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ALL FOUR questions are compulsory and MUST be attempted

1 Ridag Co is evaluating two investment projects, as follows.

Project 1

This is an investment in new machinery to produce a recently-developed product. The cost of the machinery, which
is payable immediately, is $1·5 million, and the scrap value of the machinery at the end of four years is expected to
be $100,000. Capital allowances (tax-allowable depreciation) can be claimed on this investment on a 25% reducing
balance basis. Information on future returns from the investment has been forecast to be as follows:

Year 1 2 3 4
Sales volume (units/year) 50,000 95,000 140,000 75,000
Selling price ($/unit) 25·00 24·00 23·00 23·00
Variable cost ($/unit) 10·00 11·00 12·00 12·50
Fixed costs ($/year) 105,000 115,000 125,000 125,000

This information must be adjusted to allow for selling price inflation of 4% per year and variable cost inflation of 2·5%
per year. Fixed costs, which are wholly attributable to the project, have already been adjusted for inflation. Ridag Co
pays profit tax of 30% per year one year in arrears.

Project 2

Ridag Co plans to replace an existing machine and must choose between two machines. Machine 1 has an initial
cost of $200,000 and will have a scrap value of $25,000 after four years. Machine 2 has an initial cost of $225,000
and will have a scrap value of $50,000 after three years. Annual maintenance costs of the two machines are as
follows:

Year 1 2 3 4
Machine 1 ($/year) 25,000 29,000 32,000 35,000
Machine 2 ($/year) 15,000 20,000 25,000

Where relevant, all information relating to Project 2 has already been adjusted to include expected future inflation.
Taxation and capital allowances must be ignored in relation to Machine 1 and Machine 2.

Other information

Ridag Co has a nominal before-tax weighted average cost of capital of 12% and a nominal after-tax weighted average
cost of capital of 7%.

Required:

(a) Calculate the net present value of Project 1 and comment on whether this project is financially acceptable
to Ridag Co. (12 marks)

(b) Calculate the equivalent annual costs of Machine 1 and Machine 2, and discuss which machine should be
purchased. (6 marks)

(c) Critically discuss the use of sensitivity analysis and probability analysis as ways of including risk in the
investment appraisal process, referring in your answer to the relative effectiveness of each method.

(7 marks)

(25 marks)
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2 The following financial information relates to Wobnig Co.

Income statement extracts

2011 2010
$000 $000

Revenue 14,525 10,375
Cost of sales 10,458 6,640

––––––– –––––––
Profit before interest and tax 4,067 3,735
Interest 355 292

––––––– –––––––
Profit before tax 3,712 3,443
Taxation 1,485 1,278

––––––– –––––––
Distributable profit 2,227 2,165

––––––– –––––––

Statement of financial position extracts

2011 2010
$000 $000 $000 $000

Non-current assets 15,284 14,602
Current assets

Inventory 2,149 1,092
Trade receivables 3,200 1,734

–––––– ––––––
5,349 2,826

––––––– –––––––
Total assets 20,633 17,428

––––––– –––––––

Current liabilities
Trade payables 2,865 1,637
Overdraft 1,500 250

–––––– ––––––
4,365 1,887

Equity
Ordinary shares 8,000 8,000
Reserves 4,268 3,541

–––––– ––––––
12,268 11,541

Long-term liabilities
7% Bonds 4,000 4,000

––––––– –––––––
Total liabilities 20,633 17,428

––––––– –––––––

Average ratios for the last two years for companies with similar business operations to Wobnig Co are as follows:

Current ratio 1·7 times
Quick ratio 1·1 times
Inventory days 55 days
Trade receivables days 60 days
Trade payables days 85 days
Sales revenue/net working capital 10 times
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Required:

(a) Using suitable working capital ratios and analysis of the financial information provided, evaluate whether
Wobnig Co can be described as overtrading (undercapitalised). (12 marks)

(b) Critically discuss the similarities and differences between working capital policies in the following areas:

(i) Working capital investment;
(ii) Working capital financing. (9 marks)

(c) Wobnig Co is considering using the Miller-Orr model to manage its cash flows. The minimum cash balance would
be $200,000 and the spread is expected to be $75,000.

