the valuation
rmathods ilstratad

The commaent on the maxinum price is particulary appropnate in this guestion as
thes an axample of horrontal negration where consderable synengms normally
nist,
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Chapter Learning Objectives

Upon compiletion of this chapler you will be able to:

-

Underatand marger and acquisitions

Learn about conduct of a takeover

Know aboul payment methods

Comprehend valuation of mergers and amelgamailons
Apprahend regulation of acquisition

Elucidale post-acquisition inlegration

Explicate impact of nwergers ahd acquisition on
wlakeholders

Learn exil stralegies
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Overview of Chapter
SynErgy |
- :
[hgular.-wnl ____ Pberers &0l }_"_[ Delerges _]
Ltk evmert BCOUPEHTONS SOt Laieower

ot g,
__________ g,

| ! Share for shane
l: "}

Terminology

The term ‘meérger s usually used o describe the jonng togethar of two or more
entitie

Shactry, I or anlily acquires & majonity shanoholding in anothar, the second i sad
10 hawa badn acquerad (or Taken avar) by the first. if the (wo enlitias join iogathing 1o
submare ther separate identtes inlo a new entity, the process is descrbed as a
mErTer.

In tact, the term ‘merger’ is offien used even when an acquisition / takeover has
actually occurred, becauso of the cultural impact on the acquined antity - the word
e makes e arangameent sound ke a partnarship betwsen aquals

Types of merger / acquisition

Merpors and acquisitions can be to reflect the nature of the enlarged group

*  Horipontal integration resulls when o entilies in the same Bng of business
combma. For example, recant bank and buildng socialy mergess ara Qood
anample of ihis typa of integraton

* \ertical integraton resull from acquisition of ona entity by ancther which is at
different leval in the ‘chamn of supply’ = a8 an axample, UK brewasries have
mivied haasily Into the destribution of thelr product via public houses

488
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*  Aconglomerate results when two entities in unrelaled business combine.

The reasons lor growth by acquisition or merger
Specific reasons for merger | acguisition
Tha toflowing reasons have been sugpesiad 45 10 why anliles marnge or acquing

* Incressed market share [ power: In a marks with limited product

giffergntiabon, prce may De 1He main competing weapon, in such & example
reducing prices in the shar-lom o slimnals compelithon belors nereasing
prices later,

Economies of scale: These rosult whon expansion of the scale of
productive capacily of an antity (o industry) causes iolal production costs 1o
incréase Wss than prosarinnalely with outpt, |t is ciear that a marger which
resufted in horizortal o vertical integration could e giving such sconomios
sincd, al the vary las!, dupbcation would bo svoided, But how could a
conglomarate marger give sconomies? Possibly through central faciities
such as offices, accountmg depardmants and compuier deparimants besing
ratanalized. (indeed, both aets of manapeman! ore uniikely 1o be noadad in
thasis artinety |

Combing complementary needs: Many small entties have a wrvaue
product bul ack the engineering and sales organizations necessary o
prochuce and market §on a large scake. A nalural courss of action would be o
mesge with a larger entity. Both enlities gain something - the small antity gets
“nstant’ angineering and other banalits which A unique product can bring.
Algo if, as is likely, the resources which cach enfily requires are
complomentary, the marger may well produce further opportunities that
rafhar would o in isalathon

improving efficiency: A classic lakeaver large! would be an entity opsrating
in a potentially lucrative market bul which, owing 10 poor managomant o
inafMicisn operalions, does nol fully sxplol ils opportunities. Of course, being
takan gves would not be the only way ol Improving sich a poor performer, but
such an ontily's managors may bo unwillng lo give thomsahves the Gock.

A lack of profitable investment opportunitias — surplus cash

An entity may be generating & substantial volume of cash. bul sees lew
profitable imeesimoni opporiunitios. || it does nol wish 1o simply pay oul the
srplus cash as divdends (because of I3 long-term dividend policy,
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perhaps), it could use it to acquira other anfiies. A reason for doing so is that
antites with sxcess cash am usually reganded as ideal targels (or acquiston
= cana of buy or ba bought

Tax relial: An entity may be unable to claim tax relel Decalss i does not
gonerate sufficient profita. i may, harelore, wiah (o metge with anclhar antity
which does generale Such profils.

Reducad competition: It is olten one benefit or merger activity - provided
that it doos not kall foul of the compelifion auharbes

Assol - siripping: A prodator acquices a target and sells the sasly
separable Assels, perhips closing down of depoming ol soma of iR
operations,

Tha toliowing reascns are of guasticnable valkdity:
*  Diversification, 10 reduce risk: While acquéining an entity in a defarant lina of

actvity may diversily away rak for the ontities involve, this s surely irrelevant
to the ahareholders. They could have performed exaclly the same
diversification simply by holding shares in bolh eniities, The only real
fiversification produced 8 n the risk aflaching lo the managers and
wmployoas [obe, and this & [baly 1o mako hem more complacant han bilom
=ty tha detriment of shareholders future refuma.

Share of the target entity are undervalued: This may well be the case,
although i would conflict with tha effickent markels theory. Howaver, the
shareholders ol the enlity planning e lakeover would derive as much benshil
(at & lower adminisirative cost) from buying such undervalued shares
fhemsstves. This also assumes That the acquirer entify's management is
better at valuing shares than professional Investors inthe market place.

Synergy
Definition

Synergy may be defined as two or more entities coming iogethes to produce & result
nal independently obiainable.

For sxarmple, a merged entity will only need one marketing department, g0 thene
rmay be savings generated comparad 1o two separate entilies
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imporiance of synergy In mergers and acquisitions

For a successiul business combunation we should be looking for a ifuation whirne.
MV of combined company (AB) =MV ol A+ MV olB

Note:! MY moans Markat Value hane

H this situabon ocours we have expenenced synoigy, whers the whals s worth mone
tharn the sum of the parts, This i often expressed a5 2+ 2=5

It b5 myporiant 1o note thal synangy |8 nol aulomahic: nan efficient siock markel A and
B will be correctly valudd before the combination. and wi need o ask how synergy
willl b achiaved, | 8., Wiy any increass in vl should ootur

Sources of synergy

Thara ate saveral reasons why synargistic galns arise, Thasa braak down info tha
tollowing:
* pperating aconomies, such as economiass of scale and elimination of
ineMciency,

*financizl synergy, such as the reduced risk caused by diversification,
*  pthai aynergistic effects, such as market powe

Detalled examples of synergy
Zynargy trom operating economies

Economies of scale - Horzontal combinations (acquisitions of a company in a
amilar e of bussnass) ara often claimed 10 feducs coBls and, (herelona, iINcheass
profiis dus o economies of scale. Thesa can oocur in the production, marka@ing or
finance aréas. Nole thal these gains are nol automatic and diseconomies of scale
may alko be expenenced These benafils are somatimas aleo claimed for
conglomenale combinabions (acquisiion of companies in unrelaled arsas of
business) in financial and marketing costs.

Economies of vertical integration - Soma acquisitions involvie buying aut othar
companies in the samé production chain, o.g.. a mandacturer buyng oul & raw
material supplier of 3 rotailer. This can increass profits by ‘culting out the middla
man.

Compiemeniary resources - | is sometimes argued thatl by combining tha
201
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sirangths of two companiss a synargistic resulf can be oblained, For axampls,
combining & company speoaluing in research and devaiopmant with a company
slrong in the markaeting area could lsad lo gaine.

Elimination of inefficiency - If the wclim company is badly managed, its
pariormanca and, honco, s value can bo Improved by tho elmination of
inafficlencies. Improvemants could be obtained parbicudardy in the arsas ol
production, markating and inance.

Financial synorgy
Several financizl argumants are propused in this area.

Diversification - The argument goas that divarsification normally reduces riwk if
the samings of the mearged conpanies simply stay the sama (i.e.. No operaiing
econamias ara oblained), thove could sl be an ncrease in value of the company
clum 10 Hhe leowenr rish.

Diversification and financing - If the future cash fiow streams of the two
companies arg not parfectly posifively corrolated then, by combining tho two
companies, the vanabdity ol their operating cash flow may be reduced. A monme
stahle casn jlow 15 more attractive o creditors and this could lead o cheaper
financing

The 'boot strap’ or PE game - it is sometimes argued (hal companies with high P/E
rabns are m a good pasition o acguire other companses as they can impose thesr
tigh P/E ratio on fha victim firm and increase its value

Other synergistlic effects

Surplus managerial talent - Companwes with highly ekilled managers can make
use of this resource anly If they have problems {o solve, The acguisition of inafficlant
companes s somelimes the only way of fully uiilizing skilled managers.

Surplus cash - Companias wih large amounts of surphul cash may seo the
acquisition of other companies as the only possible application for thesa funds. Of
course, increased dividends could cure the problem of surplus cash, bul this may be
reyacied lor reagons of tax or dividend stabdity,

Markal power - Horzontal cornbenations may enabda the fem 1o obtain a dagres of
monopoly power that could increase |is profitability. Removing compedition from a
rmarksl in this way could altract the attontions of the competition authorithes.

02
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Speed - Acquisilion may be far iasier than organic growth in oblaining a presence in
A nw and gronsiing market,

By considorng all ha abowe sourcos of SYNOTgY, 4 COMEany can work Iowards
increasing fhe post-merger value of the newly formed joint company.

Example 1

Witliams Inc. is the manufacturer of cosmatics. s0aps and shower gels. It also
markets s products using s own highly socoesstul salos and marketing
deparment. ! ik S8en 35 an employer ol chils 4fd 38 such has & talentad and ioyal
workioms with a history of developing rew ang exciling producis which have soid
well It s now considering extending i3 range, however, # has currently a buldup of
wnfulfilled orders due 10 A Inck of CoRacty

GSL is a well known hemal romady for skin problems. GSL Co. was founded by
thred brothars in tha 1950 and until the dasth of the remaining brother in 2007 has
parformed well - however the new Chairman has limied experence and the
company has nol performed well over recent years. GSL has a dedicated 1eam of
harbalists wh have doveloped products, which would find a4 ready markast -
henwvet, Tare I maulficient funds and expartise 1o cormactly markot these products
and marked share s low.

Williama" products and GSL's products are made using similar production
technalagees and their financal and administralive systems are similar and it is

haped Sadngs can be made here
Required:

ideniily any polenial synergy gains thal would emarge from a merger of Williams
and Q5L

Reasons why merngers and acquisitions fall

Not all margars and acquisibions are succassful

Synergy will not automatically anse. Unless the managemaent of the two entities can
work logoether offectvaly, thare (8 a chance that any lorecast benefits of the new
arrangomenit might not be realzed,

in mary cases, the lorecast synargy is not achisved, oris not a8 large as expeciad It
may b that tha pramium paid on acquiaition by the acguner was loa high, so tha
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sharsholder value of the acquirer actually reduced as a result of the acoussition.

Detalled reasons why mergers [ acquisition tail
The fit/lack of fit syndrome

Thare are may bo a good (it of products or senvices, buta sorous Iack of fitin lormes of
management's styles of corporate siruciune.

Lack of industrinl or commercial 1it

Falure can resull from a honzontal or vaclical akaover whars the acquired entity
tums out not to have the product range or industrial posiion that the acquirer
anBcipated, Usually in the cassé wherd o cukiomer o suppler |8 ncquired, ha
acquirer knows @ ot about the acquirad antity, oven sa, there may be aspects of tha
acguirsr, such thal, aven in thase cases a prospeciive acquisition should be
planned vory carsfully and not be based solaly on exparience gained form a direct
redationship with the acoulmod entity.

Lack of goal congruence

Thes may agply Mot oy 10 Ihe Gogulned antity bul, mora dangenously, 10 The acquira,
wharaivy desnutas over the treatment of the acquired enlity rmighl will lake away the
beaipefite of an CMersise axcellent acquisiion.

‘Cheap’ purchases

Thea wrn arcund costs of an acquisition purchased al what seems lo be a bargan
price may well tum oul 1o be high mullipls of thal price. In these situations, the
amound of resources i teams of cash and management time could well atso damage
fhe aoquirer's core busness. in preparning a bid, o would- be acguirer should ahwoys

Lakié into account the kiily 1otal cosl O an acquisiion, mcluding e input of (s own
resOuUrcas, bafors decding on making an after o sattng an offer price

Paying toa much

The fact that a high premium is paid 1of an acquisiion does not necessarily mean
that it wall fall. Failure would resull ondy if tha price paid |2 bayond that which the
acquirer considers acceplable 1o incroase satislfactondy (he long-lerm waailh of s
shureholdes

Failure to integrate effectively

An acquirer neads o have a workable and clear plan of the extent o which the
a0
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actuirad company is fo be infegrated and tha amount of auto me fo be granted. At
bl the plan shouls ba negotuted with the acquired antity's managemant and staff,
but '8 ossentinl reqguirements should be Laidly but Blmy camied oul The plan must
address sich problems as differences in manageman! shyies, incompalibiities. in
data information systems, and continued opposftion 1o the acquisition by some of
the acqusted anlily's stall. Fadure 10 plan can = and oflan does - lead 1o laidune of an
BCOUiG|Non, 85 Il leads o dnift and de-motsvalion, not

only wiithin the acquired antity but also within the acguir: Reelf

Every aspect of a prospectve acquesmion, as @ will afiect he would be poguirer,
should ba walghed up belore embarking 61 2 bid. Probiems of inlegralion have a
much befer chanoe of being resolved belore bedding Achon s laken han they do
&fer the event, when many more comphcalions can ensue

Evan it a product i & satisfactory. this would - be acquirer should be satisfied thal
The aspects of itz own oporalion alfacied by the bid will be propory adapiable to he
new activities, Running the nde carefully over one's operations may yield vital
information as fo areas which may need adaptation belore a bid can be
contemplited, and frovide wital clués o appropriale anoas for search when g bed has
aclually baen [2unched. One lactor of special importance is a clear assassment ol
the flexiakty of one's informabon syslems.

inabllity io mange change

Several of he sbove points stress the nesd for an acquirer (o plan effectively before
and after an acquisition Il fadure ie 10 be avolded. But this in idsel! calls for the abiity
to aocepl change - perhaps even radical changs ~ from established routnes and
praclices. Indeed. many acquisdtions fal mainly because the acquirer is unable — or
urnwiliing - reascnably to adust s own actvates ko holp ensure a smooth lakeover.
Ona auch situation & whers tha acquired cormpany has & demonstrably batier data
information sysiam than the acquirer, which it might be graally In the acquirer's
intarast 1o adopt.

3  Defences Against Hostile Takeover Bids

Ay isted company nends to be awans that i bed might bo recelvad at ey ime.

The directors of a company subjact 1o a hostile takeover bid should &ct in the bast
intarasts of thair shareholders. However, in praciice they will also consider The vaws
of pther stakaholders [ #Uch as employees. and hemaelyes)

it
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if the board of direclors of a target company decides 1o fight a bid that appears fobe
financially anraciive 1o their shamsholders, then they should considaer one of the
folicwing delencos

*  Pre-biddelences

= Communcate aflactaly wilh shareholoens;

- Agvalue noncumen assals;

= Poison pilk;

= Chango ho arbolen of Associabon [super majority)

*  Post-bid defences

Appaal 1o e gwn aharaholtden:
Alinck the biddar,

Wihibe Knight:

Counterbid ["Facman’);

- Flaler the bid o ihe Competition authorises.

- J R

Details of takeover defences
Pre - bid defences
Communicrie effectively with shareholders

This includes hawving a public relations officer spacializng in financlal mahsns
Easing constantly weth the aniity's siockbrokers, keeping analysts fully nlormed.
And] speaking ko journaksls,

Fevalue non-current sasels

Mon-curtant assels ars revalualed lo ourrent values o gnsurs thal shareholders ans
awana of true assel value per share.

Poisan pill stralegy

Here a target company takes sleps belore a bid has been made 1o make it less
atiractihve 1o a potendial bidder. The most common method s for exisiing
shareholders to be gven rights to buy future bonds or preference shares. If 4 bid is
mraaking before the date of axenciss of thi nghts, then tha rights will automatically b
comverted inio full ordinary shares.

Super majority

The Articias of Association are allered Io require thal a higher parcentage (say BI%G)
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of shareholders have towvole for the takeover,
Post - bid defences
Appaal to their own shareholders

For oxampie, by declaring that the valus placed on the target company's shana i
oo low in relation 1o he real value and earming power of the company's assets, or
aftamalively that the market prios of the bidder's sharas is unjustifiably high and (s

ol auslainabla,
A well-manaped delensive campaign would ingluds:

Ij Aggrassive publacity of bahall of the company preferable belore a bad s
revived. invesiors may Do lodd of any good research ideas within the
company and af the managemanl potental or mensly be made more awars

ol tha Company & achuvpiments
i) Direct communication with the sharchoiders in wriling stresging the

financial and sfalic reason lor remaining independent.
Attack the bidder

TT'FH'EE."" sonoentialing on the bldders management style, overall siralegy,
mothads of ingroasing sarmings per ghare, dubious acoounting policies and lack of
capital irrastment

Wihite Knight strategy

Thiz ks whera ihe directors of the targel company offer themsehies o a frierdiier
utside interast, This factic should only be adopied in the last regor as it means that
thig company will lose its independence. This tacse & accoptable provsdod that any
information given o & prelerred bidder is also given 1o a hosiile bidder, The
ahematve company’s managemant will be considerad 10 be sympathetic o the
target company’s managemet

Counterbid (Pacman delence)

‘Whera the bidding company ks itsefl tha subject of a lakeover bid by the targel
coOmpany

Competition authoritios
Tha larget antity could sesk government intervention by bringing in the Competition

i
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aufhontes. For this io be affectve it would have to ba proved that the iakeover was
&jainst the public imaneat.

The Form of Consideration for a Takeover
introduction

Whan one firm acquires anothes, hwo questions must be addressed regantding e
form ol consideration for the takeovar;

i) whal form of consideration showld be ofered? Cash offer. or shame
@xchangs, of aarm-oul s the thhes msin cholces

2) Il & cash offer i= lo be mada, how should the cash be raised? Tha cholce is
generally debl finance or & rights issue 1o generate the cash (W the enfity
doas nol have snough zash already).

The key considerations regarding these two gueshons are outined below.
Form ol considaratian

Cash

i & cash offer, the tage! company shameholder am olfaned a fived cash sum pad
shara,

This method is likely to be suiltable anly for relatively small soquisilions, unless the
beciing entity his an accumiulaton of cash

Advantages

* Whan the bidder has sulficien! cash the lakeover can be achesvwed quickly
and at low cost.

*  Targe! compary sharsholders have cerlainty aboul the bid's value Lo, there
i5 less nsk compared 1o accepling shares in the bidding comparny,

* Tham is Increased lguidity 1o targe! company shareholdam, i.o., sooepiing
aash ifi 4 lakeover, 8 4 good way of nealizing an investmenl

* Tha acceplable considemabon is Feely 1o be kess than with a share exchangs,
as thare & leas rek to target company shareholdors, This roduces the ovoral
cos of the bid 1o the bidding company,
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Disadvantages

=W Larger Scoguakitions the Dedder miust oflen Dorow in he capdal markets or
issua new shares in onder o raise tha cash. This may have an adverss afect
an gaaring, and akso cost of capial dua to the increased financual nsk.

*  Fortarget company sharaholdens, in some unsdiciions a laxable charpeabla
gainwill ariss i shares are sold for cash, but thes gain may nol be immediataly

chargoable 1o tax Lnder a share exchangs.

