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5. The project generates 2500 in sales and 1500 in costs (excluding depreciation) at
date 1. The tax rate is 40%.
The discount rate for the project is 20%.
i) What is the cash flow from the project at date 1?  (2500-1500)(1-0.4) = 600
ii) What is the NPV of the project? 600 * (1 – 20%) = 480
iii) Now assume (for this question only) that your suppliers allow you to pay
them with a one-year delay, that is, at date 2. How does the NPV of the project change compared to the previous question?
[bookmark: _GoBack]NPV = [(2500 * 0.8) – (1500 * 0.64)]* 0.6 =624
6. The ratios we will check are trade receivables turnover period, trade payables turnover period and inventory turnover period. These ratios tell us how efficiently the business is working. The trade receivables and trade payables turnover ratios tell us how much credit are we given and how much do we extend. Inventory turnover ratio tells us how frequently does the company restock their inventory. These ratios show how quick the cash flows for the company are and it also tells us about the liquidity position of the company.
7. Briefly list down the limitation of ratio analysis.
· It diverts attention from the actual figures and statements
· It doesn’t cover aspects that are mentioned in the notes to statements.
· Companies in different industries have different standards for the ratios as their business structures vary a lot. 
· Creative accounting – that involves the manipulation of figures to make them look attractive tends to produce misleading ratios.
· All companies adopt different accounting policies hence comparison of ratios may not always be appropriate
8. i) State possible reasons why stocks trade at different betas in the stock market.
· Different sizes of company
· Different exposure to risk
· Different sectors have different beta ratios
· The beta is affected by the gearing of a company and every company has a different level of gearing.
ii) A company has a geared beta of 1.1 on a debt equity ratio of 1:2 and corporate tax
rate of 30%. Calculate the geared beta if the debt equity ratio is 2:2.
1.385

9. A project having a life of one year is started with initial investment of 100 lakhs
with 10% cost of capital. It’s NPV and IRR is found to be 10 lakhs and 21%. If cost
of capital is changed to 11% then calculate NPV and IRR?
NPV – 9.1 lakhs
IRR – 21%
10. i) Define Systematic Risk and Specific Risk.
Systematic risk is the risk faced by all companies in the market. This kind of risk cannot be diversified away. Eg – risk to a pandemic.
Specific risk is the risk that every individual company faces. This kind of risk can be minimized by holding a diverse portfolio. Eg risk of a lawsuit
ii) Distinguish between systematic risk and specific risk and explain their relevance to capital project appraisal.
Specific risk can be diversified away while systematic risk can’t. Capital project appraisal has an objective of minimising risk as much as possible. Beta is a measure of the systematic risk and measures should be taken to make it as stable as possible. Specific risk should be analysed and it can be tried to hedge off, avoid or diversify away.
11. i) Explain the beta of a stock along with formula.
Beta is the measure of calculating systematic risk. It shows how the stock changes in relation to changes in the market.
 The formula is covariance between the market and the stock/variance of the market returns
ii) How can beta be determined?
Beta can be determined by using the formula above. It could be estimated by plotting the graph of the stock against the graph of the appropriate index.
iii) As an active stock market investor, would you invest in a stock with a beta of 1 or-1?
In a growing economy, I would invest in a stock with a beta of 1 because the market will usually have an ultimate upward trend in the longer run
iv) Name a financial instrument that is likely to have a beta of 0.
Any reliable, stable debt instrument like government bonds
12. ABC Pvt. Ltd. has a debt: equity ratio of 1:1. The risk-free rate of return is 7%,
the equity risk premium derived from the market is 5% and the gross cost of
debt is 9%. Its beta is 1.5 and assume any profit is taxed at 25%.
i) Calculate its weighted average cost of capital.
Cost of debt = 9% * 0.75 = 6.75%
Cost of equity = 7% + 1.5(5%) = 14.5%
WACC = 10.625%
ii) ABC is concerned about its high debt: equity ratio. If ABC were to repay all debt, what would be the required return to equity?
11.29%
13. The following data relates to a capital project being evaluated by the Management of X
Ltd.
Calculate for Project M:
i. NPV – 7308.75
ii. Cost of Capital – 11.99%
iii. Cost of Project 114199.13
iv. Payback – 2.85 years
14. i) Define the following ratios and state its use:
a) Current ratio it’s a ratio which measures the liquidity of a business by calculating the proportion of its current assets and current liabilities.
b) Debtors turnover period – It’s a ratio which calculates the approximate time debtors take to pay off the business. Its calculated by dividing the debtors by the amount of credit sales. Multiplying the answer by 365 would give you an answer in days.
ii) Xylo Ltd deals in goods with a high inventory turnover period. Its finance
manager wishes to ascertain whether the company would be able to meet its
short term liabilities. Explain which ratio should he track on a regular basis and state the equation for the ratio suggested.
He should monitor the quick ratio. It excludes the amount for inventory and tells us how liquid the business is without the inventory. Formula is (Current assets – inventory)/Current liabilities

15. i) A company has debt to equity ratio of 1:1, the gross redemption yield on debt
is 8% and the dividend yield is 4%. Explain why an investor might buy shares
in this company, and suggest a suitable cost of capital for the investor,
assuming the debt is held till maturity

ii) Explain the traditional view of the effect of gearing on the cost of capital,
including why the cost of equity increases with an increase in gearing. You
should include an appropriate diagram to illustrate your answer.
iii) Identify Modigliani and Miller’s first irrelevance proposition, and describe its
underlying assumptions.
iv) Draw a diagram showing the effect of gearing on the cost of capital using Modigliani
and
Miller’s first proposition.
v) Beta is a measure of the risk of investing in a security.
a)If the risk-free rate of return is 6% and the equity risk premium is 5%, what is
the costof equity for a company with Beta (ungeared) of 1.4?
b) The total market capitalisation of a company is 100m, whose debt has a book
value of 40% and a market value of 50%. The tax rate is 30%. Determine the
geared beta of thecompany.
c) Determine the cost of equity of the company
i) Given that the business is risky to invest in as it has a debt-equity ratio of 1, an investor might invest in the company to obtain a steady and marginally higher dividend payments. Another reason to invest in the company would be that the investor expects growth in the future, given a lot of the financing is using debt, the company may still be in its infancy and the investor can expect the dividends as well as the share price of the company to increase in the future. 
A good cost of capital would be to include an equity risk premium as well on top of the 8% cost of debt depending on the riskiness of the investment
ii)The traditional view was focussed on determining the amount of debt that a company can carry until it goes bankrupt. As debt is cheaper than equity, as the amount of debt increases the average cost of capital should fall. This is not the case because, as the amount of debt increases, so does the riskiness of investment in the business and subsequently the costs of debt and equity (as a company borrows more, investors demand a higher return for the additional risk and creditors tend to increase the cost of debt finance for the same reason as well). Therefore, after a certain level the positive effect that increasing debt has on the average cost of capital sees a complete turnaround due to the increasing costs of debt and equity.  
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iii) As per the irrelevance  proposition, a company’s WACC remains constant, irrespective of the gearing of a company if:
There are no taxes
There are no agency costs
Debt is risk free
A person and a company can obtain unlimited debt at the same rate of interest
There are no information asymmetries
v) 13%, 1.89, 15.45%