Required:

Calculate the Miller-Orr model upper limit and return point, and explain how these would be used to manage
the cash balances of Wobnig Co. (4 marks)

(25 marks)
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3 Zigto Co is a medium-sized company whose ordinary shares are all owned by the members of one family. It has
recently begun exporting to a European country and expects to receive €500,000 in six months’ time. The prospect
of increased exports to the European country means that Zigto Co needs to expand its existing business operations in
order to be able to meet future orders. All of the family members are in favour of the planned expansion, but none are
in a position to provide additional finance. The company is therefore seeking to raise external finance of approximately
$1 million. At the same time, the company plans to take action to hedge the exchange rate risk arising from its
European exports.

Zigto Co could put cash on deposit in the European country at an annual interest rate of 3% per year, and borrow at
5% per year. The company could put cash on deposit in its home country at an annual interest rate of 4% per year,
and borrow at 6% per year. Inflation in the European country is 3% per year, while inflation in the home country of
Zigto Co is 4·5% per year.

The following exchange rates are currently available to Zigto Co:

Current spot exchange rate 2·000 euro per $
Six-month forward exchange rate 1·990 euro per $
One-year forward exchange rate 1·981 euro per $

Required:

(a) Discuss the reasons why small and medium-sized entities (SMEs) might experience less conflict between the
objectives of shareholders and directors than large listed companies. (4 marks)

(b) Discuss the factors that Zigto Co should consider when choosing a source of debt finance and the factors
that may be considered by providers of finance in deciding how much to lend to the company. (8 marks)

(c) Explain the nature of a mudaraba contract and discuss briefly how this form of Islamic finance could be used
to finance the planned business expansion. (5 marks)

(d) Calculate whether a forward exchange contract or a money market hedge would be financially preferred by
Zigto Co to hedge its future euro receipt. (5 marks)

(e) Calculate the one-year expected (future) spot rate predicted by purchasing power parity theory and explain
briefly the relationship between the expected (future) spot rate and the current forward exchange rate.

(3 marks)

(25 marks)
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4 Corhig Co is a company that is listed on a major stock exchange. The company has struggled to maintain profitability
in the last two years due to poor economic conditions in its home country and as a consequence it has decided not
to pay a dividend in the current year. However, there are now clear signs of economic recovery and Corhig Co is
optimistic that payment of dividends can be resumed in the future. Forecast financial information relating to the
company is as follows:

Year 1 2 3
Earnings ($000) 3,000 3,600 4,300
Dividends ($000) nil 500 1,000

The company is optimistic that earnings and dividends will increase after Year 3 at a constant annual rate of 3% per
year.

Corhig Co currently has a before-tax cost of debt of 5% per year and an equity beta of 1·6. On a market value basis,
the company is currently financed 75% by equity and 25% by debt.

During the course of the last two years the company acted to reduce its gearing and was able to redeem a large
amount of debt. Since there are now clear signs of economic recovery, Corhig Co plans to raise further debt in order
to modernise some of its non-current assets and to support the expected growth in earnings. This additional debt
would mean that the capital structure of the company would change and it would be financed 60% by equity and
40% by debt on a market value basis. The before-tax cost of debt of Corhig Co would increase to 6% per year and
the equity beta of Corhig Co would increase to 2.

The risk-free rate of return is 4% per year and the equity risk premium is 5% per year. In order to stimulate economic
activity the government has reduced profit tax rate for all large companies to 20% per year.

The current average price/earnings ratio of listed companies similar to Corhig Co is 5 times.

Required:

(a) Estimate the value of Corhig Co using the price/earnings ratio method and discuss the usefulness of the
variables that you have used. (4 marks)

(b) Calculate the current cost of equity of Corhig Co and, using this value, calculate the value of the company
using the dividend valuation model. (6 marks)

(c) Calculate the current weighted average after-tax cost of capital of Corhig Co and the weighted average 
after-tax cost of capital following the new debt issue, and comment on the difference between the two values.

(6 marks)

(d) Discuss how the shareholders of Corhig Co can assess the extent to which they face the following risks,
explaining in each case the nature of the risk being assessed:

(i) Business risk;
(ii) Financial risk;
(iii) Systematic risk. (9 marks)

(25 marks)
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