* Target company shareholders may ba unhappy with a cash offer, since they
are "bought out® and do nol participals in the new group. OF cowrse, this could

be seen as an advasiage of a cash ofler by e bidding company
sharaholders if thay want io ksep full control of the bidding company.

Share exchange

In a share exchange, the bidding company Ssues some new shares and then
enchanges ihem with the larget company shareholders. The targel company
shareholders, [Merodyre, end up with shares in e bidding company. and the targel
company’s shares all end up in the possession of the Digdng campany.

Largo actuesitions amost always involve an oxchange of shams, in whola or in part.
Advamages
" The badding company doas not fava 1o raise cash 1o make the payment

= Tha hidding company can ‘boot strap” sarmings per share i it has a higher P/E
ratia than tha acquired entily (lerminalogy expiainad taker in this Chaplar)

*  Sharehaolder capital is increased - and gearing simlarly iImgeroved - as the
ghareholders of the scquired company become sharehodders in The post
acquisiticn company.

*  Ashare sxchangs can be used to finance very lange acquisitions.
Disadvantages

* The bidding company’s sharehgiders have to share fulure gains with the
acquined antity. and the curren! sharehalders will have a lowa proporbanate
coantrel and shars in profits of tha combined entity than bafora.

Fath)
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= Prige risk — there i5 a sk thal the markel price of the bidding company's
shares will fall during the biddmg process, wihch may fesull in the bid faling.
For exampls, i a 1 for 2 share exchange is oflerad based on the fact ihal the
bidding company's shares are worth.

*  Approwimately doubbe the value of the target company's shares, the bild might
fail f the value of the bidding company’s shares lalle before the acceptance
date.

Earn-out

Definition of an sarn-out arrangement. 4 proceduns wharsby owners !/ managers
saliing an enlity receive A podiion ol their consideration linked 10 the financial
periormance of the business dnlng & specified penpd after the sale. Tha
arrangement givas a measure of security 1o the new owners, who pass soma of the
firancial fiek associated with e purchase of a noew entity 1o thas sellons.

The purchase consderniion & sometmas siructured 5o that there s an indial
amouint paid at fie time of acgusition, and the balance deforad

Some of the defarred balances will usually only become payabie if the targal entity
achmvas spacilied peformance Wargels.

Summary of Fay issues relating to lorms of consideration
Considerations of ditferent stakeholders:

in prder to evaluate which form of consideration is appropriaie in a partcular case, i
i Imporiant o assoss the positions of oM the targe! company's shareholdoers, and
the biddeng company and its shareholders.

Position of the target company's shareholdors.

The Larget company's shareholoers may want 1o relan an inferest in the business, in
which case a cash offer would not be welcomed. However, thoro is a groator
ceftainty of value with & cash oller (Shafe prices Nucluale, 50 0 a shaie axchange
the targel company's shareholders fluctuate, so i a share exchange the target
company's sharebolders cannol ba completely sure whather they are receiving an
Approprate valuation for thelr shanes)

Position of the bidding company and its shareholders

Tha bidding company will have to [ssus new shares if it is 1o underiake a shame
exchange. This may require the consent of shareholders in a genaral mesting. The
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sharaholders may be concemed in share sxchange that their control of the bidding
company will s diluted by the ssus and axciangs of shares.

Ancthar key considaration is the impact of the iakeover on the bidding company's
financial statements. An Ssue of new shares could reduce the level of eamings per
share (8 maasure which s often used as a key performance measyre by markot
analysts] However il 8 cash offer |8 made, the rasing of the necessary cash could
have & significant impact on the gaaring of the bidding company — see below for
details.

Melhods of linancing a cash offer

It the bedddng company has a lafge cash surplus, A might ba able 1o make a cash offer
wiithoul raksing arvy naw finance

Howaver, in most cases, this wiii nol be the case, so vangus financng options will
v 1o be conidersd by the badding company. This misin tvo oplions ane deb! or a
nghis issue

Debt

The bidding corpamy could borfrow the required cash rom the bank, of iSs0e bonds
nthe rmarkat

The advantage of using debl in this siluation i the low cost of senvicing Ihe debt
However, raising new debt Snance will iIncrease the bidding company's gaaring.
This will increasa The risk io e bidding company's sharsholdars, 5o mighl nol be
aoCaptable to the shareholdors,

The disadvantage fo the targel company’'s sharsholders is that dabt might be
irfraquently iraded, and this will aftect their ability to Bquidate the investment should
ey nead o Alse, the lnck of marketsbdity might advorsely atiect the value of the
sacuribes.

Rights insue

i the bidding company shaneholders do not wanl to suffer the Increased risk which
deb finance would bring, the alternative would be for the bigding company 1o offer a
rights issué fo s exstng shareholders. In this case, the company's gearing is notl
aflected, although its aarnings pas share will {all a& naw shares are issied.

From ihe shareholders' point of view, the problem with (his Snancing option is that it
8 Ihe sharehalders Mamsalves who have 1o lind ha money 1o inves!.

3o
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Ewaluating a share for share exchange

One popular quesion & 1o comment on the likely acceptance of a share tor shane
ofter, Tha proceduns & as folipws:

* alue the predator comgany as an indepsndent endy and hence calculade
the value of a share In that compary.

*  Repeal the procedune for the victim company

* Calcuaie the value of the combined company post integrabon. This is

caloulated as:
Value of predator company as independant compary X
Value of victim compary as independent company X
Value of any synergy x
Total value of combined comparny X

* Calculate the numbar of shares post integration:

MNusnber of shares onginally in the prodator company X
Mumber of shares issued to victim oompany

Tota! shanes post integration

il g

*# Calculate the value o a share in the combined company, and use this o
assess the changs in wealth of the sharehobklers aller the lakeover,

hustration 1

Company A has 200 m shares with & curreni market value of Rs. 4 per shara
Company B has 90m shares with a current markel value of Rs. 2 por shamne

A makes &n offer of 3 new shares for every 5 cumently hald in B. A has worked oul
fhat the preseni value of synenges will ba Bs. 40m

Required:
Calculate the expecled value of a share n the combined company.
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Salution

MY of A = Rs. BOO M

MV ofB=Fs. 180m

PV of synargios = Rs. 40m
TOTAL =Rs. 1,020m

N, of new shanes = 200 m + (3'5) x B0 m = 254 m
New shara price = 1,020m /254 m=RAs. 402

Sharay Y Cid veialtiy
Change
a 200m Fg. 304 m A, BO0 m Ag 4m

b (A5 x90m=54m Rs 216m Rs. 180m As. 36 m

The wealth of the shareholders In company B will increase by Rs. 36 m a5 a on
saquance of the takeower, This m a (3601 B0) 20% mcrease inwealth,

Company £'s sherehalders should be advised to accept the 3 for 5 share for share
offer,

Example 2
Mavirs Co. and Power Co. are stod on'the slock eschange
Relevant mfonmation s as lollows:

Mavers Co Powar Co,
Share prce loday As. 3.05 FAs. 6.80
Shares nissue A8 millkorn 13 million

Mavers Co wants 1o acquire 100% of the shares of Power Co.

The directors are considaring offering 2 naw Mavers Co. shares for every 1 Power
Co, shara

Required:
Evaluale whather the 2 lor 1 share for share exchange will be ikely 1o succeed

it necassary, recommand rivised temms for the offer which would be likesty to
succend
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Bootstrapping and posl acquisition values

in the previous examples, we wote 10k specifically what the values of Ihe separato
COMpanas ware batone the takeover, and tha synergy goneraled by tha lakoover
waas also given.

Sometimes we might hava 10 deve ihese ligues, using the boolsirapping mathod
asinthe lodowing illustration.

llustration 2

Post Tax Profit P/E -atio Pre-acquisition value
CompanyC  Rs. 10m 18 R 160m
CompanyD Rg.1m 8 Rs.8m

if Company C takes ovar Commpany £, the post acquisition value of the combingd
company can be astimated by epplying Company C's PYE rafio tothe combined post
tax profin.

This is known as bootstrapping, and il is based on the assumption that the market
will assume ha! the management of the larger company will be able lo apply
common approach 0 both companies afler the takeover, Thus improving the
perdormance of the acquired company by using the methods thal they have been
g ot Tl cown company bators thi iakeover

Value of '{C+0j post acquisiion = 18 % (Rs. 10m+As. im)j=Rs_176m

Thus, the value of the synergy s this combined walue, less the values of the
indrvidual compéanies pre acquisition, | e,

Rs 176m-Re. 160m-FRs.8m=As. &m

The Regulation of Takeovers

A: Competition {Marger Control) Regulations, 2007
Mergers

Reguiations define menger as:

a) Two or mote undoriakings marge o form a new underaking or

b) Ona prnderiaking is absorbed by another. or

o) Persons / undertakings acquire control of the whole or pari of othar
undertakings. of

) The resull of an acquesition by one underaking of the assets or shares, of a
subsianiial part of the asscts or shares, of another undenaking
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h A collaborative arrangamant by which two or more undartaking devote thear
TRSOUICES 10 Pursue & comman objeclive.

Threshoids

Bolore consummaltion of the merger, concormed underakings shall ghve notics of its
I thalf imantion of madger, 1o the Competiton Commission of Palkdsian i,

a) the value of gross assets of the undedaking, excluding value of
goodwill, is more than thred hundrad milion supees and /o the combined
walue of the undenaking and the Ungdenaking(s) the shares of which arg
proposad o be acqured o tha undsriakings being merged, & more than
ol billion rupoas; of

B) annual tumover of the undantalong in the praceding year is mone than live
hundred milon rupees and'or the combined tumover of the undenaking
and the undedtaking(a) e shanmes of which anre propoasd Lo be Actuired of
the: undertakings being merged is more than one bilbon rupees; and

) the kanaaction relates 1o acquisition of shares or assots of the value of one
Uigenicrond el FUpoEs OF Mohe; oF

dj in casa of acquisiion of shares by an underaking, ¥ an acquirer
accpiiras voling shares, which laken togathar with voting shares, it any haeld
by the acquiner shall enbile the acguirsr o morna than 10% voling shares;

e in tha case ol an assel managoment company Carying oul  assel
management sarvices, ita collective exposure for liself and n all of s
collective mvestment schames in a single antity &8 mone than 25% of 1otal
woling rights: or

n the value of lotal assels under managemen! o an Assel
Management Company is ong billkon rupees or more.

B: Ligted Companies (Substantial Acquisition of Voting Shares and Take-
overs) Ordinance, 2002,

Acquisition of more than len parcent voling shares ol a company

Ay acguiner wha acgines voling shases, which (Wmken 1ogether with vating shares,
il ary, heldd by the acquirer) would entitie the acquiner fo mose than ten percent voting
shares in a listed company, shall disclose the aggregale of his ehareholding in thal
company ko the said company and (o the stock sxchango on which the voling shares
of the said company arne | sled.

305

CHAPTER B

CHAPTER B

Mergers and Acquisitions

Additional acquisition of voting shares

WO person shall, directly or indiectly, acquire voling shaned, which (taken Iogoethas
with voling sharas, i any, hald by such poerson) would entitle such person 1o mon
than twenty five parcent voling shares in a lisled company or control of a listed
company, unlgas such perscn makes a public announcoment of offar 10 acgure
woling shares or control of such company,

Consolidation of holdings

HNo acquires, whi hias scquifed more than teenty-flve parcent but less than fifty-one
par cant of the voting shares or control of 2 listed company, shall acguire additional
voling shares of contred unless such scquiver makes a public anpouncemeant of ofler
1o acguire voting shares or control. Provided that such acquines shall nol be regusired
o make a fresh public announcement of offer within a period of twelve months from
the dale of the previous ennolncsment

Procadure for making compatitive bid

Any parson, oiher than the acquirsr who has made the first public announcament,
who is destious of making a compalitive bid, shall, within hwenty-ong days of the
pubiic armounomant of the first offer, make a publc announcement of his offer for
acquisition of the: same voting shares of the targel company at higher price.

Upon (he pobéc announcameant of a Compalitive bed the acquirer, who has made a
piblic annpuncement of the earier ofler, shall have the option io make another
Announcement

&) reviging the public ofler;, or
b) withdrawing the public offier with the pricr approval ol fhe SECP:

Provided thal if no such announcement & made within ton cays of the public
announcement of the compeliirve bid, the earlier offer on the original ferms shall
continue o be vald and birding on the acguirer who has made the sarier public
offar, axcopt thal the date of clomng ol such public offar shall stand extended 10 the
date ol closure of public ofar under tha last subsisting competitive bid,

The Post-Marger or Post-Acquisition Integration Process
introduction Lo the post-merger or post-acquisition process

Wergors and acquisitions often tall 1o defiver the anticipated benefits as a result of
tailng 1o effectively intagrale the newly acquirad ety inta the parant.
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Poor planning and a lack of information 1o guede the inlagration plans ahead of the
AcrLisition will iad bo post-acquisition integration probilems

Druker s Golden Rules

P. F. Druker (1881) identhed five Golden Rules o apoly o posi-aoquisilion
inlagralion

1) Emsure a ‘common core of unily’ is shased by e acquisd entity and
aoquiror. Shaned technologies or rmarkels ame ah essontial elemant,

21 The acquirer should not just thnik What s n il for 37, but also 'What we
ofigr them

3 The acquirer must traal The producis, markets and cusiomers of the
acquired entity with espect.

4) Within 1 year. the scquirer should provide appropriately skillsd lop
managemant o/ the acquired company.

5) Within 1 year, the acquiner should make several cross-ently promenons of
sl

Pogi-acguisition value enhancing sirategios

Thaz ol cwing aro kisy points 10 Conshded whon datenining strategy ‘or tha combanad
entity,

* Tha ntegraton strategy must be nplace befors the acoquisibon i finallzed.

* Review each of the business units for polential cost cultings / synengies or
potential assot disposals. It i= possible thero s ouliots mowver valuabie to
angther entify, bul il s mmportand they ane in good shape bafore thay are sold.
Howsvar, more than this s needad for & full sfective enhanosmant
programma and a posiion audli could be carried out.

* Conskder the eflect on the workforce and delermina how many, il any
redundancies are likely and whal thea cost will be.

*  Risk diversiicanon may well iower the cost of capital and therefore increase
the volue of fha antity.

= Theantity's cost of captal shouldbe re-evalualad.

* Maka a postiee effort fo communicate the post-acquisition intantions within
the antity to praven demotivation and avoid adverse post- scguisition eflects
i Stall morake

* Thame may be aconomies of scale lo identify and evaluate.
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= Underake a review of assals, or rasource audil, and consider salling non-
Core slarmonts of redundant assets.

*  Thena may well bé need 1o pursus 8 mons aggressive marking stralegy.

*  The rsks of the acquisiiion need 1o be evaluated.

& There needs lo be harmonization of corporate objectives

Iimpact on ralios or performance measures

Following the complebon of an acquisiton the purchasor will nedd 10 GxXEmIFS
tharoughly tha inancial and managamen accounting records ol sach businass ynil
of the acquited anlity

Trua, tha directors of the acguirer Wik be paniculady imemstad in tha financial
condition of those units which tey might jdan to dispose of.

From a straleglc point of View these are Maly 10 be of mons use o another antity with
wham thay would lorm 5 boter ff. Howevor, if ia still assental thal financially and

operalionally they should be in as good shape as possible lo ensune thal a good
prica can be ohtained for them

Ilustrotice 3
Hall Cry. has jiost aoguired a subsidlary calied Wodgits as part of a larger acquksition.

Hall Co. has no ciher subsidianas In the same businass sector as Wodgils, &0
Franagement ane oonsdening dsposing of Wodghs

A ernall listed company called Bigwodge, whoso core business s similar lo Wodgits,
hias bean identifhad, and by using all published and amy other information reasonably
available, the Inflowing analysis has been prepared:

Wodgits Bigwodge

Return on Capital Employed {(ROCE) 14.8%, 25.0%
Assal lurnover 1.3 limees 1.8 limes
Mot profit margin 11.5% 13.0%
Curren| ratio 1.5 firmes 2.2%imes
Irveriory holding parkod 8 days 57 days
Rascaivables collaohon pooo 54 days 43 days
Payatios paymont parod 48 days A7 days

MNate: Al these ratios ware infroduced in ihe earier Chapiers on ‘Performance
Measuramant in Financial Strategy’ and "Short Tem Finance - Working Capital
Managomaont’
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Other key information:
*  Bigwod(e has a PE rabo ol 18

*  Wadgils mada an apsrating profit of As. 860,000 last year

* Wodgils has otal non curreni asssts of Rs. 887 m, out of which land and
buldings comprise R=. 2. 5m. Its net assets 51 book value are Rs. 5.77 m.

*  The tax rate s 33%.
Required:

AS Tha managamanl accountan: of Hal Co. prapane a répod 1o the diféciors inwhich
you analysa the performence of Wodgits compared with Bigwodge, and
recommend a price which Hald Co. ought 1o seek lor the disposal of Wodgas.

Solution
Report to the idirectors of Hall Co.

Return on capilal employed (ROCE)

Waodgts' inddequate ROCE seems 10 be malknly dus 10 & low rale of asset lumover,
which we rmust careluly investgato

Wa kreow thal land and buildings account for Ris 2.5 m of Wodgits' fved assol iotal of
Fis 4,87 mand It is impartand o establish how mich of this property value represents
rédundant assets. As to plant and machinery, it may be thal this is substantially new
of revalued, in which case the asssts may be of good value and the faults may s
mainty in undercapacity working of production inefficlencies. Much more serous,
howevef, would ba a situaton whire the plant 8 old and requiring heavy
maintenance, and would be hard pul 1o cope with ncreased volume of throughput

it tha fiest of thesa plani scenarios is comect, then Wodgits may well feich a
reasonable price, as a bidder, possibly Bigwodge thamsaives, would be oblaining
good assets o acd 0 Meir own avidenly successiul parformance in their sector, [
th second scanark applies, than wa might find i difficul to obtain net asset value
tor thi assets remaining after saie of ihe redundant properies.

Current ratlo

Wodgis' curreni ratio and imeeniary holding penicd ane fairky good, bul bafore we pul
309

CHAPTER B

CHAPTER B

Mergers and Acquisitions

the unit up for sale, we would improve our prospects for a reasonable prica by takong
aarly action in mgard 1o both receivables and payables. Bolh are oo high and we
should aim to tighlen up oredil coniral and also bring payables down fo the mome
acceplable kevel which Bigwodge's payabls payment period indcales is appropriate
for the industry sector.

Conclusions

Azauming that we can find thai, say, Rs. 1.5 m of iend snd bulldings are redundant
andd can b soparatety sold, and that the plaol sconans |8 Tavorable o Can Do madas
sa, then & would not ssem (o be oo difficull o maks the remainder of Wodgds a
sataahle proposition

Thius if we can assuma no debl inlarest, and taxation of 33%, then after-tax profits
could be Rs. 576,000 (Rs. BE0 000 = 0.67), and as Bigwodge's current P/E is 18, we
gl achbive for Woogits & PE of 8.0 10 which sugpests a prcs of between

Az 5.2 and As. 6.8 m, which is comiorably above an asset value of As. 4.3 m
{Rs. 5.8 m~- Re. 1.5m assats sold).

The impaci of an Acquisition on the acquirer's post-acquisition share price

A wvesy imeoetant aspect for an acquirer is the post-acquisition effact an its eamings
pet Share (EFS), and the impact on the share price and P/E ralio aning irom the
markal's pefceived views on the acqubsiion

Dnce again, detailed analysie of tha accounis and comparison o olher companies
in pamilar DuSiness Seclors can help 10 assess whather thi likely impact will ba
tavourable,

Simple exampie of the impact on EPS

Assuma thai the now enlity staris with a prospactve EPS of 13,1 conis basod on
combined profits of acquirer and acquired of Ra. B.4 m, and B4 m shares in issue,
andd f these earnings could be maimtalned in year 1 (post-acquisition) they would
appearnot lo be diluled.

