     


Question 1. (3 marks)
Explain what is meant by operating and financial risk.  Suppose that firm A has a greater operating risk than firm B.  Is it true that firm A also has a higher cost of equity?

Operating risks are the chances that the day-to-day operations of a business can be affected adversely by changes in some underlying factors. Financial risk on the other hand is a diverse risk area which encompasses all finance related adverse exposures a company faces like inability to pay obligations, losing money in a financial transaction and also increase in finance costs among others.
Cost of equity is not tied directly to the operating risk in a firm but rather the expected returns from the firm. Although operating risk can translate directly to lower or higher return and thereby affect the cost of equity, the returns can be affected by many other factors and thereby delinking operating risk to cost of equity.

Question 2. (3 marks)
Why is the use of debt referred to as financial leverage?

This is because it is like taking advantage of the debt characteristic of tax saving and also using external parties’ finances to generate a return higher than the cost charged on the finances.

Problem 1 (10 marks)
You are the lead broker for the syndicate that will be issuing $45,000,000 in a new equity issue for the Rocket Science Corporation.  The issue will be a firm commitment offering and the entire issue was purchased for a discounted price. The new equity issue will be sold using a Dutch auction.  Calculate the selling price and the number of shares each successful bidder will receive. Show your work!




	[bookmark: _MON_1500023361]Investor
	Shares
	Bid Price
	Rank investor
	No. of share won
	Selling price
	Total value raised

	1
	30,000 
	95.00 
	7
	0
	95.00 
	-   

	2
	50,000 
	96.25 
	6
	0
	96.25 
	-   

	3
	75,000 
	94.50 
	8
	0
	94.50 
	-   

	4
	100,000 
	100.00 
	1
	100,000 
	100.00 
	10,000,000 

	5
	100,000 
	96.50 
	5
	0
	96.50 
	-   

	6
	 150,000 
	100.00 
	1
	150,000 
	100.00 
	15,000,000 

	7
	 150,000 
	97.75 
	4
	0
	97.75 
	-   

	8
	200,000 
	98.00 
	3
	200,000 
	98.00 
	19,600,000 

	Totals
	 855,000 
	 
	 
	450,000 
	 
	44,600,000 



Share price = $100
















Problem 2 (18 marks) 
You have been provided the following income statements for Tiger Industries and SMU DAWG Incorporated.

[bookmark: _MON_1065866895][bookmark: _MON_1266751497][bookmark: _MON_1266751686][bookmark: _MON_1266752596][bookmark: _MON_1065866582] 
a. Calculate the degree of operating leverage for each firm. Show your work (4 marks)

Tiger industries





SMU Dawg Industries







b. Calculate the degree of financial leverage for each firm. (4 marks)

Tiger industries





SMU Dawg Industries






c. Calculate the degree of combined leverage for each firm. (4 marks) 

Tiger industries




SMU Dawg Industries









d. If both firms were to experience a 15% increase in sales, what is the percentage change impact in the EPS and what is the new EPS for each firm. (4 marks) 

Tiger industries





 

   SMU Dawg Industries





 
      
e. Which firm is more risky? (2 marks)
The two firms have the same risk level as measured by degree of operating risk, degree of financial risk and the degree of combined risks.

Problem 3 (9 marks)
Husky Dudz Inc. is a high-end producer of dog clothes for the pets of celebrities.  The firm is considering the opening of a new subsidiary in Los Angeles so the firm will be closer to its market.  The subsidiary will operate as a separate company in the United States and the firm has a tax rate of 40 percent.  The company’s financial experts have estimated that EBIT will average $6,000,000 per year.  The firm is considering the following financial plans:
Plan A: Issue 2 million shares at $10.00 (net) each.
Plan B: Issue $10 million in 8 percent coupon bonds and finance the balance with equity.


a. Calculate the EBIT/EPS indifference point. (3 marks)



X – Point of indifference
I1 – Interest under alternative 1
I2 – Interest under alternative 2
T – Tax rate
PD – Preference dividends
S1 – Number of equity shares under alternative 1
S2 – Number of equity shares under alternative 2
















b. How do you know your calculations are correct? (2 marks)
Through determining the EBIT/EPS for both firms using the EBIT level I have computed.

c. What is the significance of this EBIT/EPS indifference point? (2 marks)
It indicates the point at which both financing methods have the same impact on the EBIT of the company. Below this point, all equity financing will be preferred and above the point will necessitate choice a mix of both equity and debt to have a better EBIT.

d. Which financing plan should the company use? (2 marks)
All equity financing. This is because the company is estimating a lower EBIT than the indifference point EBIT
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Microsoft_Excel_97-2003_Worksheet.xls
Sheet1

												Tiger				SMU DAWG

												Industries				Industries

														2019 Income Statement

														($000)

		Sales										18,780				11,268

		Cost of Goods Sold										9,010				5,406

		Fixed costs										3,250				1,950

		Depreciation										2,450				1,470

		Earnings Before Interest and Taxes										4,070				2,442

		Interest										3,065				1,839

		Income Before Taxes										1,005				603

		Income Taxes										402				211

		Net Income										603				392

		Shares o/s										100				65

		EPS										6.03				6.03
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Investor Shares Bid Price

1 30,000            95.00       

2 50,000            96.25       

3 75,000            94.50       

4 100,000         100.00     

5 100,000         96.50       

6 150,000         100.00     

7 150,000         97.75       

8 200,000         98.00       
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Tiger  SMU DAWG

Industries Industries

2019 Income Statement

($000)

Sales 18,780     11,268     

Cost of Goods Sold 9,010     5,406    

Fixed costs 3,250     1,950     

Depreciation 2,450     1,470     

Earnings Before Interest and Taxes 4,070     2,442    

Interest 3,065     1,839      

Income Before Taxes 1,005     603       

Income Taxes 402        211         

Net Income 603        392       

Shares o/s 100        65         


