IAQS: SEMESTER - 2
SUBJECT: BUSINESS FINANCE -2
ASSIGNMENT 2

1. D
2. A
3. D
4. B

5. Sales = 2500, Costs = 1500, Tax Rate = 40%, d = 20%
i) Cashflow = (2500 – 1500)*(1 – 40%) = 600
ii) NPV = 600*v = 600*(1 + 20%)^(-1) = 500
iii) NPV = ((2500*v – 1500v^2)*(1 – 40%)) = ((2500*(1 + 20%)^(-1) – 1500*(1 + 20%)^(-2))*(1 – 40%)
              = 625

6. 
The ratios used to calculate the efficiency of the business are the Inventory Turnover Period, the Trade Receivables Turnover Period and the Trade Payable Turnover Period. These ratios give us an insight into the cash conversion cycle of the business as well as the operating cycle, which helps us identify the most efficient way of managing the working capital. The Inventory Turnover Period indicates the time taken to convert your inventory into sales. The Trade Receivables Turnover Period indicates the time taken to convert the receivables into cash, and the Trade Payable Turnover Period indicates the time enjoyed to delay payments the creditors of the business.

7. 
The limitations of ratio analysis are:
- it diverts attention from the figures and financial statements, as well as the information given in the notes 
- Comparing two companies based solely on ratios can be misleading as comparisons can be affected by differences in accounting standards and policies
- The ratios would be incorrect if the financial statements have been deliberately altered or distorted
- The figures calculated could be out of date by the time they are published
- Ratio analysis does not provide any information on the future plans of a firm, its leadership or how sustainables its profits are





8. 
i) Stocks can trade at different Betas as:
- They may be of different industries
-The two companies will have different business strategies 
- Market sentiment towards stocks may differ
- Varying degree of performance of stocks
- demand for the stock is different

ii) Current geared beta = 1.1, Current Debt to Equity = 1:2, Tax Rate = 30%, New Debt to Equity = 2:2
Geared beta = Ungeared beta*(1 + ((debt/equity)*(1 – tax rate))) 
1.1 = Ungeared beta*(1 + ((1/2)*(0.7))) 
Ungeared beta = 1.1/(1.35) = 0.814815
New Geared beta = 0.814815*(1 + ((2/2)*(0.7))) = 1.38519

9. 
WACC = discount rate = 10%, Initial Investment = 100, NPV = 10, IRR = 21%
Let the cash inflow at time 1 = X
NPV = -100 + X*v = -100 + X*((1 + 10%)^(-1))
10 = -100 + X*((1 + 10%)^(-1))
110 = X*((1 + 10%)^(-1))
X = 110*(1.1) = 121
New WACC = 11%
Now, NPV = -100 + (121/(1 + 11%)) = 9.00901
IRR will remain the same in both situations = 21%

10.
i) Specific Risk: any risk that a company is specifically exposed to is a specific risk  
eg) Debt Structure, Level of stability
Systematic Risk: any risk that all the companies in a market are exposed to is a systematic risk
   eg) Government policies, Change in standards




ii) Specific Risks are specific to a particular company and can be foregone by diversifying your investments, and as a result a company does not consider the need to remunerate the investors for any specific risk. On the other hand, all companies in the market are exposed to systematic risks, which cannot be reduced by diversification and will always remain in an investment. The type of risk that a project carries is always taken into consideration while evaluating a project with the intention to mitigate the said risk as much as possible. Understanding the risks involved and the corresponding returns is essential. Metrics like the NPV, IRR and the impacts of Scenario Analysis and Sensitivity Tests are all carried out keeping in mind the proposed risk and its effects, while determining the viability of a project. 

11.
i) Beta is a measure of systematic risk that calculates the returns that the company has made against the market. It tells us about how a specific company is impacted by the change in the market.
Beta (i) = (sigma im) / (sigma square m)      OR      Beta (i) = [(rho im)*(sigma i)] / (sigma m)
Where: i = company, m = market

ii) The beta is determined by dividing the covariance of the individual company with the market by the variance of the market
iii) I would prefer a stock with a beta of 1 rather than -1, as it would mean that the stock will highly amplify the return of the whole market and will not be counter cyclical
iv) Government bonds

12.
Debt to Equity = 1:1, Risk Free Rate of Return = 7%, Equity Risk Premium = 5%, Gross Cost of Debt = 9%, Ungeared Beta = 1.5, Tax Rate = 25%
i) Geared beta = Ungeared beta*(1 + ((debt/equity)*(1 – tax rate))) = 1.5*(1 + ((1*(1 – 25%)))
                            = 2.625
Cost of Equity = Risk Free Rate + Geared beta*Equity Risk Premium = 0.07 + 2.625*0.05
                          = 0.201
WACC = {[(Cost of Debt*Market Value of Debt) + (Cost of Equity*Market Value of Equity)] / [Market Value of Debt + Market Value of Equity]}  =  [(0.09*1) + (0.201*1)] / (1 + 1)  =  14.5625%

ii) Debt to Equity = 0
So, Geared Beta = Ungeared Beta = 1.5
Cost of Equity = 0.07 + 1.5*0.05 = 14.5%






13.
Annual Cost Savings = 40,000, Years = 4, Profitability Index = 1.064, IRR = 15%
Let X be the initial investment 
Since IRR = 15%, NPV = 0 at a discount rate of 15%
(40000 * a4 @ 15%) – X = 0
X = 114199.1345

Profitability Index = PV of future cashflows / Initial investment
1.064 = PV of future cashflows / 114199.1345
PV of future cashflows = 121507.8791

i) NPV = PV of inflows - PV of outflows = 121507.8791 – 114199.1345
            = 7308.747
ii) Let Cost of Capital = i
PV of inflows = PV of outflows
121507.8791 = (40000 * a4 @ i%)
i = 11.99%

iii) Cost of project = 114199.1345
iv) Payback Period = Cost of Project / Initial Investment = 114199.1345 / 40000
                                 = 2.855 years   =   3 years

14.
i) 
a) Current Ratio: measures a firm’s ability to pay its bills over the next few years
Current Ratio = Current Assets/Current Liabilities
b) Debtors Turnover Period: measures the time enjoyed to delay payments to the company’s creditors
Debtors Turnover Period = [Trade Payables / Credit Purchases] *365

ii) The finance manager should track the quick ratio as it would provide a better picture about the actual assets in hand to meet short term obligations.
Quick Ratio = [Current Assets – Inventories] / Current Liabilities



15.
i) Given that the business is risky to invest in as it has a debt-equity ratio of 1:1, 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.  
          Average Cost of Capital
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iii) Modigliani and Miller’s First Irrelevance Proposition states that the market value of any firm is independent of its financial structure. Its assumptions are:
- No taxes
- Unlimited borrowing capacity
- Debt is always risk free
- No agency costs
- No information asymmetry 







iv) 
Cost of Equity
Rate of Return

Cost of Debt
WACC
Gearing












v) 
a) Risk Free Rate of Return = 6%, Equity Risk Premium = 5%, Ungeared Beta = 1.4
Cost of Equity = Risk Free Rate of Return + (Ungeared Beta * Equity Risk Premium) = 6% + (1.4*5%)
                         = 0.13 = 13%

b) Debt to Equity = 1:1, Tax Rate = 30%
Geared beta = Ungeared beta*(1 + ((debt/equity)*(1 – tax rate))) = 1.4*(1 + ((1*(1 – 30%)))
                       = 2.38

c) New Cost of Equity = Risk Free Rate of Return + (Beta * Equity Risk Premium) = 6% + (2.38*5%)
                                       = 0.179 = 17.9%