However, i the aoquirer fa expected from s previous performances to atain 10%
per annum growth in nommal {money) lems, then foryear 1 EPS ol 131 cents x 1.10
wold be 14.4 cants, and arguably if this i nol aftained then diution will sesm o
have laken place.

A sanious threal 10 an acquingrs EPS S tha 'gelting 1o know you' COSIS and also the

o
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‘reverse synergy affects of 2 + 2 = 3, wihach sadly seams 1o be the fate of numerous
ACTHEINONS

A major quastion is whether the present value of the combaned eamings Including
assumed longer — larm profil improvements, really lakes into account all the
downgide costs of pulting hwo difierent entities logether, aach with s own
managament style.

Divestment

S0 far im this Chapler, wie have considersd anbities joining iogethar in margers and
acquisilions. Now we turm our atlenion io e issue of divesiment.

Dafinition

Divastmant: Disposal of part of s activiies by anentity,
Reasons for divestment

The reasons ior dvestmant nclude:

The sum of the parts of the entity may be worth more than the whole

Ag wibntilien eadier in this Chapler, businessos which combing will attempl 1o find
ArodE WSS MEoWCEE Can te combined fo gonarale synargy. However, it may be
hal a busingss walh many disparale parls aclually ends up suffering from Ihe

epposite eftect. For example, the company could be spondng a ot of mongy trying
g intograte business units logothor where thore are no apparent bonafits.

Insuch siuations. the divesimant o part of the business should be considensd.
Divesting unwanied or loss profilable parts

It inere is an underperfomming business. unil which lails to mee! genaral company
performancs largets, dvestmant should be consaarnd.

However, management should ahways conswder the effect of the divestmaent on tha
other parts of the company. For axample, if a division is sold off which previously
partormed some work for ot Busngss units within tha company, deposing of that
business unit will lsad o the other pans of the busness having to buy in goods and
Sa7v|CEs from thind pamias,

To shift the strategic focus onlo the core activities

A par of the business which operates in a different market sector from the rast of the
m
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group may be consaderad for divasiment. increased focus on the company’s com
actvilies should help 1o develop the expenise of managemant and stafl, and tha
strangih of the company's brand

A response to crisis

Ir & crisks, when cash ks reeded quickly, a part of the Dusihess might b divesied i
an attractve offer is received.

The mos] common axamples of drvastments and aoll off (trade salas), ipin olfs and
management buyouls,

More on divestment - sell - offs and spin - olls

Sell-off (or trade sale)

A sl =0t in the sale of part o an entity 10 a third party, usually in retum lor cash,

The most comman reascns lor a sell-off are:

* Todivest of 3 less profitable business unit il an acceptable offer is recaved -
thiswosald b hrough 4 managament buyout — see below,

* To protect the rest of the business from takeover = a part of the business
wiich 8 attractive 1o & purchasor may bo ok off 1o mvwoad thi whole company
bRing taken over,

* Togenerale cashina time of crisis.

& pail-oll may dishupt the rest of the organization i ey stafl or products from wilhin
tha organizaton are par of tha business wnit sokd off,

Spin-aff (or demerger)

Iri @ spin-off (or demerper) a new entily is crealed, whare the sharés of that new
ontity ara ownad by the shareholdars of the antity thal made the transier of asseis
info the new ontity. There are now two entiios, sach owning some of the assels of
the arginal single artity. The ownérship has not changad, and in theory e vaie of
the two indnadual entities should be the same as the value of the onginal single
ontity

Reasons for $pin-offs
Spen ~offs may bo justifod as follows

* They alow invesiors o identify The true value of a business thal was hidd n
32
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within a large conglomearate,
® Thay should Ead 10 8 CHANar managamant Struciurs;
*  They roduce the risk of a takeover bid for the oona antity.

Management buyouts
Definition

Definition of a managemeant buyoul (MBD). Purchass of a business lrom fis
eusling cwnafs by members of ihe managemant lesrm, generally in assoclabon with
& financing institution.
Owverview of an MBO

in an MB0, the purchasar ol Te Dusiness s not anothaer company (e in a sel off [
trade sale), but the existing rmanagemant.
Usually the managemani provides soma of the capital for the buyout, bul the

majority is provided by other financiers such &s venture capitalisls and Financial
ngtibulions.

MBOs - coosidaration lor divesting company

Marmiers of this buyoul laam may possess delaled and conlidential knowledge of
othar pans of the wendors business and the vendor will, themslors, reguire
satisfactory warranties over such aspects which i will not be able to control.

Wore serously, key members of the MBO team may have skdls vital o the vendor's
aperation, aspecialy in regard to information senices and nebworking.

A vandor may be reluctant io allow key players 1o end their contracts of sorvice io
take part in an MBO, becauss losing vilal operational skills can hardly be
compensated by lorms of waranty,

MBOs consideration for The managemeant leam

MBOs are nol dissimilar fo other scquisilions and many of the factors o be
consicensd will b the same.

* Do the current owners wish fo s8ll? = The whole process will be much
easar (and cheaper) i the curment ownars wish 1o sell. However. some MBOs
P D conciuced despile mital registancs fomm The CLIMENE ownars.

*  Polential of the business - The manageman! team engaged in the buyoul
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will ba making the switch form a relatrvely sale salaned position to a nsky
ownership position. They musl, tharelors, ensurs thal he wWolim businass will
b & boryg fun profil genemior. This will nvolve analyzing the performance of
the business and drawing up a business plan (products, markets, requinsd
new investment, sources of finance, efc. ) for future operations. Research
ahiws hal MBOs are less liely ko fail than olhar [ypes of new venlures, bul
server have colapsed, and manages must appadale the reks they e
taking and atterngt to reduce them as far ae possible,

* Loss of haad office support = On beuoming an indepaendant fem many of
the services that are taken for grartsd in-a i8rge organization may be lost, The
importance of these services wiries from one Industry to anoiher but
provissan will o 10 be frada Ior suppon in the arcas of finance, computing,
research and development, aln . Although head office feas might be saved,
afler the buyout these support senvices can involve considerable expense
whon purchased in tha outaido market

#  Quality of the management team — The success of any MBO will be graatly
inPusencar] by the guality of the managemen team, || is mportant (o ensure
that all functional areas (marketing, sales produciion, finance) ane
represant oo and that all managers ane propared (0 taks the roguined rsks. A
it approach is important in all negotiations and a clear responsibility
sitruchu fe ahould bo aatabishac within the leam

* The price — As in any takeover situation the price paid will be crucial in
determining the long term success of the scquisition. The usual valuaton
techrigues may be employed, olten with mons conlidence S MaRAHers ame
likehy to have a clearer idea of the future prospects of the firm, Care must be
token lo ensure thal all redovand aspects of the business are included in the
packags. For exampls. rademars and palents may be a3 impodtan] as the
physical asseils of the firm. In a similar way, responsibilifies lor redundancy
costs, elo., must be cleary defined.

Terminology - leveraged buyoul

A leveraged buyoul occurs when an invesios, typically a private equity frm, acquires
acontraling nteresd in o company's equity and where a significant percentage of the
purchase pnce is financed through leverags (bormowing).

Levaraged buyauts involve institutional investors and financial sponsors (§ke prive
equity firms) making large acquisitions withoul committing all the capital rocguined fi
the acquisition
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Financing the MBO

In an MBO, unlike a corporate-backed takeover, the aoquiking group usually lacks
thig financeal resourcds 1o fund the Gogustion,

For small buyouts the price may bo within tho capabililios of the managamon toam,
bt il s undkedy that many managers could ralkse e rge amounts imobed in somae
buyouts.

Soveral instilutions spociolise in providing fonds for MBOs. These inolude the
faliguing

*  vaniune capialate;

*  hanks;

*  pitvals aguety firms;

= gt financial nsiiiitions,

Role of venture capiuaiist

Venturs capitalists

Venlure capitabsts often provide their funds as a mix of eguity and debt, In arder to
gve inemsshies security (the dabt) whee allowing them io particrpate i things go
well (tha equity). Typically they will be prepaned o advanco funds for five 1o ten
yaars, and will gxpeci annual returns on tha funds of 25% or mong.

The types of finance and the conditions attached vary betwaen the nstitutons.
Paints 1o be considerad include the 1oliowing.

The farm of finance — Some inslitutions will provide squity funds. However, mong
commandy ioan fiancd will bo advanced. Edquity funds will diluld 1ha managament
tmam's mmi:himﬂumrhmﬂ,h#lmm pul substantals strain
on the fiem's cash flow,

Exit strategy - Tha mosl important fact thal nay nvostng institution will want to
know is how and when they will gat their monay back. Tha sxit stralegy is an

important part of the agreemeant io advance maney in the fisst place. Exil stralegies
ara axcplainad mone hully later in this Chaptar,

The involvement of the instiiulion = Some msiiulions may regquire board
represeniation as acondition of providing funds.

Ongoing support = The managemen: team should also consider the institubon's
35
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wilingnass o provide funds for later axpansion plans. Some investors also officer
othar sanices 2ch A8 managameant consultancy 1o Meair cllens.

Detals on tinaneing MBOS

Fmanciers tond o favour oslablished businoasos with roliable cash lows (to pay
diown Tha cedd) and a clear axll roula

Thay like definitive pians, bul say thay predar them beal and 1o the paint.

The emphasis ahould ba on the compelences of the team, and tha marke!
oppaortunity 1o be exploited, with detailed financial rumbers (focusing on cash flow)
put inlo an appandix. How services privously suppled by group depanmants, or
tolicrw subsadianos, will bo roplaced is lkedy (o bo a key ilom

Maragers will ba requirad 10 ifve! some of thasr cwn money and this will take the
torm of shares with soedlal leaures, lor exampls a high proportion of any disposal
walue.

Suggested financial structure
Capital struziures are ingvitably compels, with several levels of risk / reward:

*  bocurdd loans are usually oblaned form a bank, with a firs charge on the
ASHHE LAKEN over by the vontun,

= The provider of senior debt will require a firsi ranking security over all the
assets imvohed in he MBOD veniune and, uswally, over e capital of the MBOD
as evidenced by shares in the new eality. Seourity will also imwbve
undertakings fomm the MBO team regandfing the provision of financial
Irvhosrmraticn mrd thes Redting of restrictions on e MBO capacity 10 mlae other
debl fance and do dispose of assels.

* Junior dabt & usually called mazzaning fmance, which & an nlermadiale
singe batween senlor debl and oguity finance can comprise a moture of det
Interest and the ability to convert parn of the debt into equily, perhaps by the
convarsion of warrants. By this meéans the lender can in tma have a share m
the pramium resulting frem evertual exil from he venturo. Tha debt inlenest
will carry a risk premium, as il is subordinale io the senior debt and with less
secufity: Il MAyY aven be unsecuned.

*  Venbure capital is a form ol equity provided mainky by institulional mvestons,
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whose reward will usually ba in some form of dividends. probably preferantial,
comienéd with appraciation of their MBO aquity holding which will build up a
capital gaimn for when tha nvestmoent is realizod,

® The Last link m the structural chain s the equity holding granted 1o the MBO
team inell which, If their acihvities are succesalul, will provide a aubstantial
capital gain when the venlure is exiled, sither thiough flotalion or by other
means, ile, tha MBO management will draw salanes of fees for thear

L =]
MBOs — consideration lor the financers

Kay points for invesion - wsually banks or oller insbtutions = in deciding whather to
suppon an MBO are a3 follows:

* What is actualy for sale. and why? I may be & division or subsidinry of an
entity which rey lopger first that enbity's siralegy, or il may bo separable asseis
such as a factory o group of retad outiets.

& Whalihor the aclivities are profitable and enjoy a satis!actory cash flow. The
PrOGLAcIfve refunes must justify the operational and financial neks INvoived.
Profiis must be sustamable and cash flow adequate o sustan the ewel of
acirdlias proposed

* ‘Whather the management & sufficlantly sirong. This point is partcularly
signilicant il the MBO refales 1o loss — making activities, alihough sufficeent
allowance must ba mada lor the posgibiity thal s exisling owners may ba
burdaning il with excessive overheads. Financial compelenos and markeling

shals in the MBO's seclor are especially important

*  Whathor ihe prics iz reasonable and a sulficient contribution ks being made by
the managers. Tha managers should have some financal invohlvement and
the future proapacts lor the new entity should b demonstrable, espacially in
a tum-anound sitluation

These points are important as the main nsks associated with MBOs and, hence, the
reagons why they may fall are:

& Tha bad price offered by the MBO leam meght ba oo high;
*  Alnck of pxpenence in key arsas such as financlal management;
* A loss ol key stall who either percedve the buyoul as 100 rsky, oF do not have
capital 1o imvest,
anr
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= Alackof inance,
* Problema i conincing employees and follow collsagues of the need o
changs workng practices of (o accapl radundancy,

Irmestons, probably mstitutions, backing the MBO will indially hold magority of te
equity, with a relatively small minonty of shares held by tho managers.

Aithough the backers mus! be prepared 1o hold Their investment lor the long-lem,
ity and the managers will be looking fo the antity growing swooessiully io the point
whara il can ba |aunched on the stock exchunge. Al (hes slage. a marks) vakie can
be oblained for the egquity and, if desired. Some corlion ol the investment can be
foalpad,

Whare the backers desire a lower rink slement in their investmenl, they can requing
that some part of it will be In the lorm o redeemable convertible preference sharas.
Thiz can give tham priarity in abtaining incoma through a prefarance dividend and
prefersntial rghts. of repay s il the entdy should tail. There is also the prospect of
recemption i the antity should fall. Thers is also the prospect of redemption it e
enfity doas nat divvelop satistaciorily, or comvarsaly, the converfible aspact will allow
backers eventually 19 increase INeir equity hoiding i the entity should prove
succenshu

Exit Strategies
Dwvarview ol exil straleghas

Tha investom and financlers in an MBO will want 1o realiss a proft from thedr
wrveslmend m the medaam-lsrm.

Debi finance will namally have a specified repayment date. so the deb! providers
will have & clear xit route (assuming (he borrowing company has porormed in ling
with expectations and can aftord lo repay the debl as planned)

Exit sirategies for equity holders

For the providens of eduily, the exit roule i nol as easy 1o identify, The most commen
exil route for an equily invesior is the sale of the shares Io ancther investor. This
could bé through one of the Tollowing methods,

Trade cale

if tha MBO company recelves an offar for all s shares from anothar company,
firanciers will be abile 1o realise heir nvesiment. However, in a rade sale, allT =
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sharas are normally acquired by the bidding company, so the managamant would
Fess 10 Sl iy STAres in thsir owm Company too. Thisy may not be hapoy to do this,
becauss tha appaesl of an MBO o managers ks thal they will own their own company
raher than have 10 repon 1o ofher shansholders.

PO (Initisd Public Ofering)

An PO gives the financiers who want to sell their shares tha chance 1o oo 5o on tha
Sstock markel, Il the managers wan! 1o keep hold of el shares, they will be able o
0 0.

The probiem with an PO s thal the company wil have o satishy certain strngaent
critaria in order bo join the stock axchangs, and thers will be significant costa
assndciated with the kting

After an IPO, the shares wil b freely traded, which should increase their
marketabdity and hance thes valus. On the oifer hand, the company becomas
much mone susceptibia io takeover when its shanes are |isled.

independen? spie to ancther shareholder

The managens could try bo increase their sharsholdings in e company by Tangng
oul'ihe othes financiers.

This wouk! ba expandive, but if the managers could alford &, it would pravent other
axtemal sharehodders buying the shames and having & say in the running of tha
business

e
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Tesi your understanding 1~ ML Lid.

al Ono thoorelical mathod of valuing a company’s sharos is o calculate the
presant valse of fulure dyvidends using i discoun rate thal reflects the nsk
of the busness. In respact of large, listed comparies, current evidence
suggaesia that this & far loo Simplstic & view of how compary valuss and
shane prices are dalemined.

Required:

Commant on the reasons why share prices may be substantially different from the
level suggested by theory. inchade brief comments on the relevance of P/E rabos
and nol assol values in share prce ol rminalkon

b ML Ltd. ks an expanding ciothes retaillng company. it s all equity financed
by ordinary share cagelal of S 10 million in shares of Rs, 5 nominal. The
company's resutts to 1ha ond of March 20X8 have just bean announced. Prg-
fax profils were Re. 4.8 million. The chair's stalement included a forecas!
thiat @amings mignt be expacied to rse by 5% par annum in the coming year
and for the foresseable uture,

CO Lid, a erdidran’s clothos group, has an issued ordinary share capital of As. 33
millian in As. 10 shares, Pretas profits for the year 16 31 March, 20X8 were Rs. 5.2
milior. Boiouss of a meant programme of recrganization and rationaization, no
rowih |s forecast tor the curment year but subsequently corsiant growth in earmings
o approcimately 6% per annum is predicied. CO Lig. has had an erralic growth and
esamings record in the past and has not always achieved e often ambitious
toracasis

ML Lid. has approached the sharehobders of CO Lid. with & bid of two new shares in
ML Lid. for evary threa CO L. shares, Thera & a cash alemalive of Rs 13.5 par
share,

Fulmﬂhg&uﬂnnmﬂdﬂmhtd.memmmdhlud.shmfnllm
the price of shares in CO Lid. rose. Statistics for ML Lid. CO Lad and two other listed
companes in the same Industry immediately pror 1o the bid announcemen! ame
shown bedow. All share prices are in s,

208 Company Dividend yleld  P/E
High Low
225 {BS ML Lid. 34 18
145 115 CO Lid. ae 13
187 122 HIA Lid, 6 12
230 158 87 Lid. 2.4 17
30

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgY ore Vis# AV RIGzAdddemy.BlogSpot.com

Mergers and Acquisitions

Both ML Lid. and COLid. pay tax at 33%.
ML Lid.'s cost of capiial ks 12% por annum and CO Lid.'s s 11% por annum.
Required:

Assuma you are a financial analys! wih a major fund manager. You have funds
invasied in both ML Lid. and COL1d.

= Asgess whether the proposed share lor chare offer is likely 1o be beneficial
1a tha shareholders i ML Lid. and CO L. 5nd recormmond an investment
stralagy based an your calculationa,

- Comment on olher informatson al wosid be uselul in your assessment of
th bl A that the astirnates of Jrowth given abeove and achisved and
thal this mew compaary plans no harifer sasoes of soguity

State any assumplions thal e maka.

Tesl your understanding 2 - KING Lid.

KING Lid. & a maedam-sized tood manufaciunng company. It has recently sold a
subsidiary that traded in what the company considered 1o be non-core business.
The sale raised Re. 1.4 million n cagh

The compasy's long-term deblt to equily ralio is relatively high compared with other
companies in the industry and the directors have ruled out furthar bomowing at the
prowort tma. In fact, ono of the direcions thinks e cash raised from the sale of the
subsidiany should be used o repay some of the company’s outstandng debl.

This 16 nof a view shared by the other derectors who are evaluaiing three small but
potontialy profitable acquision opporunition. Tho directors boleve thal the
sharehokders of all three target companies would not be opposed o a bid ai this
fime, especially o a cash offer. However, to acouine ail of fham would require As. 2.3
milion. The share price |s standing at an all dme high a lew considersd
unSustainabie by the diretiorns based on he company's projectad eamings. The
directors, herefore, intend 1o mil their expenditune to the Be. 1.4 million cash rased

by tha sake of Ihe subsidiary

Expectad afterlax cash fows

Company Yaar 1 Year 2 Year 3  Acquigition
Rs.'000° Rs.'000' Rs 000" RAs. 000

AR Lid. {100) S0 1,100 {1,100}

CD Lid. 128 275 380 (550}

EF Lid. 200 325 450 (650)

I
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Mote: The cash llows are in real terms, Le., they do not include inflation. KING Lid's
shareholders curmently require a real restum of 12% on thelr insestment In
company. Tha company uses this rals to evaluate all ils veatment docisions,
including acquisitions.

Roguired:
Assume you are a financial manager with KING Lid. Write & report to the directons
evaluating the potential acquisitions. You should e iu-ds the following information in
YOUF report:
Tha expected nel present valus and profitabiirty indexes of the three projecis. Based
solely on these cakulations commani on wiich company(les) should be chosen for

ECqusition and cormmant on The e of 17% a8 & dzcoun] rate n the cliroumeglances
hene.

Récommandalion ol uses Ior aay cash hat is 6l over afled the acquislions have
e e

Commaeni on iha dirsctors’ decisions:

Iy torwvesi rather than repay debt, and
) 1o it thizir invasimont lor the current year io cash purchases rather than

farks Aew capstal in the form of debt of ooguity
Comment on the advantages and disadvantages of growth by aocquisition as
camparsd with growth by intemal [or orgamic) investiment.
Test your understanding answers
Example 1

*  Dparatng afficwances - the unused capacty al GSL can be used 1o producs
Williams pioducts without adding to costs and capacity.

* Marketing synergies.

® |f the cash flow sireams of Willams and GSL are not perfectly posilively
corredated then by acquining GSL - Williams may reduce the variabity of thadr
operaling cash flow. This being more attracive o investors may lsad o
chaapas financing.

* The dedicated horbalists of GEL and the A+D slaff ol Wilkams may be a
complemeantary resournce.
3z
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*  Fixmed operating and adminisirative cosls savings

*  Corsolidation of manuiaciuring capacity on fewar and larger sites
*  Ther may be bullk buying discounts

*  Possinllity of gent adveriising and distibulion

* GSL s badly managed - thus tha slimirascn of inefficiancy could allow for
financial synergy

Example 2

Caloulations

Value of Mavers Co. = Rs. 305« 48 mshares = Re. 146.4m
Value of Power Co. = Rg, 8 80 = 13 mshares = As. B8.4m

Total value (assuming no synergistic gaing) = 1464 + BB 4 =Fs. 234 8m
Number ol sharss posl-integration = 48 million + (2 = 13 millon) = 74 milion
Sa, tiie post-niegration share price will ba

Ry 254 Bm /| 74 milion = Rs. 3173

Bhares MY Oidwealth  Change
wavers 48 As 152.39m Ra 1484m +A8.59m
Power 2e13m=26m Rz 825m RsBB4m -—He59m
Advice

The Power Co, shareholders will not accept a 2 for 1 share for share exchange since
il causas thair waalth 1o reduce.

Recommendation

in ordar lor the Power Co. sharsholdas 1o be encouraged 1o acoept tha ofler, i§ must
ofter them a galn i waalth,

To make sure that Mavers Co. is valuing Powar Co. a8l its curren] marnkeat value, tha
walue of the offer needs io be (Rs. 5,80 x 13 m shares) Rs. B8 4 m in fotal.

Given the current Mavers Co. share price of Rs. 3.05, this amounis o As. B84 m/
az3
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RAs. 3.05 =28 58 mshares in Mavers Co.

An anchangs of 20.88 m Mavers Co, shares for the 13 m Power Co. shares
reprasants arabio of 28 S8 mic1Imor2. 2301,

However, if the leems of the offer were 10 be exactly 2.23 Mavers Co. shares for
every 1 shave in Powsr Co. there would be no icentive for the Power Co.
shareholders o sall (hrancially, they'd be indifferend botwean keaping thesr axisting
shares and axchanging tham for Mavars Co. shares)

in ordar to encourags Power Co ‘s sharsholders to:ssll, a premium would have (o be
offarad.

Henca, an offer of {say) 2.5 Mavers Cn, shased for every 1 sham in Power Co, would
probably be needed 10 encourage the Power Co, shareholders to sell

Position of Mavers Co. aharehalders

In this situation, where no syneqgestic gains are iIncluded in the caloulations. a gam lo
Power Co.'s sharsholders will result in 8 cormesponding loss 1o the Mavers Co
shareholders. Croariy Mavers Co, would nol wanl 16 proosed with the takeover in
s ol FEL nNlancas.

Uniagss sofme synefges can bo ganorated, to mprove the waalth of tha overall
company aMer lhe acquisition, here |s no way of strecturing the deal so that both
ssis of shareholders will be satishied.

Tesl your understanding 1- ML Lid

&) Given the wording, you really nesd o explain why the dividend valustion
moded may break down, as it & the theory' speciically mentonad in the
guistion, You probably have lima only lo menlion a couple of drawbacks
with each approach,

A common way of valuing the ordinary shares in a company is descounting all future
driidends anticipaled frorn hobSng the shares. Althaugh having a fng of truth, i
often fails to give a prica which comasponds Io the currant markal price, dua 1o its
nherani fws:

* It requires constant dhidend growth, which in tum mples a consiant
relantson rato and retum on ramvestad tunds. It is possible o cope with
vanying growth ratos bul the calculaton is awkward

* || roguines & CoONBNUOUS SUpply Ol Fvedtment oppOMuNGes Thitugh lime '
justity retention

324

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgY ore Vis# AV RIGzAdddemy.BlogSpot.com
=

Mergers and Acquisitions

* It can glve nonsensical resulls e.g., fero currenl dividend generales refo
vialiig, thiis ignofing tha valua of the firm's assets and /of 18 cAMINGS Gtroam

* s only sutable for vaduing minonty stakes in a lirm because it ignores the
apporiunities for managers to restructure firms (o improve eamings and cash
flow. The key o value B nol The porfion of profit pakd out 1o shanshokders but
the earming power of e bukiness.

Price earnings (P/E) ratios

This i not & method ol valieng shanes of guated frms P/E ralos are tha product of
waluation. Wian Ihe markel Ssats a value, the resuiting share price divided by the kst
reporied eamings gives the P/E ratio. Generally, a high P/E ratio indicates that a
COMpany & axpactied 1o grow M5 samings rapsdiy in the luture.

The PIE rafio can be used 1o cross-Check against tha value of other companies. If
thalr relatve P/E rabos fook oul jof line, # may suggoes! under of overvaluabon
somawhera, P/E ratics can also be used when vaiuing e ahanes of unguolsd

companias, taking due care when Inlerprating the accounting data wsed.
Net Assel Value [HAY)

The NAV i3 he value per share of the firm's assets nel of all iabilities i.&.. the owners'
siaky i e finm, It has some maril for unlisted companies whose shares are nol
iradled, et it Is haghly unifeliable for manry reasons:

& Based on GAAP, statement of linancial position values are pomarily
designed lo satiafy the directors’ duly lo account for past performance.

* Il can be distorted by Accounting practices &g, ciffaren depreciation
pokcias,

* RAewaluation of asseds s not mandalory (except in the property sector) so
sl vahses couldl sanously untaerstale mandt vakies.

*  Iisonly vaid atone pointin time, the reporing date.

* It {usually) ,gnores Intangbles such as brands and marke! standng,

& may exchde some labiitiss ‘off-stalemeant of financlal position’ debls e
operating lease obligatons and warranty commitments.

*  Siock values quickly outdate in some industnies, and some deblors may be
doutittul,

The NAV provides meraly a floor to equity value usually, the markef value s many
firrias e NAY becauss the marks! is valung fullie samings capacity. A discounted
cash fiow approach i the maost appropriate method of valuaton,
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b} The length of answar that you can offer will ba kmited. The bulkaf your time

will be spant on compitation. The solution presented here gives & step-try-
slop guide that you would need o follow, rather than just a summary of ihe
=T

Basic information

Profit after tax {PAT) for sach irmis
BIL: (067 = A= 4 Bm)

COx: (0.687 x Rs. 5.2 m)

Givan respectve PIE rabos,
markeat values are:

ML: {16 Re 3.082)

CO: (13 = Rs. 3.484)

Given the numbar ol shares, shane
price is;

ML: (As, 46.2372 m)

CO: (AE. 45 20/3.3m)

EPS:

ML: (Rs. 3.082/2m) 1541 1.056
CO: (Rs. 3.484(3.3m)

Analysis

Number of snares post-bid: 2,000 + (2/3x 3.300) =4,200
Epecttd murke! prices past-bid = Total marke! valusiumbed of

ML Co Compirasd

As. 30GE2m Ha 3484m As 6.566m

Ae. 4623m RAs 4520m Az 91.52m

As.23.92 ARs 1372

shares
=(Fs. 91,5204, 200)=Rs. 21.8
Value of bid at posi-issua price = (2 = H5. 436
shires x Rs 21.8)
Cash value of bid per 3 shares =Hs 405
offered: (Rs. 13.5x3)
AssosEmant

Assuming no changes in thea level of market prices, and no re-rating of the secion, ML
share price would tal post-acquasition to Ra. 21.8, Al this price, the value of the 2 for
3 shara ofler should attract CO shareholders. They would be getiing shames worth (2
% Rs. 21.8) = Re. 43.6 in exchange for shares currently wordh (3 = As. 13.7) =
Rs.41.1.

The share-lor-share offer k5 also worth more than the cash allemalive: Rs, 436 vs
A= 40.5.

Thes i8 & ‘réverse takecver, whee the shareholders of the Larget end up haolding a
rreagority staks in the evpanded company bul who gains from this?
326
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Former Co. sharsholders would hold (220004, 200) = As. 81 .52 m = Rs. 47 939 mof
i valus of the axpanded firm, a gamnof (Rs. 47.939 m Rs. 45,290 m pra-bid valua
of Co.j= R 2648 m

ML shareholders would [ose Re. 2,649 m, making the share-fnanced deal distincily
naliraciive o them

Conversely, the cash olfer would create wealth lor ML shareholders Le., Ihey give
Rs. 40.5 for somedhing worth Ris. 41.1 pre-bid.

The advica to the fund manager is: "accept the bid in raspect of Co. shares and sl
ML shares in the market i you can achieva 2 pnce above Rs. 218",

Other infarmation required

The advice given hinges on the behavier of ML's share price i has already (allen on
he announcement, but by how much? it may aready be oo e i the markat is
efficion!, as i{ would alteady have digosted the nformation contained n the
announcemani,

Also;

* Wit hanelits are oxpacted froim the Manger Le,, 0fE! savings and synanges?
To maka sense of the bid, ML must be saming tha PV of thess benallls above
Ha. 2,648 mio ywld a posstive NPV lor the acquisition.

*  How quickly are these banelits ikely 1o show through? Any delay in exploiting
thesa lowers the NPY.

* s feasible thal the maral might apply a highor P/E ratio 1o the expandad
campany may ba nol as high as ML's bul possibly al the markel average,
currenily 1425, compared io the weighted average P/E ratio for ML/CO of 14.

s ML likely 1o sall part of Co.'s operations? And fo whom? I ML has akeady
linesd Up & baryer, 1 missl expedt 1o tun & proflil on the doal.

o g i bich Wiily 1o be defended by the target s manages, leariud for ths jobs?
I 80, & higher bid might be expected.

* s a White Knignit lliely io appear with a higher bid onmare lavorable terms?

# Are there compelition implicaions Bkely o aftract the inderest of the
authorities?

Test your undarstanding 2- KING Lid,

Report
To: Bowrd of Direcions, KING Lid.
3T
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From: Financial manager
Db XX HNK
Re: Acquisibon opporiunities

i thig repodt | have evaluated the (hnee palontial rgol companies th board is
considering. | have also considered the further finance issi=s surrpunding the use
of the cash rpisad from the recont sale of the spbsksiary company, and the wider
quastion of whather growth by scquisiion is preferbis io organic growih

Irnvestment evaiuation

Each Investmant has been evaluatec on e Dasis of the NPV of the real cash fiows
discounted at our resl required rate of retum of 12% (ses Appendix), The results ame
summarized as loflows:

ABLNM CDld, EFLid
Net present value (NPV) - Bis 191,700 Bs 51,400 As 108,000
irstiad rrvestrman Rs. 1,100,000 Rs. 550,000 Rs. 850,000
Profitatulity sdax (71 17.4% 3% 166%

Puraly on the basiz of hese compulations, and beanng in mind that we cnly wish o
irvvesl (e Re 1.4 m orealized from the subsidiary sale, the vestment in AB Lid. is
prelerable lo the allemative of ivedting in bath CO Lid and EF Lid, Having 4 positive
NPV indicates that this oplion is slso preferable 1o returning the monay 1o the
sharaholders

With ragand 1o the use of the 12% required refurm as a discount rale for all three
comgankas, lwo points need tobe made:

* the decount rate used 1o evaluate & project should reflect the specific level of
risk aftachad ioits cash Bows. The usa of a blankel 1.2% rale assumas That all
threa companies operale in the same nsk cdass, which also indudes KING
Ld

# 12% s a real required rato of rotum, and has beon appied (o real cash flows
This svaluation may be irvalidated ¥ the cash fiows are sxpected 10 Inflale at
differant rates, asthar from aach othar or from tha ganeral rate of inflalion that
shareholders may bulld inlo thals money (nomnal) negured retum.

Use of surplus cash

The investimont in AB Lid wil lpave Rs. 300,000 from the subsdiary salos
procesds. This may be used o

328

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgY ore Vis# AV RIGzAdddemy.BlogSpot.com

Mergers and Acquisitions

®  |nues alsewhera, either in o smallar company, or Rtemally, in working capiial
if tug s |ustifod by a possble InCiease @0 turmovar,

*  repay S0 of our bormowings,

* pay .an increased dividend, if the: company feels it cannol use i profitably
either this year, or in the near future

Current finance policles

Tha Board has decidod not o usa this Rs. 1.4 m fo rapay debt, nor to supplamant this
lar investmen] by raising lofher equity or debl eapiftal. Thia will mean that the
gearing kavel of the firm will ramain lsipety constant (although the impact of the
invastment is axpeciad to marginally taise [ne marke! value of equity).

This imples. that the Board fesls "hil the company (s cumently operaling al its
optimal gearing level, where The oosts and risks of its finance are balanced 1o
produce The lowest overall cost and hghest market value. Provided this is, in fact,
e Case. this 16 A reasonabla policy 10 lollow, aahough i should e Kep! under
caradul raview 35 market conditions change.

The decision nol i mcroace the kevel of imvestment in order io take advaniage of all
three (and possibly more) investment opporunities i perhaps a lithe mora
guesiionatve. This can be done without significantly aflecting the gearng level, by a
mix of pquily and debl, and will increase the waalth of KING sharcholders. Thena
should be few problems raising now finance in these ciroumsiances.

Howewvor, if the Board is comanced that the share prce is unsustainable af s current
vl Ihis exparslon could be underinken wilhout furthas cash injection by making a
share lorshare olfer io CO Lid. and EF Lid

External versus internal growth

In comparison with growth by internal (onganic) imesiment ie., sapanding existing
activities of selting up a rew business from scratch growth by acquisition has the

toliawing advaniapes and disadvantages:
Advantages

* || may be cheapar, if the shares of he targel company(IEE] ara currently
undervalued by the markst for soma reason, or the business is being
mEmanaped

& The growth is achioved al a (nsior rate.

#  The experise and skills nesded can be bought wilh tha company.

28
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= ‘Whilsl the acquiring company is increasing (or acquiring) markal share,
productve capacity of the marke! is maintaned at the curront level, avoldng
the increased compaliiive "squees’ thal comes from sxpanding an exisiing
business in a imied markst.

Disadvantages

*  The indirect costs of acguisition are often undes-estinaled the integration of
the systema, managemant and culture of the new company can Bo A long,
costly and sometimes unsuccessiul progass

* Tha benafils expected from. the menrger are ofien nol realised due o
astimalas being based upon insocurate or incomplete informatson, or lack of
management undanstanding of a new industry or market. The knowledge and
exnperiancs base lor organic expansion will ganaralty be a lof firmer.

Appendix
Time Cagh NMiows 1% PY
RAs. 000" df Rs. ‘000"
l:l__l-.lﬂ. CO Ltd. | EF Lid. AB Ltd. | CD Lid. !H-H-_
1] (1,100) (550)| mO) 1 (1,700 (550 (650
1 {100) 125 200|0853| (B9.3) 116 1786
2 TED 275 A25|0.797| 5978 2182 | 2580
3 1,100 380 450| 0.712| TE32 2706 | 3204
NPV 181.7 51.4| 1080
Pl 1T4% 0.3% | 16.6%
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1 Overview of Chapter

o ROCE = {gnerating profit/
( — ) Capital -mplnrw-:' u 100%

Chapter Learning Objectives
Upon completion of this chapler you will be able to:

:hdio'mst-hg
*  Loarn performance analysis
* Calculate profitability ratlos

Py ofablil
F’H‘mrr.: i
* Comprehend financial gearing """'
*  Apprehend stock markel ratios "t n.:ve = {PAT]
Ligquischicy Wi s E r-;] g .
* Explicate the use of published accounts Tor ratio gonsiisranzd BEY | J::': ol e i
Yy
S— : - (:)

Cowered m detand au part of
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¥
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—

l:ru-ncrl':

CHAPTER 9
CHAPTER 9

Du'-'km:l yhinld
DS ki g prece

Perioimance analysis

Irvestors (bath sharsholders and landars) will often appraise the parlormance of an
arganization, 10 455885 whather tha organzation represants a good investment. If it
& shown that the crganization's pericmance ks declining, he sharsholders may
dachkde 10 el their sharas, and Ine lendeds Might changs her assesament of tha
organization’s craditworthiness.

To appraise parformance, it is necessary 1o first caloulate ratios under the lollowing
headings:

*  profitability ratios;
* |iquidity ratios (essentially the warking capial ratios);
= paanng ratios:
*  glock markol rabos.
With the exception of tha liquidity ratios coverad already, the calculation of

333 LKL
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thasa rabos s coverad in this chaptar.

B aware that in the exam, il will also be impariant o cominent on the ratios,
any trends, and any ilkely future developmeants,

Profitability Ratios

The aim of an organization ks lo generate a retum to ihe shareholders. In order o da
this the company must generate profits to cover the costs of Fnancing itsall.
Financing over tha lang-term will aithor be (hmugh debl instrumants or equity. Thera
Afe lwh measunes critical 1o any anaksss of prolabdity:

1} RAeturnon Capital Employea (ROCE)
7).  Return on Equity (ROE)
Return on capital employed (AOCE)

A maasure of the underlying perdormance of the business before finance. It ghves an
indication of the health ¢! the business in generating & relum on i1s Nvesiments.
Gearing has i irmpact on the retum and honce this is the mostimporiant measure of
profitability 1o calediaie. Tha ratio is calculated belore lax allowing relurm o ba
compared betwaan companies under difering tax regimes.

Operating profit
ROCE = ———— x100
Capaal amployed
Oparating profit

A maasurg of returm after cost of sales and operses pxcipding financing and tax
oosis, it is also usefully known as profit belors finance charges and tax (PBFC & T).

Capital employed

Thea totad tunds investad in the business. It includes equity and long-tem dabl.
Raturn on éguity (ROE).

A measure of return relating sobely 1o the sharshoiders. It i calculated afler laxabion
and before dividends have been paid oul. It gives an indication as 10 how wel the
compary hag perdomed in mlation o Hs shareholders. the most importani
siakehoider. The impact of difiering levels of gearing should have an impact on the
rehum,
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Profil after tax
ROE = —_— w100
Equty

it is uselyl o compare the ROE o the ROGCE 1o measure the amount of the retum
undartying the business thal pertaing to the sharehoider. Plaase nole, however, That
thesy Are nol directly comparable, ROE being pos! tax and ROCE pretax

Key working

!
g
IH|EHIEHI3.‘H

A compary' i3 considering two funding options for a new project. Tha new project
iy e funded by R 10 m of equity o debl. Balow ars the financial stalemants
gwen the project has bean fundad in aither manner.

Srstement of financisl position exiract
Equity Debt
Rs inm RAs. inm
Long term kabilities 0.0 10.0
Debentunes {109%)
Capital
Share capital (Rs. 10) 1.0 36
Share premium 40 16
Resarps 5.0 5.0
200 10.0
336
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Income statement extract
As. inm

Turnover 100.0

Gross profit 200

Less: pxpensas (15.00

{excludeng finanoe changos)

Operating profit 5.0

Corporation tax is charged & 3%,

Required:

a) Calcutate all profitab#ty ralios and compare the financial perommance of the
compary under aithes hunding.

-] Whal s the maact on thi company's parfomancs of mancing by debl rathar
than aquity?

Assot tumoves

Wa may ook al how many times the tumover of the business excesds the capital
employed of fhe pusiness, This iz nommally an indicator of he type of business the
0T PRI S PUNNIng.

Liw lurmover sugoests thal the business is capital intensive, imvolved In mani-
facturng and perhaps concentraling on specialized producls. High lumover
aternatively would suggest a reladler of standardired products.

Tumower
Capital smployed
Operating profil margin

How much doss each individual unil of sale generate towards profit? The argumanis
for this ratio are sgual and cpposile of those for assel umover. in addition, the
profitability will be an ndicator of the relative atiractiveness of the product range
compared lo the industry average. It may Indicate which part of the market ihe
COMpanYy 55 targekng.

Assal lumover =

P8IT

Oparating profit mangn = =100

Turnover
aar

CHAPTER 9

1]
x
i
-
o
!
XL
J

Performance Analysis

Example 2
Required:

Using the data from the previous examphe, calculate the sub-analysis of the ROCE
mifo:

& A IrmeOver
bl  operaling profit margin

Financial Gearing

Change in capital structure will affect firancial geanng. Financial gearing is the mix
of dab ko equity within a firm's permanan caplial. There are hwo moasuros:

1)  Capital gearing a statemeni of financial posiion measurs.
2) Financa charges cover Cvloigst cover”) an incorme statemant measun.

Capital gesring & measurne of capital structure
Thara are bwo key measures of capital gearing:

Dabt
Capiial gearing = %100
Equity
Dot
—_— =100
Debd + Equity

The calculation of capital gearng can be done in a number of different ways, the
examiner may have bo specity what he wants. Whatever the measure it will include
debl and equly.

What do deblt and equity contain?
Debt (also known as prior charge capital or PCC)

All parmanent capital charging a fixed charge (intecssl) may be considenad r -1
This includes debentures and loans naturally, i may include bank overd |
sgnificant and considerad pan of the pesmanént inancing.

Equity

Al prdinary share capdal and share premiurm (ogether with reserves (they |
338
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fha ordinary shareholdars).
A note on prelerence shares:

Prefarence shares to ba treated in the following way if they are irredaemable, freat
a5 equity and, if radesmable, traal as dabl,

Example 3
Statement of financial position for X Limited

Ra.inm
MHon-curent assets (lotal) 23.0
Current assets (lolal) 15.0
TOTAL ASSETS 38.0
Equity and Liabilities
Ordinary share capital 10,0
Ordinary share premium 4.0
Prafarence shans chgial | (oo nakke) 1.6
Rasarves 15
MNon-current liabilites
Debenturs 10% a.0
Current Labiliizg
Trade credicrs 8.0
Bark ceendvall 50
TOTAL EQUETY & LIABILITIES 38.0
Requirad:

Calculate the capial gearing of the business.
Finance Charges cover (Interest cover)

This is an income slatement measure that congiders tha ability of the business to
cowir the fingnce charges and capilal iepayments as they fall due,

PEBFCAT
Finanoe charges covers —
Finance Charges

Example 4
¥ Limited income siatement extract

RAs.inm
Oparating profit {FBIT) 10.0

Finanoe Chargpes (2.5)

339
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Profit bafore tax (PBT) 7.5
Tax @ 30% (2.25)
Profit afteran (PAT) 828
Required:

al Calcuiate the finance charges cover,
bj I& this bavel of cover sala?

Stock Market Ratios

irvestor mtios reler ko bath deb! and aquity

Ralios

Debt Equity
Debt imtios

The single measure we need to understand is the sample coupon retum, of yield Le
tiwe interest paid by the debenture in relation to the current value of the debt. This
dogs not take nto condidaration Me ovwentual redemplion of ths debentuns which is
considened af 4 later date.

Finance charges paid
Cusrrent marke| value

Sirmplo linance charges (interest) yiald =
Equity ratios

Bators wa can calculnte any ration we nosd (o calcuate a key maasurs of relurm, the
Eamings per shars (EPS).

PAT less prelanence dividend

Hegdins EPS =
Humber of ordinary shares in issue

Example 5

The United Company aamad profits after tax of Rs. 15m and has a preference
20
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dividend of Rs 3 m. Thara ara 24 milkon sharas in circulafion.

Required:

Whnat is tha haadline EPS?

Thasa ame thoad invealor ratios thal we mus! be abks (o calculate and undersiand:
1) PEratio.

2) Dividand cover.

] Diradand yiokd,

The key o being able lo calculate thess rabos 5 1o idaniity that there are Thrae
waiues that are used o calculate the sbove and 1o know the values needed, and you
Ara MOre than halbway there!

1} Markel value.
) EPS.
3) DPS [dividend par share somatimas describod is gross dividend)

P/E ratio

The P/E rafio & & meosure of growth; i compares the market value (a measune of
fulirg samimngs; (o the curmant eamings.

Currert ahane price Total MV
PE ratio = =

Headiine EPS

Profit after lax

The higher the P/E ralio, the grealer the market expectation of fulure samings
growth, This may akso be described as markel polential.

Examiple &
Twno companies have the following detads:

‘White Black
Markiot value par sham As. 30 Fs 9
Headling EPS Ae. 1 Re. 1
Required:
Which company does the market retain higher confidencs in?
Dividend cover

This is the amouwnt of profits attrbulabie to shareholders thal are aclually paid out in
341

CHAPTER 9

1]
x
i
-
o
!
XL
J

Performance Analysis

tha form of dividend. Tha laval of dividend cover depends on a number of faciors:

* thetype of Industry
*  the requirements of the specilic shareholders
*  the rwvestment opporiunities avallable

* taximplicalions
* dividend policy,
EPS PAT
A n ﬁn Total dividend
Example 7

Further Io the previous exampls. e are told thal White is paying 20 paisa per
share while Black = paying B0 pwisa per share dividend.

Reguired:
What is the dividesnd cover for sach company?
Dividend y'sld

This « the ralationship of the dwdend paid 1o the curent market value. It is of
importance whan deciding what type of investon we ang (nying to attract. i the yield is
Figh Thes will appeal to the iInvesior who requires an income from the share. A lower
wioid] suiggests that more is beng reinvesied back mito the company which shouid
shmct Ihose invasiors who wanl capital gan,

DPS Total dividend
Devidend yield = -
Current share prce Total MV

Example 8

Continuing from the previous examples, caloulnle the dividend yieid for both White
and Black.

Alman'e 2 score

Altman stugied bankrupt manutacturing compansas in the USA n 1068 and
concluded thal the bankrupl firms shared common characleristics, which b
incorporated in his Z score model. The Z scors uied ratio analysia to ghlight i
whech wers likely Lo {ad_ 1 only ncorporated 5 key rabos and was crilicized lor bai

M
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oo simplistic.
The original Z-scone formula was a3 follows:

Z = 12T1+1.472+337T3+0.6T4+0999T5

Ti= Working Capital / Total Assels. Measures bguid assels in relabon (o the size
of the company.

T2= Reiained Eamings / Tolal Asseis. Measwes profiiabilily thal reflects. the
COMDAnNY s 208 and earming power,

Ti= Eamings Before Interest and Taxes / Tolal Assels. Measures operating
efficiency apar from tax and leveraging factors. B recognies operating
eamings as being important 1o long-term viabdily.

Td= Markei Value of Equity / Bock Value of Tolal Liabilities. Adds markal
dirmenson thal can show up Escunty price fluctuation as & possibe red fleg.

To= Gales' Total Assels. Standard measiine iof otal asssl iurmover (vares graatly
$roamy industry tondus iy}

Altman found at ihe mde profile for e bankrupl group lell al -0.25 avg, and
fof tha non-bankr gt group at «4.48 avg,

The development of the ZETA® score

in order ¢ addrass the limitations of the 7 score, Altman and others camied out
furitigr resaarch and developed the ZETA® scome. This is a propriedary meihod and
oniy uvaiable (0 subscribors B0 tha company which owns the model - tharedone it (s
it poEGEda 10 ghes details of the formls hera. The approsch takien s similar o the 2
scors, but the ZETA® score is basad on seven variables, with the addition of an
ascossment of the stabilily of the company’s samings owver a period of five o len
yuars, and he klze of the compary based on ih6 tolal assets

The Use of Published Accounts for Ratio Analysis

Whan exiernal stakeholders, such as potential invesiors and lendors, bry (0 assess
the perfgrmance of an entity, the most readily available source of information is the
pubil|shed accounts of the sntlty.

In rying lo interprel the ratios calculated from the published accounts hgures, il s
irmportant to understand the imitatons of the published figures.

Limitations of published sccounlts figures for ratio analysis

* Publiched accounts are historic records, not forward looking. However, the
Cperating and Financial Review [DFR), which companies ane encouraged to
prosan as part of their published accounts, will contain the directors’ view of
the company’s prospects.

a3
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= The income slalement s prepanad using the accnials concepl, S0 i1 difficult
to relate tho figuras 10 tha ontity's cash posion. However the Inclusion of tha
cash fiow slatemant |n the published acoounts helps to gve an imprassion of
the cash position.

* The publlshed accounls have historcally contained only fnancial
information. In recont years antities have been encouraged |under the Global
Repaorting Initiative) to report on emvironmenial and social issues, 50 users o
the accounts are abla 1o sae a [uller view of The enily's parformance,

More on recent developments in financial reponing
Extending the scope of external reporis

According o the |ASE's Framewo k, The objective of financial sialemenis is o
‘provide information about the financial position, perlormance and changes in
financial pesibion of an entity hat is useful to a wida range of usors in making
BLONOMIC JOCI0NE

Tohedp users make decisicns, il may be heiptul to provide information relating 1o the
future as well as the hislars nformation that linancial statements provide.,

However, the inclusion of forecasts is unlikely [0 be acceptable 1o the management
faam

* Whal if forecasts aren’ achisved?

= \What f forecasts are deliberataly pessimibstc?

*  Forecasts may provide 1oo much information lo competilon.
*= Preparing lorecast information may be costly.

Thare has also baen noreasang pressure for entifies to provida mone infarmation in
thasr annual reports bayond just the fnancial staterments mnce nonfinancial
nformalion can also be imporiant 1o users’ decisions.

Entitles have aiso begun 1o accept over recent years that they have responsibilites
to stakehokders other than jus! shareholders, for example:

*  customers and suppliors;
*  locH communities,
= society as a whole and the anvironment.
Social sccounting and environmaental reporling
Enitles have increased their reporting on matiers such as:
a4
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= aimploymant of disabled people;
= gthnic groups;
* oender diversity

Entities have also become more accountable for their activities in relation to
emvironmental damage &.0.. greenhouss gas ermmsinns. This may impact o 1he
entity via tax charges / reliels, additional costs and provisions.

Giobal reporting imitiative

The Global Reporting Iniflatrve (GRI), laenched in 1897, issued a set of guidelnes
regarding suslainabiity reporting (e, ihe anvironmental social and economic
aspacts of parormance Applyng hase guidelnes is voluntary

The GRI suggesis thal eniies report performance indicators 50 at users can
manitar thair perlormandcs from aocnomic, amarcnmantal and social parspectves,
Examplos of such parformance indicaion may bo:

Economic the impact of the entity on local, national and giobal economies.

8.0, proportion of spanding with local suppbers. proporion ol local workloros
employedipy eniity, kevels of taxes paid.

Envirenmerninl

&.9., % of recycled material used in production, levels of gas emissions, levels of
organic ingredients used in products,

Soclal

.0, breakdown of workforce by ethnic background, policies in respect of worlang
hoiurs, benefils provided to smplcyses such as healthcare, gym membership.

Human resource accounthng

There are sugoestions fhal the human resources of an entity should be reflected as
an asset on the statemant of financial position (formerly the statement of fmancial
pasition). Many companles are more service based and have low levels of
tradibonal tangible assats such as machingry and inventory. It can thengions be
argued that under curren! accounling nubes, their statements of financeal position do
not appropriately refiect the value of their assaets and the business as awhole,

This 1 e can diston inlsmpretatian of their resulls since a ratio such as AOCE will
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be high due io the low level of capital amployed on the statement of financial
position.

Also, by recording the asse! on the stalement ol financial position managamant of
an enlity are perhaps more likely 1o consider fheir value o the business and
shasradiore lake maore responsibilty for kolang afber thasir well-besng.

Hewaver, one of the meaen arguments against capitaleing i+ telectual captalis that it
does not meet the definiion of an assel. This is becatiso the entity cannat "conbrol®
PPN PSR

it will also be very dificult to rebably measure fhe value of ntellectual capital. The
problema sssocinled with the area may (esull 0 mamnpulalion of financial
sialomeants and also lack ol comprrabidy betwesn the fnanclal stalements of
differan! enbibes.

Internathonal financial raporting

As more and more compandes aperate globally, there has been an iIncreasing need
for accounting cractines to become more harmonized.

A AN Bes Dusadvantages

* Ingrsased efficiency and | * Cosls lor non global companes
decreased costs for global | » Changing atliludes and Iradions
COIT Lansns

* Inorease comparability

* Incroased compaetition in workd
markots

Exam style question
Test your understanding 1- STR

5TH is a woll-establishod markoting consultancy in a country with a low interost rate.
&TR is a successiul busingss whech has exparienosd rapid growth in fecen! years.
There are 2 million As. 10 ordinary shares in issue. These ordinary shares are
quoted on a frecognided stock exchange and 40% ane owned by the lounders of the
business. Dividends wera Rs. 4 par ghare In 2003 and grew by 5% per annum
between 2003 and 2006. This patiemn is expecied to continue beyond 2006.
Dividends are paid in the year in which they are declarsd,

Extracis from the linancial statermanis for the past threa years are as follows:
£ 2 1]
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2004 2005 2008 e}
Rz.inm Rs.inm Rsinm o o
Priofit belors tax 21.8 24.4 26.7 o x ] Discuss ihe comparaiive advantages and disadvaniages of a share
Tax expenss 1.7 26 43 Ww w rpUrChasn Versus A one-off dividend payment. {7 marks)
= =
Nel cash genarated after deducting interest, 19.2 {7.1) 18.8 o [} i)  Advise the directors of STR on abemative fnancial sirategios that thay could
tax and net capital expendiure, bul < =4 consder that would feduce e level of surphus casl
exciuding ordenary dividends T T {5 marks)
. L L {Total lor part (c) = 12 marks)
Additional information: {Total: 25 marks)
* Tha opaning cash balance in 2004 far cash and cash equivalents was Rs. 6 u Multiple choice question (MCQ):
rralion;
* The opening book vidus of squity N 2004 was As. B0 millon, Long-term 1. High gearing resulls in:
bomowings remained s Rz, 50 million throughout the years and the annual
Gross intersst cost on e burrowings was Rs. 1 milkon: z:; me-mwmmm
* There were 4 number of deposals ol noncurrend assats in 2004 and an €) Highe irseres; cover
enceptionally high iewel of capsal expeanditen in 2005 dl  LowssrP/Eratio
The directors hawe noticed the bulldup of cash and cash equivalents. They are n Tost your underztanding answers
conoerned thal thia might not be in the bedl inlerssat of the shareholders and could
have an adverss effect on the share price. Various proposals have been made to Example *
reduce he level of cash and cash equevakents.
Equity finance Debl finance
Required: W) Ratum ancapital omployed =Rs, 5 mAs. 20 m x 100 = A& 5 mRs, 20 mx 100
L 25% = 25%
&) Calkculate the following financial information for STR for each of the years Working
2004 1o 2006
* Closing cash balance: - Rs.inm Rs.lnm
* Closing book vaiue of equity. :mmm J:Ilﬁ-l:‘iII {51.0{“
{3 marks) AT i,
PBT 50 40
b) Analysn and discuss the financial perormance of the entity from the Tax {8 30%) 1.5 .3
viewpoint of bolh the lenders and shareholders, refering 10 the information = =i
calculated in part (a) sbove and making approprate soditional caloulatons. PAT 35 28
Lip 106 marks are available lor calculations, Patuirm on aquity = A 35mAs 20m=100= As 28mMAs 10m=1
(10 marks) = 17.5% = 20%
a7 28
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The financial parformanca of fhe two funding options is exactly the same for ROCE.

This shauld nol be & surprise given that ROCE is an indication of performance

belore financing, or undarlying performance.

b) When considering the ROE we sees thal the geared opbion achieves a higher
retum than the equity oplion, This is bocauss the debt (10%) is costing less

than the return on capital (25%). The excess retum on that part funded by
debt passes ko the shareholder enhancing thelr refunmn.

Thes ooy chffarsnces batween ROCE and RO wif badus 1o iaxatkon and gearing
Example 2

a) Assoitumover = As. 1007vFa. 200 = 5.0tmos
b} Operating profit margin = Ra. 5mM/RS. 100m=x 100 = 5%

Example 3

Capital gearing

Dbt = Fe.5m+«RsBm =Fg. 13m
Equity = As.10m+As 4m+As.15m+As.15m =As1Tm
Either = Rs. 13mAs. 17 mx= 100 =T8.5%
Or = RAs. 13m (R8s 13m+ Rs. 17m) = 100 =41.3%
Examgle 4

aj Finance charges covers = Rs, 10m/As. 2.5m=4 limes

by Whhathar the leval of cover s sate depande on & numbsar of facions, narmaeky:
i al what stage in the economic Cycle are the company's results;
i the volatility of the prefax profits;
i, tha amount of cash hald by the business.

The measyuns atismpts to equats the aaming of profits with ability to pay intersst as it
falls due. Thare will be some coralation batwean the two, howevar, it is very risky to
equale profita earmed to cash fiow
Avalue of above 3.0 s normally considered safe.
Example 5

As. 15m—As. 3m

Headline EPS = ——— = G0 paisa pershare
24rm shares
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Example 6
PE Ratio
Rs. 30+1 Rs.921
= J0limas =0 limes
Example 7
Devidend cover
Re 1+ 20 paisa Re 1 +&0palsa
=Hlmas =187 linas
Example 8
Dwidend ywebd
Hoere oo
Test your understanding 1- STR
Key answer ips

in pari (a) endura thai your workings are ciearty sef oul. In par (b) i is vial that you
Ciscuss any ratios calcutated ralfer than simply pretenting the examine: with & et
of numbers. Part (¢} is bookwork and a good reminder that you need lo be familar
wath all anpects of the syllabus,

a) Cash balances

2004 2005 2006

As lnm As lnm As. lnm
Natcash flow before dividends  19.2 {7.1) 18.8
Dnadends (W1) (8.4) (8.8 {9.3)
Met cash Now 10,8 (15.8) a5
Cash b/t ] 16.8 09
Cashcf 168 o8 10.4
Book value of equity

2004 2005 2006

Re. inm RAe lnm Rs.inm
Proiit balore interest and tnx (bal) 22.6 254 217
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Profit before tax

Tax axpense

Profit afer tax
Dvidenas (W1 )
Relained profil

Book value of equity bA
Book vlue ol equity o

{(W1) Dividends

218
(7.7
138
18.4)
a5
60
§55

244
(2.8)
218
(8.8)
13.0
65.5
85

2004: dvidand = 2 milllon x Ra. 4 x 1,05 = Aa. 8.4 millon

2005: dividend = Rs_ 8.4 million x 1.05=Ra. 682 million

2006; dhvidend = As. .82 million x 1,05 = RE. 5.261 milllon

b} Additional calculaticns

Inerest cover
Dividend cover
Earnings per sham (naisa)

Geaiing = debt nat of cash /{debt + equity)

Debt
Cash
Debt net of cash

Equity
Dbt (ret) + agquity
Gearning

Return on equity
Profit attor tax

Equity
Aelurn onsguily

2004
22.65%
1.65%
8.5

2004
50
16.8
12
85.5
887
335%

2004
139
65.5

iz

Return on capital smployed, using et debl + aguity

Profit belore inlerast and tax (bal) 226

Debt (net) + aquity
Raturn on capital

wa.r

2005
254
1276

28.7
224

13.1
78.5

27.%
2.41%
112

104
396
818

e

245%

2008
27,7
131.2

@y IR 2%
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Commenis

The financial perormance Irom he sharehoiders' point of view has genarally boen

EncoUraging.

Tha only area of worry, howewer, 5 thal retuen oneguity fell irom 2005 to 2006.
Ths financial performancs Irom e kenders” point of view has been lass convincing.

Both earnings per shase and the book value of equity have been incraasing.

Dividssricin Fave ncroased.

Retum on eguily has consistently been above 20%.

Financial gearing has fallen in 2006 and Gvidend cover is now over two,

Iindscating lower risk attached (o the daidends.

On a posstive note:

i}

*  Inlerest cover i vory high and fging. suggesting a low dafaul rss.
*  Goaning foll in 2006, again suggesting loss nsk for londers.

Howevar,

* S5TH had poor cash fiow in 2005 Landers may wish o aas more datalied

analysis of cash flow to determineg i any underiying problems persist.
Thie redative advantages of a share repurchase verses a one-off

Fvidend are as lollows

Shara rapuichass

One-gft dvidend

A repurchase may be more Lax
elficeem than a dividend for
soma shareholders.

A reduction in the number of
shares should boost EPS.
Increased geanng as equity |8
roduced. Thia & only an
advanlaga If STR s mowved
dloser 1o its optimal gearing
lewel,

Does nof croates an oxpactabion
of highar future dividends. On
the contrary, less cash wil ba
nosded lor htuie dividenda
dus o fewar,

* A dividend may be more tax

advarlageous for some
sharaholders

Al shareholders are iroated
tairty.

The amownt of cash pald s
more coerlain -with a
repurchase it ‘will not be known
in advanca how many
sharsholders will chopse o
sl
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1} Allsmative sirategses for reducing a cash surplus include the lollowing:

increass the growth rate of dlvidoends,

long-term squity inestments — 8.g., Acquins ather lirms ;

and / or buy stakes in rivals, customers, ate |

reduce debl by repayng loans.

increase capital expenditune;

mcrease investment in résearch and devslopment — e.g.. o enler new
rraurkata.

CHAPTER 9
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Answear o MCG:

1) b
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Chapter Learning Objectives

Upon completion of this chapler you will be able to:

* Undersiand international investmant ‘
* Comprehend basis and risk
* Prepare international investment appraisal J

asT

CHAPTER IO

CHAPTER 10

International Investment

Overview of Chapter
Prosent vabee
Caliulation
of cash flows -
\‘\‘ — ratet
Overess
i EsLment

Flink
In practice s 5 a dilfficull and highly condroversial araa; howevaor, the axam nsats
the subjectin a very straigint foraard way

As a starting polmt it i assumed that candidates bring through their knowledge of
bask; investmen| appraal, and n particular NPY analysis

Basic Foreign Project Appraisal

The NPV analviis of an overseas project (FDI)  reguires some addifional
COMEHE 2 8:3 10 IRose found with an MY analysis of a domestic project

(Plaase ces lable on next page)

T TRER
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Additional Complexities in Ferelgn NPV Calculations
tn parficular, in exam questions, look out for complexifies irwohdng:
* lax;
*  imeroompany cash flows {such as managemeant o royalties changes);
= memiftance restrictions where the foraign government restricts the amount of

the project’'s cash flow thatl can be remified back each year to the parent.
*  forecasbing lulure Spol rales.

Taxation
Thara aie hiee possibhe L SOEna res for an ocam quashion

Homo tax rato Foraign tax rate
i} 3% < 4%
i) 3% =33%
) 3% >25%

Thee guaston will always assume & doublstx ireaty. Therelons a propsct’s prafits gst
taned at whalevar is the highest rate between fhe two countrias.

358

CHAPTER IO

g
1 4
b
b=
o
!
L
U

International Investment

In scananos (i} and (¥} there would be no further domestic fax to pay on the project's
forwign profits. Bul in scenario () the project's profits woukd be taoced a1 33% : 25% n
the loreign country and a furifer 8% Inx payabile in the home country.

Inter-company cash flows

Intad-cormpany cash Mows lso impinga on e 1ax compulations. In reality thi whole
issue of whethar or nol an inter-company cash flow {such as royalty payments made
by an inlernalional project to the foreign parent) are oF are not allowable fof tax
PUTPOHES |8 & vary politically senative [Esas

I the eacarm assume such cash fows are slerwable (and state if) unless the quechon
says olharwise,

Trea kiry point 1o remember |5 Pal, if an mes-company cash fow is allowable for tax
relief in the forelgn country, thess will be a corresponding tax llabllity in the home
country.

Transfer prices are parmiciiaty problematical. By manipulating the transfer prices
charged it may be possible fo minimise the global taxation cost for the group. For
natancn, sudposy we have iwo comparies wilhin a group thal are based in diflerent

couniries
L urmpany A Campany B
cerpratian tas corporation tax
LR s L

Low Transfer Price

High Tranafer Price

-

Company A wil report low incoma, therefors, limiting its tax charge whara as
company B will ba reparting high income as i pays less L

By manipulating the fransfer price the overall tax charge can be lowered. The
problem s hal the govermmend of country A will nol look lvourably on This action.

Agsume thad The tax authonties will only afiow ‘amn's length’ / open manat prices for
tax el il e will nvod aBow an artificially highor low franster price.

A gacond problem may also anss. Although the above may decreass the laxation,
360
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the profits will end up in country B. I tha currancy of country B is weak redative to the
halding company, then loss from the dapreciation of tha currency may ba mane than
tha tax naving.

Musiration 1

An g nimgle helps 1o lusirats many of thisso points. Take just the Yeas 2 cash fow of
aUS prolect; assumse ax is pakd al 25% in the US and 33% in the Pakistan; assuma
royally payments of §10m; and assume a forecast abol rale ol 51 = Ra. 100

Year 2 Sm |
Revenues 100
Contn {30)
Royallios {109
Pre-tax proit &0
25% U3 tax 15
| Ramill 1 ! 45
Ae. m
x As Spol rate x 100
A5 Cash flow 4,500
| Hoyalties ($10m x 1,000
RAs.100) RS
=100
| Pakistan Tax 33% A8 0
Afgr tax cash 4,680
flows
Pakistan tax computation:
B% Pakistan lax on & profils: S60m=0.08 £48m
3% @ Pakistan tax on royalies $10m=0.23 $£3am
Tolal Pakistan tax Iability =58.1m
¥ sl rate % 100

Pakistan tax payabie =Rs. 810m*

Aemitiance rostrictions

Remillance restrictions are where the cverseas govarnment places a limit on the
funds that can be repalriated back o the holding company. By doing so this may

Changs the CASN Mows (Al are recalved by [he holding Comparny.
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Suppose thare are no tax complications. Tha project's alter foreing tax S cash flow is
aslollows (Sm)

Year i} 1 2 3
in @ry one year, only 50% of cash fows genariled cun be emilted back 1o the

parent. The blocked funds can ba raleased back 1o e patant in the year altar the
end of the project.

Cash llows o parent (& m).

Yiear 1 2 ] A
1502 2 6.5

It is these cash Mlows tnal have S be put through the NPY calcalation,

It s tha parenl COMPany' s cash tiow that ehauld now ba convaniad inte Rs. lemms and
discounted to MPY as wo always need to evaluale the overseas mvestment from the:
paren company’s viewpoini (and that of thelr shareholders): what money does the
panen| put in and whal monay i ovalable for (he parent companmy 16 lake out?

Forecasting luturs spot rates

The sxam guastion may provicde you with astimaled exchange rates over the lile of
fhee project, Dut it is more ety you will have to estimate them using aither:

*  Purchasing Powar Parity; or
= |merest Rato Parity.

The lormuise are given in ihe cxam as iollows:

For purchasing power
1+ mftation
(Currgnoy A)
Futurs spol rate = Spol rate (Cumency A/CurmencyBjx ———
1 + inflation
(Currancy B)
For inleresi rale parity 1 + nieresl
{Cumrency A)
Future spol rate = Spot rate (Curéncy A'GumencyBix ———r—
1+ iiberast
(Cumrency B)

362

For more visit: www . RiazAcademy.BlogSpot.com


www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOR EDUCATIONALPURPOSES ONEgy ore Vis# AV RIGzAdddemy.BlogSpot.com

International Investment

Mate: The phrase "spol rale Currency A'CurrencyB ° means “the numiber of units of
“currancy A" which an equivalent 1o 1 uni of "curmenoy B”.

Explanation of the taw of one price

Purchasing Powaor Parity (PPP) is sometimos known as the law of ona price. Thae
thaory stales (that tha axchange rates will move Io Jbminals tha diffsrencs in the
INEraE! IR56S DatNGEn TWo Counnios. For example

s Chnciverge rate LA
Price today £100) ——= 3213 ——— 35198
Inflation ™ %

| |
Price in | yoar {1,050 L1574 L1080

Thae aechanga rate will move 5o that £1,050 will equal 1,650 (Le., §1.5714 =£1)

Tha samn Chiculsbon can be undertaken by using the formuda given in the
sxarmination.

Uslig ihe previous information:

1 + infalion §
Future spol rate 5 = Spol rate S/ ———
1 « inflation £
1.10
| yearrate = 1.50x =516714
1.05
Examination probiem

In the examinalion you may be requived 10 calculate many exchange rales for
sovaral years inlothe fulure. For ingtance:

The cument spot rade Rs. /S is 100 {that is As. 100 = §1). The anticipaled rale of
inflation n the USA s 4% per annum whils! in the Pakistan i is expecied 1o be B%.
Thar nxchanga rales can bo calculaled as loows:
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1.08
Year | As.100x —— =M 103.85
1.04
1.08
Yeard Ae 103 85% —— =RAe 107 Bdeic,
.04

MNofice that e exchange rate at the end of one year bocomes the basis of the nea
year's calculation,

Appreciating and deprecialing currencles

As an altemative to IRFPPP, you may be sshed to calculate exchange ratos given
currency appreciation / depreciation rates

For example, the spol rale s Fs /5 100 (thal = Rs. 100 = $1) and the Rs. is
depracialing againet ihe § o1 107% per annum. This means thal, in fulure yoars, the §
can buy more As. The exchange rate in 1 year's imewillbe A2 100 x 1.1 =A%. 110 =
$1 and in two years' tme il willbe Rs. 121 =51,

Allernative approach to computations

An almathed mathod i avallable for Calculating forsign progact NPYE which could
b

examined. This iz carmed cul as follows:
Stop 1 Estirmate the project's rélevant cash o in the lonaign curiancy

Step 2 Assuming intenest Rate Party (IRP) will apply, comvan fhe domestic cost of
capital 10 the foraign equialsnt.

Siep 3 Use this adustad cost of capdal fo discount the forsign cash flows fo
produce an NPV in foreign currency.

Step 4 Convert the NPY Into Bs domestic currency equivalent using the spol rate for
transiation.

HIFRP holds. this will ghwe the sama storing NPV as the mone conventional approach
auplaingd sarer.

Exnmple 1
A manufacturing company based in the Pakistan s evalualing an investmean] project
364
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overseas = in UAE. It will cost an iniial 5.0 millon UAE Dicham {AED) and it is
DNpPOCHnd I oam positax cash flows as follows:

Yaar 1 2 3 4
Cash flow (AED DOO) 1.500 1,800 2,500 2,700
The following information is available:

* Raal nieres! rales in e two countries 37¢ the same. They are expeacted 1o
rermain (he sarma 1or the pariod of the project.

*  Thecurrenl spol rale s Rs. AAED 28 (Ihal is s, 25 = 1AED).

®  The risk free rate of interest in UAE 2 7% and in Palostan 9%.

*  The company requines a Ris. fetum irom this project of 16%.

Required:
Caloulato the Rs. net prosost valius of the projoct using both tho following mathods:
a) by discounting arnnual cash lows m Rs
Bl by disconinting annusl cash flows in AED.

(12 marks)
Bariz ano pasts risk
dasls

Basls: Future price of a foneign currency is never the same as the spol market rate.
For sxample Rs. /S future is @ $1 = s 97 2800 whan current spat axchanga rate 4
£1 = Fa 97 2500 The diference of 00300 or 00 poinl s called “hasia®

Basisrisk

Basls risk 5 risk when future pasition s closad, the sizo of actual basls will be
differert from the expectation of what the basis shouid be.

Political Risk (or Country Risk)

This |s the risk, faced by an overgseas invesior, ™al the host country govermmant
may takie A0Verse ackon ngamet 1he project, afled e company has nvestsd,
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Types of government interference
Type of Man Discriminatory | Discriminatory | Wealh
political discriminalory interlerence Sanchons deprivation
inbederancea) inledarance
| Dascription | Allects not only | Designed 1o give | Designed to |Designed to put)
direct wvestmant | I6cal producess | evantually  put [foreign ownhed
bul also joint|lan advanlage |loreign owned |lirms immediaely
VONIEeE, VDS firrna-cal of out
Examples |+ Minimum * Joint veniures | % Craaping * Expropriation
mumber of only sepropnaton of assels
local nationals |« Special taxes | * Claiming
to ba on foraign CORME N RABON
empiayed firms for past
* Temporary | Encouraging BTN
suspension of | boycalls * Very high
curmency * Irvalicating tiaxes on
convertibiity patanis foresgn-owned
* Prica fixing by firms
QR rIR
*  Minimdim % ol
bocal
crrapanents
Managirg political risk
*  Manasiir i
*  Avold it
= Prornegotiation (concession agreamen s and planned divesiment).
*  Biruchiring imwesimant:
= local sourcing,
- lecation of faciities:
- control of disirbution;
- control ol lschnology;
- TEA i Prs R e
- OIgAMZABONA| MeasUIes.
Maore detail on political risk
Bstlore undartaking a forsign direct investmanl, 2 company nesds 1o iry and assess
s expoaure 1o poktical nek by

*  Using political risk ranking tables such as the Euromoney Magazine Tables.
366
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* Evaluating the macroeconomic situalion of the country thal might haighian

E
|

* Evaluating the currenl govedrmsresnl's popularty, slability and allilude o
loteign investmant, logethar with the altitude of opposilion parties.

* Looking al the historical stability of the poliical system and the size, power
and mfluence of the amedlomes.

* Changing refgous and cultural stitudos.

*  Taking advice tram:
- the company's bank, particulary # i has a ‘representative office’ in the

Gvofssas country,

- Eitsh pmbassy in the overseas country,
= tha company's frade association /local chamber ol commernce;
- Dapartment of Trade and Industry (DT1)

Finally, o can poltical nsks bo laken inlo account i tha invesimen! appraeal
process?

= Ewnrci of mandgonal udgoment
*  Usa ol sansitvity analysis.
#  Usas ol a higher discound rate, (o act as a risk premium

Exam Style Questions
Tesl your understanding 1- Ghani Lid.

Ghand Lid. 18 & Pakistan-based relaling company thal operates in the USA and
Pakistan. The company is evaluating the polential for expansion info LIAE. A
oataied assossmant of the costs and Mualy Incremantal rovenuos of opaning slomas
in twi major citien has baen carmiad out. Tha infligd cost of Ihe mvestimant is AED 80
miflion. The nommal cash fows, all positive and net of all taxes, afe summanzad
balowy.
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Year 1 Year2 Year3
Cash fiow [(AED millign) 35.50 43 50 45,00

The company's Ireasures pravides the following informalion

* The expocted mBation rale i AED is 4% sach yoar and in the Pakistan 6%
each year.

*  Feal nlereal rates in the Pakistan and AED ane the same. Thiy are axpected
to rerranin the sama for the loreseeable future.

*®  The curroni spot rato is Rs. /AED 25

* The rsk free annual rate of inerest in UAE B 6% and in the Pakistan 8%
Thissa noming mtes ane not expocied 1o changa in the fores saabls futune.

& The company's posl tax welghted average coal of capital (WACC) la 15%,
which it uses o evaluate al investmen! decisions. The cxpansion will
financed by a combinaion of intemal funds generated in the Pakistan and
long-tarm fived rlerasi aio debi raised in AED. The company plans o
purchase in UAE the majonty ol i|8 goods for resale.

Required:
#) Caicuiate the RAs. nel present value of the project, using bath the followin:
mthcas:

i oy discounting annual cash fows in Ra,

i} by discointing annual oash flows in AED, using an adjusted disoo.
rate and explain, briglly, he reasons wiy the two methods § e
amostidentical answers

{9 me ke

bl  Assume thal the company's managemant is considanng purchasing (rom

oulside LUAE a subsianiial proportion of s goods to be sold in the LIAE

stored. Approsimately 50% ol total goods for resale might be purchosed in

the Wesl and & further 25% in the Pakistan. Discuss how a dec don o

change buying patterns might Affect the evaluation and fundin: of e
InviEstmant.

marks)

=] Agsume that mflation in UAE tums out 1o be higher than forecast fc Mo winok
panod of svaluaton, with corroaponding Impact on the oihe  soonomiu
factors. Inflation in Paiostan is siightly |ess than lorecast. Disc 2o how e
fmancial retums an the investment might be affected, and vida on &

funding strategy that could minimize the impact of such inflatior + ofocts
(8 ruarka)
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(Total: 25 marks) n Test your understanding answers
Mulitiple cholce question (MCO)
Example 1
1) Purchasing power parity theory assumas thal:
Method 1
u) Exchange rate of currency with haghor interes! rate will sirengthan
B) Exchange rate of currency with lowor inlarest robo will strengihen Calculation of exchange rates
<} Exchange rate of currency with nigher inflabonrale el strengthen
dj Exchange rate of currency with lower inflation rate will strongtihen Using the interas! rate pariy theory:
Calawlals the adjusted dscount Fate using th interest rale panty lormola Year | 25 w 1,061 .07 - 2h AT
Yearl 2547 =1 08107 = 25.04
Future spot rate Rs. JAED = Spol iate As. JAED x (1 + discount rate Rs) / (1 + @] O Yeor3 25.94:1_55,-15; = 2643
dscount rate AED) E E Yoard 26,43 | 0B .07 - 2662
25.47 =25 = 1.16/{1+discount rale AED) W w Year o 1 2 a 4
- = Caash flow (AED 000) (50001 1500 1.900 2.500 2,700
29/2547 =1,1387 o 0 ¥ Exchangs rate 25 2547 2504 20.43 26,92
] g g
Discount rate = 1387 T T Cash flow Rs (1250000 38205 48288 66075 72,684
U U PV tacior 16% 1000 0862 0743 0841 0552
Py (125,000) 32533 36620 42354 40,122
NPV = Ps. 27,028 k
Meihod 2

Calculnte the adjusted duoount rata useng th intenes! rale panty formula

Future spot rate Rs. JAED = Spot rate As. /AED x (1 + dscount rate Fs.) / (1 +
dimcount rate AED).

2547 =25 x 1.16/(1 +discount rate AED)
28/25.47 = 1.1387
Discount rate = 13. 8™
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Year Cash flow PVF P Year i) 1 2 3
AED 13.87% Cash llow (AED m) (B 3565 425 45
o (5.000) 1.000 Converied alspotroles (Re. m) (20000 B0454 110072 118115
(5.000) Descounted sl 15% 1 0.87 0,758 0 BS54
i 1,500 0878 DCF [Rs. mj (2,000) 7TBEO4 B34 4D TRITT
1.217
2 1.8040 0.7 NPV = Re. 405.13m
1,465
3 2,500 0.678 1,685 i Method 2: Discounting HKD at risk adjusiad rate
4 2,700 0.584 1,604
Rk adjusted rate lor AED cash fiows can b lound tsng ths 1RP formila
AED 1,081
D O Fusture spol rate in 1 year (RE/AED) = Spor b x (1+Pak imtensst) /(14 UAE inerest)
NPV =1,081 x25= P8 27,025 o o So,
w w
The diference between the iwo resulls s due to rounding. - - 2548 (from above) =25« 1,151 « UAE rate)
o o
n Test your understandlng 1- Ghani Lid. < o Henco,
Key answer tips E E 1+ UAEralaj=1 15 = 25/2548 =1.1283
For (a) there is a neead Lo recognize the regquiremsant 1o caloulate exchanga rales lor ie, UAE e = 12 BY%
afertiative (i) and apply the Rs. discount raie io the FAs. cash flows. For aliemative _
(i) 1 stoudd have boen rocognized that the cash fows in AED should b discounted Alterrative (short cut) calculation,
at an Rajusied discount rate. Ptk pramivm is:
For (b) thore s a noed 1o recognize mportant considorabions such as the effect of 1115/1.08) - 1 = 6.48%

transaction costs and taxes and alao the effect of curmency raks

Required returm on AED cash fiow is therefone:
For (c) these Is a need fo recognize that the NPV of the investment will be higher i =

bocause the Re. ik woakening against AED. (1,06 x 1.0648) =1 =128
&) Year 0 1 2 3
Cash flow [AED m) {80} 355 425 45
] Mathod 1: Converting cash flows to slerling and discounting al élerling Discounted at 12.87% 1 0 BB& 0785 0805
required rate of return DCF {BO) 31.453 3383 M.EE
Spol rates Whan convertad al the spol rate of 25 this ghvas an NPV of Rs. 402.3m.
Currani 25 Tiwn basic assumplons aliow thess cakoulatons;
in 1 year 2548 25x11.06/1.04)
I 2 yearns 2597 — Interes] rates are determined in the market. There |8 a relationship batween
n3 yeamns 2647 tormign exnchange and money markots. A currency with o highes shart e bnlerest
rata will seidl at a discount in the forward marked, and the one with a lower intarest rate
311 a2
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'will sall at a pramium.
~The expecied difference in inflation rales between hwo counines equals, in
oqulibyrierm, the sxpoctod movemont in spol rates.

b} irpractice thare are considerations such as:

+  Sowoing goods from elewhore incioases exchurge rale raks and there may
b @ need o hedge future tansactions.

+ PRelative prces in the varous countnies, adusied for ranspont costs and
tangs. The Wesl' may conlain many ol countios and vared tax

+ The imposiion of legal restrictions on the purchass or movemant of goods
troumi tha Waest will need tobe considenad.

+  The dmcount rato might naod 1o B4 adjusted o accommodaie the addional
rishcs and uncertaintkes of dealing in different cumancies.

* Asthe AED is forecast to apweciate against Re, the benefits of buying n a
deprocialing cuvrancy righl be available (depanding io some exient on any
crecl pariod aliowsd [ aken).

» Funding the expansion in AED migh! be disadvantageous — debt will be
répaid i appreciated curmency,

c} indighon, interest rates and exchangs ralas are strongly connectad, A riss in
fiation i likedy lo be associaled with higher inlerest rates. in urn this will
maan that the AED will sall at a higher discount in the forward market (this
assumas tha tinterest rate parity and purchasing power parity hold).

Hence | inflation is higher in UAE 11 is likely thal the retum on the investmenl in
Ra. tarma wil ba lowar. This will, howdver  alao depend on haw The compainy @@ sbla
lo raiss ds own prices, where goods are sourced, and the impact ol inflation on
e rant elemants of cosl

CHAPTER IO

Ono issue 1o congdar in ralaton 1o funding is (he cumancy inwhich intorest s pakd. I
this |5 paidin AED in UAE then there is an advantage to this method of financing.

Thara ks no indication of how the debt pAncipal & o ba fepaid. Assurmeng it (s paid al
the end of the pencd, than [t will be paid ndepreciated curency,

Answorto MCQ:

1} d
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Chapter Learning Objectives 1 Overview of Chapter
Upon completion of this chapter you will be able to: : 3
Receivables collection period
*  Apply working capital managemenl — Payabiss payman pedod

*  Undergiand the management ol working capital
* Comprehend working capitalinvestment dagision
*  Approhend working capital linancing decision

* Explicabe working capital cycie

* Elucidate working capiial rafios

e———

Financing
Wmll;q;npﬂll working captal
e R )

Warking capital: Tha capital avalable lor conducting the day-1o-day operationa of an
aniity; normally, ihe sxcess of cument assets over current lisbities.

CHAPTER I
CHAPTER N

The key components of working capiial ame inventores, receivables, payables and
cash.

2 The Management of Working Capital

Liquidity and profitability

The efficient management of working capital is important from fhe points of view of
ot hauidiy and profitsbdliny.

Poor management of working capital means thal funds ane unnecessarily tled up n
ke assols, hance reducing bquidity, and aleo reducing the ability to invest in

productive assets such as plant and machinery, soaMecting prolitability.

arr ara
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Examples of the liquidity versus profitability trade off

Working capilal i the firma’ curent assets, less s current Babilibes, Le., Inventony,
recolvablos, cash and payables. The firm facos a4 trade off with regard 1o each of
these dems, since 100 much o foo Fitke working capilal can cause problams for the

= the type of products sold — a busingss salling perishabla products will have Io
kiap a lower lovel of Inventory,

*  whalthisr products ars manutactured of bought in — a manulactunng company
will hawe high leveis of raw maierial and work in progress inventory as well as
Tinighesd poods:

Anentity s working capital policy is atunction of two decisions:

* Tha approprate |evel of investment in, and mix of curment asasts 1o be
oecided upon, for a setlevel ol actvity — this is the imvestmen decislon
*  The methads of financing this irvestment - the linancing decision.

With an aggressive working capial policy. a fiern would hold menimal inventory. Such
a policy would minimise costs, but it could lower revenee bacause the firm may not
beabie o respond rapedly Lo Increases i demand.

Cormwersely, a conservalive working capal policy would cal for large inveniony.
Generally, the axpacted relum s lowesr under a consarvative pollcy than under an
aggreasive ong, bul the raks are greator under the sggressive policy.

R * tho iovel of saes - if sales are high. & i likely that racenvables will be high 1o,
Advant L | . [ Ravant * inwentory management, recelvables collecton and payables payment
i .‘m““ policies — these impact on the length of tha operating cycle — explaimed in
ot (| BT detail iater in this Chapler,
mmﬂh mm“m * the efficiency with which working cag-al I§ managed.

.M,-....-........;.._.,.. R B S M W Tl Ui ...-“.'; " ..; For exampsle., a retail compary will usuaily have very low receivables (because most
several months of cradit trade credit sales are lor cash) but high levels of Invendones. Incontrast, an IT support company
Customers ke credil = good | Lithla cash ted up = good tor will tend 1o have high levels of regeivables (long credit terms offered 1o atiract
for sales (profitabiity) ! _ ‘m.mm.{!w cusiomers} and high levels of work in progress (inveniories). Even comparing
Advantage of cash = Cash Advantages of low cash busimesses in the sams Duniness secion can revial differant enels of working captal
balances e | balances caused by differand working capital managemenl policies (aggressive, moderate
Bills can be paid = good for More cash oan be nvauted = and consenvatrg poBcas ane covered batow), and one firm baing mone efficient at

_ relations with sewchiors L | good for saming profits o | 1
Adventage of taking Payabies Adventage of sdhering to It is esseniial Bal an appropriate amaount of working capilal is budgeted for o meat
extended credit reasonable credit terms = al:nwuiwam SRR
Prosenoes own cash (lgqudity) Suppliers are content = =
= cheap source of finance | - relations and few t In condgions of uncertainly, enlites must hold some minimal level of cash and

. . - b smopticn s oo, SR 1 A Dol et mie o et i s MO m Rheioihatinaccionampesiin svens, ol aradiona salety Buer.
investment and flinancing decision E Agygrossive, moderate and conservative approaches
o
XI
"

a Tha Working Capital Invesiment Decislon

Al grititios requing working capital, but than i no standard fiod reguisemant A modarale policy falls somewhera between the two extremes in terms of risk and

retums.
The actual amount requined will depend on many factors, such as .

Uore detail on aggressive, moderate and conservative policles
# the industry within which the fim operates In some industnes, customaens

expect long payment perods (mpacing receivables) whereas in other
industries cash payments are the narm (low recevables);

are

A company could pursue & more aggressive approach owirds the management of
working capital or 8 more congervative (relaxed) approach.
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Woarking Capital Management

Benefits of a mare aggressive approach;

1) Lowerlevels of curnen] assels therelore lower linancing costs.
F  Thelower financing oosts should resull in betier profitability,
3 Ouicker cash umover may aliow more revestiment and hence allow the

business to expand more quickdy,
Benefils of a more conservative approach:

1) Lower Bouidity fsk |.a., less risk of the comisny funning out of cash of gaing
inéo lguidiation.

2} Greater abidiy to mee! a sudden surge inssles demand.

3 More retaxed cradit policy for mossvdbles may improve sales.

Hate:

cost in larms of monty Hod up inworkdng capital

The Working Capital Financing Decision
Tha traddignal approach 1o working capial funding
Tradifionally cumen: assels were seen as fluchuating, originally with a seasonal
pathant. Curnénd assols wolld than be inanced out of shon-lerm credil, which codld

be paid off when not required, whils! fixed assets would be financed by long-term
tunds {debl or equity).

Mol
AgsElE AT by
cradd
Fixad assels
Long-torm
finance
Time
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This analysis is rather simplisiic. In mos! businesses a proportion of the currant
assats are fooad oveds tma, being thus exprassed as permanant’

For axampls, certain base levels of Inventory are always camed, or a certain level of
trade credil is always extended. I growth were added o thes siuabon a more
realsiio busness piotuns would be a8 folows:

Warking capital requirements with growth
Mgt
assots Fhuctuating net currem asgeis

A

Farmaraent nel current aasels

-] Tima

The modern approach to working capital funding

Givan the parmanent natura of & large proportion of curment assats, i is generally foeit
prudent o fund a propostion of net current asssts with long-term finance.

Short-termn financing & generally cheaper than long-term finance, since short-lerm
inferes] rales are genesally lower than long-term rates. However, the price pald for
reduced cosl is incraased risk for tha barrower, becauses ol

* Renewal problems - shor-lerm finance may nesd fo be conbinually
renpgobated as vanous tacdities sxpire and renowal may not ahvays be
guaranbeed.

= Stability of interest rates - if the company is constantly having to renow its
lunding arrangemenis i will be al the marcy of fluctuations in shorl-lerm
Iimterest rates.

3|2
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Waorking Capital Management

The term structure of interest rales.

One of the primary consldoralions in evalualing the use ol bormowings i the Bloly
movemant in nteres! rates. This will affect the relative costs of long and shorn-term
borrowings. as well as increasing or decreasing the preference for ficed inferest
ated, In practice, long-term rates will normally be higher than short-tenm rales, owing
io the additional nisk bomas by the lender. Hance an inlsrest premium s requined to
aftract investors in konger — term securities, '

Thia affoct may be magnihiod of reversed by ivesior's oxpoctations of fulure ratos,
and anticipated rate rise producing higher longer term rates. This differsnce
‘between long and short tarm raies s knowri 35 ferm struciure. The ferm struchure of
interas! raled is shown by the yeld ciree {a graph of inleres! rales against ime 1o
maturity)

The yield curve

The yield curve will normady be upward - sloping in order to compansate invesions
for typing up their monay for longer pancds ol time. In xirema cases, this may justity
an anlity, usitg short dated borrowings which ane replaced regularly - aithough the
vl of transaaion cosls makes this unlely.

Somelimes the seld curve will be downward, or inverse, with short farm interest

mitag Highar than long-1erm mtes. In tha UK, tha Bank of England Monatary Policy
Commities meets monthly to set inferest rates. Thedr influence |a directed primarily

towards shor-1enm inleres! rates, as a means ol managing inflation. It however,
infargst rates are expected to fall in the future onoa the risk of infiation has bean
courtered, long-term inferes! rabes mary be lower than shor-1emm rabes. and the peld
curve wouhd the retore be downward siopang,

Factors that influence torm structure
In ganBral lams, an INCreasing lerm struciuns results from hwo faciors:

* INCrEased 16, an inCreasing henm siniciung reaults from two fachors.
* Anticipated ganaral inberast - rato fses.,

Aggressive, moderale and conservative linancing policles

The financing of working capital depends Upon how curént and noncurmant assal
tunding & dividad betwaan king-term and shor-term sources of funidng.

The cholcs s a matter for managarial judgement, and depends 1o an extsnt on tha
051 versus risk radeol] descried above.
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Three possible policies axist, as follows:
An aggressive policy lor linancing working capal uses shor-larm Snancing o
fund all the fuciuating current assets as woll 0 some of the pormanant par of tha

curreni assels. This policy carrias the grealest rsk of iliquidity, as well as the
groatas! returns,

Shart-lerm financing

(nay H0%)
% e
] Permanant curman| assets

(say B0%)
e O CUFFEN] BSSals

Tima

A conservative policy ks where all of the permanent asaeis — both noncurment asssts
and the permanant part of the current assets (e the core kevel of investmant in
imventory ond receivables, slc. ) - ane linanced by long-larm lunding. as wall as par
of the fluctsating cument assets. Shon-term financing s used ondy lor part o he
fluctuating curren] assels,
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Waorking Capital Management

"] ey %)

Permanent finanscing

(say B5%)

-
= Tirne

A miderate policy matches tha shorl-lerm linanca to the fuctuating currant assets,
and the long-1enm financs 1o the permanenl pan of cufmont assats plus noncufient
assals.

The Working Capital Cycle

Definition

The worong capital cycle is the length of time botwoen paying outl cash for
purchases and recening cash for the subsequent sale. Il can be calculated as
faliows:

Lengthol = Averageinvenlty + Average reclevables -
Cycle hoiding pariad coliection penod

Mere explanation ol the operating cycle

The operating cycle is the length of time between the entity's oullay on raw
matarials, wages and othar expandtures, and the inflow cash from the sale of the
goods.

Average payables
paymant pariod
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in a manufacturing business this s the average time fhat raw materals remain in
stock lass the pariod of cradit taken from supplisrs plus the tme taken for producng
fthe goods plus tha Bme the goods remain in linished mventony plus e Bme laken by
CUSIomers 1o pay for the goods. One some oCcations this cycie is refemed 1o as the
cash cycla, or the working capdal cycla.

This is an important concept for the managemant of cashror working oapitsl because
the longer the operaling cycle, the more financial resource the entity needs
Managerment noeds o walch thal this cpcle doas Hol becorme oo long,

Alowances should be made for any signiScant changes in the level of stocks 1akong
place ovar the panod. i, for sxampls (ha antily B delbarately bullding up its leval of
imventary, thia lengthen the opemiing oycia.

Businesses will generally seal 1o shoren the operating cycle as much as possible
conslsant with:

aj provading good cuRlomer Service,
b) allowing reasonable fredi period or sales; and
€}  payingsuppiiafs withinan accepiable time

As sean above, the management of working capital requires management to find an
appropriale Haiance bebtwean profitability and liquidity.

A iy conEdenition heds |8 that shortening e opemmiing cychs 10 Improve: ligusdity
many hawe an adverse effect on the entity's profitabliiny.

Etarianing the operation cycle
I the operaling cycle can be shortened, this shauld mprove the entity's iquidity.

in ponoral lerma, the volume of recsivables balances could be cut by a quicker
colaction of dabt, finished goods could be tumed ower more rapidly, the beval ol o
matariaks mvantory could ba reduced or the production peod could be sharaned.

Worg specilically, a nember of steps could ba Laken lo shomnen the oporating cycle,
asloiows:

RAeduce raw malérials slockholding This may be done by reviewing slow-moving
Engs and reordar leveds, [nventony control models may be consldarad il not Already
in use. More efficient links wilh suppliers could aiso help. Reducing imventory may
irmvolve loss of discounts for bulk purchases, koss of cost savings farm prce rises, of
could lead to production delays due 1o slook ouls.
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* Dblaln more finance form suppliers by delaying payments This could
resull in detenoration i commarcial relationships or aven es of relable
sources of supply. Discounts may be los1 by Bis policy.

* Reduce work in progress by reducing production volurme (with resutant
logs of busingss and tha need 1o cut back on labor MeoUrcEs) o IMproving
production lechnigues and affcsency (with ha hiuman and practcal problsms
of achieving such change).

* Reduce finished goods inventory parhags oy reorganizing the production
schecule and distribution methods. This may affect the efficiency with which
customer demand can be salisfisd and result ultimately in a reduction of
Fersanuag.

* Reduce credit given to cugtomers by involving and following up incentives.
Tha mpin disadvantages would bo tha potential loss of custom as o rosult of

thiss palcy.
Working Capilal Ratios
Operating cycle calculations
Ruaivabilss collaction Fovmrae recehvialies Averags receivablsg = 365
panad (in days) = of =
Avarago daily sakes Total sales
Payables payment  Average payables Avorage payables = J65
pariod (ndays} = or=
Avarage daily purchases Taotal purchases

Inventory holding period (days)
a) Raw Averags invenlony of Rk Average invaniony of FM =365
Matarials = or =
(AMY Average daily purchasos Total purchasas
b) Workin Average WIP Aveiage work in progress <365
progress (WIP) = or =

Average daily cost of production Tolal cost of production

aar

o
L
[
o
!
I
.

CHAPTER I

Waoarking Capital Management

cjFinished AverageirwentoryofFG  or  Averageinventory ol FG x365
e -Awrinlﬂlilymﬂﬂlm -Tﬂﬂmtd‘uh
Other working capital ratios
Currani ratio Current nssats
Current liabilities

Duick ratiodAcid lest Curment assets ~inersory

Current liabilities
Imveniony fumover Tofai cosl ol cales

imentory + Wik
Interpreting ratios

The Current rbic provides a broad measuns of lquicdkty.

A high currend ratio would sugges! thal the business would have Fiie difficulty
mgsting ourent liabiites form avalable assets, However, § a large proportion of
curren| assets are represented by imientorny, this may nol be the case asinventory is
ket il thain other curren] assets

The quick retio, or acid tesl, indicates the ability o pay supplers in tha shor e,
The quick ratio recognizes that invenlory may Lake some lime 10 conver inlo cash
and 5o locuses on thope current aasels that are relatively liguid.

There are no general norms for hese ratios and ideal’ levels vary depending on tha
type o blginess being examined.

Manufacturers will nofmally require much highar lquidity ratios, than retalens
When analyzing thess liquidity ratios, the absolute figure caiculated for 2 parlicudar
yoar is less mmporiant than the hend over me.

Iustration 1 - The operating cycle

The table balow glves information extracted from the annual accounts of Danl for the
pasi 2 yoars.

Jes
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Dani = Exfracts from annual acoounts

Year1 Yeard

Rs. Rs.
Iriventony: raw matenals 108,000 145,800
Invantory: work in progross 75,600 97,200
invantory: Fanished goods 86,400 128,600
Purchasas 518,400 702,000
Cosl ol goods soid T5E,000 972.000
Revenus BA4, D00 1,080,000
Recaivables 172,800 268.200
Accounts payable 85,400 105,300
Required:

Calculate the length of the oparatng cycla for each of the 2 yoars,
Salution

MNote that, owing to the nature of the simplified sformaton prowded, end-of-year
vilugs — rather than average values — have boen used for Fvaniones. recoivablos
and payablos.

Year 1 Days  Year2 Days
AM hedding pariod (108/518.4)x365 76 (145 B/702)x 365 78
WIP (production) (7567 56)2365 37 (97 21972 =365 37
periond
FG holdng period (86, 4/756)= 365 42 (128 69T2)« 365 A8
Racaivabes
coflection peried (172 8/864)x365 7a (250.21.080)«365 BB
PayablosiB8 4/518.4)x 365 i51) (105.3702)x365  (55)
payTreE it pa o

167 185
Example 1
Incorme siatermnant sxtract As.
Tumover 350,000
Cosl ol sales (250,000}
Gross profit 100,000
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Staterment of financial posilion exract Ra.

Curren| assats

Irmvoridory 106,000
35,000

Current liabditias

Payables 55,000

Reguired:

Calculale the langth of the working capial cysig .
Ovar-trading
Ovar-trading can bo a problom for new, 6 fast growing firms.

As sales increase, the levels of inveriories and receivables also increase, and the
Bquadity position of fhe fivn delerdoralos

Extarnal linance is oiten neaded 1o halp the firm manage iLs lguaity position.

Cargful working capial management, together with increased investmant in non-
currenl assets o support (he higher level of sales, can halp to overcome the proldem
of pwar-rading.

Symptoms of over-trading
Tha comimon Symploms of over-trading am:

theme ks a lail in Bquidity raios;

there s a rapid Mereass in revenus,

there iz a sharp increass in the sales to noncumani assets ratio;

thers i an increass in irventary in relaion to revenus,

there ks an Increase in receivables;

thers i an increasa n the accounts payable period;

there ks an increase in shon-torm bormowing and a decling in cash balances;
there is an increase in peanng;

the profit margin decreases.

Preventing over-trading

Ower-trading can resulis in the failure of an entity through Bguidity problems. To
pravent over-trading, an antity will have o farmulate an immaediate responsa, and
then locus in the longer tenm on mone effickent working capital management policles.

320
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The longer tarm focus on efficient working capital management policies is coverad
abova.

Paotantial immadiale responses io the over-trading problam

* introduce new capllal. An overdrafl |5 often used as a shon emm solution,
Ghoa It |8 easy 1o negotiale wilth the bank, and wary facble. However,
overdralts are repayahle on demand, so are risky. Allernatively, the entity
could (ssue new share captial, or organiza a long-term inan. The downside of
long term fnancing options is thal the entih/’ will have lo conlinue paying
retums 1o invesions for a long period efler the immedkale over-trading
problem has been addressad,

* Reduce distributions. This may hat b a welcome suggeation, but nat paying
gividends of laking less salary or fees |1 a partnership or sole trader any need
1o be considered,

*  Cost cutling. Reducmg cnsis or linding alficencies should increass cash flow
and reduce ihe impact of over-irading. This may inglude delaying capiial
enpanditine if possibia.

* Factoring or invoioe discounting Factonng nvolves selling nvolces o a
specialisi fnance entity who iakes on e adminisiration and cost of

. mectwening the invoice payments. With invoice discounting, a loan is rased
form & firance enlily againsl the value ol invalces, bul the responsiblity and
Ll O FERCONVETING INVOLcs Pyments I8 Nol passed 1o Ihe Mvolon discoinbsg,

® Leaze or hire purchase aseeis. Both approaches can help smooth cash fiows
o obiain noncurrent assels. Allemnatively, a sale and lsaseback agreement
imvolvas asling an asset 1o ganerale cash mmediataly, and then laasng it
trom the new owner for a period. Tha benefit is the immadiate cash inflow, but
ihe downside of a sale and leaseback is fhat the eniity loses the poieniial
appreciation in value of the asse! (usually property) in the future.

Multinational working capital management

The aims of a mulinalional entity In relafion to ash management will be similar to
thass for & puredy domestic anlity, which will be toc

Ensure fast collacton of cash;

Taka longes to pay oul cash;

Optimeze cash flow within the antity;
Generate he best retum on cash surplusses.

Achiaving thase aims will be mors difficull in & multinational entity dus 1o the longer
a
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distances involved, the numbar of parfes involved, and the risk of govemments
placing restrictions on tha transfers of tunds oul of centain countrias.

Granting credit is often an essential condition |0 undertake Inemational business. in
addiion o the nomal risks of defauil, farn granting credit, exchange rate
fuctualions between the lime of sale and the lime e deb! is collecied provide an
additional nsk.

Menagement of inventory is also similar lo but More complex than for 8 purely
domestic enterprias. The baleen betwesn fminimatng inventory and being able o
mael custormer démands is more diffioult o judge. The movement in exchange rates
will atso influsnce the liming of purchases, and the lavel of invenlony held in a
paricular currenay.

Political risk 5 o turther considaration; muitinationals will nesd to allow for the
prospect of import for export cuotag of Lanfls being imposed, in cerain countries, the

risk of sxpropration of nveniony will lead to mnmal imentory holdings beng
rmaintalned. Some countries have property taxes on assets, including inveniony,
where the lax payabie is based on holdings on a particular dale in the year, which

agan will miitence the siralegy adopted lor Fweniory managoment by a
mastinational.

Short Term Financing Options

The warking capital financing decision (discussed above) considers the balance
behwean long-term.and short-iem finance.

Long-term financing options. such as equity, preference shares and bonds, wene
covared in tha proviouws Chaplors.

Shaori-larm knancing options mnchude:

Bank overdrafi

With an overdrafl, an entity aranges to bomow, through s curment account, a
fluctualing amownt up 1o & re-agraed amaount. An ovandrall is an extremaly fexibie

form of finance. However, an overdrafi is repayable on demand; |.e.an overdraf
tacility is an uncommitted facility,

Term loan

A term loan is a bank loan which rune for a specified torm, agreed with tho bank
whan the mongy is bomowed. Term loans can be shon-temi, of indesd modium-
S ar borg-larm.
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Undar a term loan, a specified payment schadula has io be followed. fo repay the
capital and interest over tha term of the kean (or sometimes at the and of the berm).

Term loans are quick and easy to saf up, and give certainty to the bormower that the
monay will be availabie for the whole of the term.

Money markel barrowings
Large entities can also borrow on Ihe money marksis,

Tha larm ‘money markel’ can be confusing sinoe fe mongy markoed is not actually a
‘market” in the nommal sense of the erm, bul a large number of one-io-one
borrowing/deposit agreements botwesn two banks [or other lasge financial
inatitutions) or a bank and o compamy. Thie money markei is dominaled by tha major
banks and othar fnancial instiuhions, but large entibes akso borrow and lend on the:
monay marked.

A money markel line (20 uncommitled borrewing facility] can be arranged with an
individual bark, A large entity can then borrow (or deposit) funds from that bank as
required up o the maxirmem tolal agreed borrowing level. Each bormowing is for a

fad parod of tivks, with iMerest payable on maturty.
Thess bank borrowings ane refemed to.as ‘money market bomowings

Tmmmymmwmmmmwmwh
12 months.

Pevolving Credit Facillties (RCEs)

At oan ganeraly spocifies an agreed payment profile and tho amounts repsd
cannot nommally be re-borrowed. An ACF allows the borrower to draw down funds in
Wi form of Bhor tam Borrowngs ower o e of e faciity, up o Ihe overall kmit
agraad withaut further credil checks at tha time of drawdown.

An RCF has the importanht advantage over an overdralt and a money markel ine of
being a committed tacdity, That i, It cannal be withdrawn balora the end of the term
of the facility, However, this comes at a cost In terms of fses payable for guarantesd
ac0ess tofuture bomowings.

Supplier credit

By laking cred irom supplers, organizathons reducs the amount of other shor -lamm
fimance neoded. Supplier credit can offen be used on a very iInformal basis o deal
wilh a shorl-larm cash llow protlem.
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However, taking oo much credit from suppliers can be expensive {if prompt
paymen discounts ars loregone) and can adversety affact an entity's credit rating.

Bills of exchange

Bils of exchange anable supplers Lo recae tha benalit of payman! wall balone the
cuttomer actually pays. provideg a usetul source of recolvabiles linance for antites
that are involved in selling goods on credil ierms,

A bl of pchange is simdar 10 a poatdated chogiue = thal it i a writlen commiiman
by the cusiomer 1o pay a specilied amount 1o the supplier of goods or sarvices on &
tuture specified date. Tha suppler can hofd ihe bill Lot the maturity date, of it can be
trasded with a bank if the cash is needgd oarker 1 a discount.

Acceplance credits

Anacoaplance credit is an authorZation gven by a bani 1o a specified benaliclary io
drmw drafis upon the Bank Lp 1o 8 ghen smount,

Acceplance credits are available only 1o large companies with good credit ratings.
They may ba caélad ‘bank bills’, and pre often drawn down under an RCF agreamaent
They provits & flexibis source of shorl lerm: bank furding.

Commercial paper [CFP)

CP i3 an unsecured promissory nobe, promising lo repay the prncipal on maturity io
the holder of the riote. [t is fradable paper.

LUsing CP enablas a company 10 ralse funds withoul using the banking system. CP
provides liquidity to the imvestor as i |3 a raded instrumani and so can be sald on
belora matunty.

Indered] is not usualy payable on shor term CP inslesd It s issued al & dsscouni (e,

& price that i lowes than the principal value that & repayable on matunty) 80 the
maturity value is greatar than the amount kent.

Supply chain financing

Thiess i somelirmes wsad batwesn relallers and thair cupphens 10 satisty both partes’
neods i.0., the supplier's desin to be paid quickly and the retaior's desire to eutend
crgdit terms.

It works by the suppler selling s moices 1o.a bank af a rale dependent on the cred!
ratng of the retailer. The bank then pays the supplior whon ihe supplier wants o b
pakd, and the relailer pays tha bank in line wilh nomal credil lems.
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Woarking Capital Management

Debtfactoring
Factoring s dofined as follows:

The sale of debis 1o a thind party (the tactor) at a discount, inretum for prompt cash.
A factoring sorvice may bo with rocourse, in which case the supplier takos the risk of
the chebl nol Belng pakd of withoul recourse whon Ihe lactor kakes e risk.'

More detail on factoring and invoice discounting
Debt factoring

Specialis! fancé enliies (usually subgidianes of banks) offering tacioring
aftangamants will rovide Ihisd main senice

* Provide linance by advancing. say 80% of nvolce value immedialely, the
ramainder baing snitied whan the chent's cusiomar somos the dabi (but net of
acharge forinterest, for example 3% perannum above base rate).

* Take responsbility for the operafion of e clienl's sales ledger, Including
asseasroni of creditworthiness and dealing with customers for an additional

_ seivice charge, typically 2% of lumover.

* - Thay may. for an additional fee, offer non-recourse finance, that is guaraniae
paitlisrnan even i they are nol paid by the customar.

i or i 10 80 1his economically, thay have developad thair expertiss in cradit contral
in tarm ol market mtelligence (including credit scoring), information managoemeont
{sophisticated databases, processing and deciskon suppor syatema) and ihe skills
requined far dealing with customers especially thosa who are in na hury o pay.

Invaice discounting

Altsrnatively, they may offer a confidental invoice discounting facility under which
they provide the finance as above, Dut o nol get invohsed with the operation of the
Sales ledger or hence become known 1o e customers.

This has, o date, been mone popular than the overl facioring arrangement. It is
chaapar, and avoids craating a barrier batwaan tha anlity and its customars, |t is less
afiragtive to tha providers of finance, however, baing in the naiure of supplying a
commadity rather than adding value frough expertise,

o
L
[
o
!
I
.

CHAPTER 1l

Warking Capital Management

Exam style questions
Test your understanding 1 - Eden Lid.

Eden Lid. & a medum sized company preducing & range of enginesning products
which it sslls 1o wholesale distributors. Recently, its sales have begun 1o rise rapidy
loliowing a general recovery in the etonomy as a whole. However, I is condamed
about its liguidity posiion and & contemplating ways of Fhomoving s cash flow.
Edon’s accounts {or the pas! lwo years are semmaresd bekow

Income statemants for the year ended 31 December

29%2 20X3

Fa. '000" Rs. ‘000"
Turmnoves 12,000 16,000
Cosl of goods sold 7,000 9150
Opearating profil 5,000 6,850
IMeras) 200 250
Profit bafora tax 4,800 8,600
Taxation (aftor capital allowances) 1,000 1600
Profit afier fax 2,800 5,000
Dwvidends 1.500 2000
Retainad profit 2300 3000

Statement ol linancial position as af 31 December

20%2 20X3
Rs. 000" Rs. 000" Rs. 000" Rs. 000
Mo CUment ARsote 8,000 12,000
Currern assats
irventary 1,400 2,200
Recavables 1,600 2,600
Ciash 1.500 100
4,500 4 900
Total Assats 13.500 16.800
Required:

Igantify tho reasons for the sharp decling in Eden's bguidity and assoss B extent 1o
which the company can bé said 10 bé axhibkiting the probbem of ‘over-trading'.

Hiustralo your answer by relerence 1o key performance and Nouidity ratios.
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Waorking Capital Management

Muitipie choice guestion (MCQ)

1} Working capital cyols can ba reduced by

a)  Allowingmore credit o debbors

Bl Payingcmdilorssarlior

c) Oblasning shor lorm loan

di  Applying Justin Time theory lor invendory purchass

T

o
W
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o
!
I
.

CHAPTER 1l

Warking Capital Management

Tesl your understanding answers

Example 1
Working capdal cycle
Days
Irveniory holding perod 105,000
¥ 3B65= 153
250,000
Recaivables pariod 35,000 .
X ¥E = 37
350,000
Loss: Penod of crodit S5000
taken (payables days) #385= (80)
250,00
Total 110

Tesl your understanding 1= Edon Lid

Liquidity measures the amount of cash the company can expect to rezlise in the
short term. in this case, Edan's cash balance has fallen from Rs. 1.5 million in 202
1o a nat ovgrdralt of As. 0.1 milkon, a dedine in lguidty ol Rs. 1.8 million. This is in
siark contrast o the apparently healthy profit for the year, indcating that cash has
been used In fininoe balance shee! assets.

Indeed, analysia of the statement of (nancial position ndicates that al east Re. 3
rmllion has been ploughed Imo noncurrent assaets. it s not possible 10 say whether
fhis investmaent has been in new lechnology. or perhaps some kind of acquisition,
bt 1 rRsLRt ApPEArs 1o ba that umover has incraassad by 33 percant

At the same tima, tha company's working capital has been funded, to the tune of
Aa. 0.8 million in iInveniory and FAa. 1 million in recefvables, probably al the exponse
of rade payables which have lengthened by Rs. 0.5 million. More significanity, no
long-ierm finance has been raised which appears to be in confhicl with The maxim
that wie should match the kengih of the linance with the length of the propect.

This may be a case of over-rading whare a company undergoas a rapid expanson
without the suppon of long-term financing.

Growth hiere has been inanced shor lerm, at the sxpense of cash and payables. As
sales increase, so oo do inventory and recelvables. leading fo further liquidity

problama.
Wi can now ook al more specifics in the lorm ol ratio analysés.
308

For more visit: www.RiazAcademy.BlogSpot.com



www.riazacademy.BlogSpot.com
https://riazacademy.blogspot.com/
http://riazacademy.blogspot.com/

FOREDUCATIONALPURPOSES ONEgy Nigre Vis# NAAVMARI emy.BlogSpot.com

Waorking Capital Management Warking Capital Management

indicates firsi thal the lumnower ncreass s nol dus o price reduclions, and sacond L d

that ROCE has improved due fo asset tumover by 1.04 versus 1.10. This has nol
lerigihersed 100 much in that the iIncrease in lumover appears 10 have boen asset
backnd.

in summary althowgh hquidity is conainy o problem, the axpansion doos appear 1o
be backad by lined assels and, iherelors, Eden may nol necassarily over-trade.
it would pernaps be advantsgeous o oblain long-term financing i Eden s to
maintam its growih

Current ratios Nobe: " he following ratios have been used.
Current assals
Thase have lallen from 2.3 10 2.0, but onco we rmove imventony 1o g us the ackd Curret | ratio = -
tost ratlo tha fall ks from 1.6 1o 1.1, which may ba significant it Eden axperionces bad Current liabdities
dabts and. therelone. savara short-tarm Bguidity consiraints. P Current assets — inventory
Warking capital cycle Current Liabilbes
inventory days have increased from 73 in 20X o 88 days in 20X3, aimost thvee weriorydays = v
monihs; Bhis appeans high but should be mdasured against the ndusing average A m”
Recelvables days have lengihened from 49 days to 59 days, aimost two months, Recriveabls days s O ()
which wil significantly pressure lquidity. Cracht terms may have 10 be reviewed and }m
enlomed Pa sbles days =
Saks
Payablas days have lengtheded marginally from 78 10 80 days. Agan this must be Cipes 3ung proht
compared o tha terms offered and Industry averages, but any Increass may resul in R{CE -
!' a loss of goodwill irom suppliers. Shanssholders’ funds + Long-term loans
prodit
The nel effed] s that the Working capital cycle has lengthened from 44 days o 67 N tprofit o
dhays. | _ E.B-lhh
Retuin on capital employed Esatumnoear =
\'\. = = = . Sharaholders funds = Long-tamm pans
The ROCE (operating profil as a pencentage of sharsholders’ funds and long-term
toans) Fas in lact risen from 43 percent to 47 percent. This could be explained either E E in douibt about Lsing a ratic, always define the way you have calculaled
by e meed profil mangin or by the assol tumover. - — Answers lo MCQ
Thas ned prafit margsn has remainad stable at 42 parcent veraus 43 parcant, which % %
< = XI
L "
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