Progress Test 3 – Business Finance

Answer 1

(a)
Why convertibles might be an attractive source of finance for companies
· Convertibles can provide immediate finance at lower cost since the conversion option effectively reduces the interest rates payable.

· They represent attractive investments to investors since they are effectively debt risks for future equity benefits. Hence, finance is relatively easily raised.

· Should the company’s assumption regarding the likelihood of conversion prove true then there is no problem of establishing a large sinking fund for the redemption of the debentures.

· Convertibles allow for higher gearing levels than would otherwise be the case with straight debt (interest costs are potentially lower with convertibles).
(b)(i)
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The value of 45 shares in 5 years’ time is expected to be $4 × 45 = $180. The value of debenture redemption will be $110. Hence it is likely that conversion will take place.
(b)(ii)

Arguably, the most important reservation concerns the future value of the share since it is likely to be the most uncertain aspect of the calculation. Other factors that may be relevant, but which are less uncertain, are issue price, and the cost of capital used.
(c)

By maximising the conversion premium the greatest amount of funds are raised for the fewest number of new shares issued.
Companies can issue convertibles with a high conversion premium because, firstly, the calculation in part (a)i produces a positive NPV against issue costs and, secondly, because there is high growth potential in share value.
(d)

The factors that should be considered by a company when choosing between an issue of debt and issue of equity finance could include the following:
Risk and Return

Raising debt finance will increase the gearing and the financial risk of the company, while raising equity finance will lower gearing and financial risk.
Financial risk arises since raising debt brings a commitment to meet regular interest payments, whether fixed or variable. Failure to meet these interest payments gives debt holders the right to appoint a receiver to recover their investment. In contrast, there is no right to receive dividends on ordinary shares, only a right to participate in any dividend (share of profit) declared by the directors of a company. If profits are low, then dividends can be passed, but interest must be paid regardless of the level of profits. Furthermore, increasing the level of interest payments will increase the volatility of returns to shareholders, since only returns in excess of the cost of debt accrue to shareholders.
Cost

Debt is cheaper than equity because debt is less risky from an investor point of view. This is because it is often secured by either a fixed or floating charge on company assets and ranks above equity on liquidation, and because of the statutory requirement to pay interest. Debt is also cheaper than equity because interest is an allowable deduction in calculating taxable profit. This is referred to as the tax efficiency of debt.
Ownership and Control

Issuing equity can have ownership implications for a company, particularly if the finance is raised by a placing or offer for sale. Shareholders also have the right to appoint directors and auditors, and the right to attend general meetings of the company. While issuing debt has no such ownership implications, an issue of debt can place restrictions on the activities of a company by means of restrictive covenants included in issue documents such as debenture trust deeds. For example, a restrictive covenant may specify a maximum level of gearing or a minimum level of interest cover, or may forbid the securing of further debt on particular assets.
Redemption

Equity finance is permanent capital that does not need to be redeemed, while debt finance will need to be redeemed at some future date. Redeeming a large amount of debt can place a severe strain on the cash flow of a company, although this can be addressed by refinancing or by using convertible debt.
Flexibility

Debt finance is more flexible than equity, in that various amounts can be borrowed, at a fixed or floating interest rate and for a range of maturities, to suit the financing need of a company. If debt finance is no longer required, it can more easily be repaid (depending on the issue terms).
Availability

A new issue of equity finance may not be readily available to a listed company or may be available on terms that are unacceptable with regards to issue price or issue quantity, if the stock market is depressed (a bear market). Current shareholders may be unwilling to subscribe to a rights issue, for example if they have made other investment plans or if they have urgent calls on their existing finances. A new issue of debt finance may not be available to a listed company, or available at a cost considered to be unacceptable, if it has a poor credit rating, or if it faces trading difficulties.
Answer 2
(a)
The forecast income statements are as follows:
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WORKINGS

Sales = 50,000 × 1·12 = $56,000,000

Variable cost of sales = 30,000 × 1·12 × 0·85 = $28,560,000

Fixed cost of sales = 30,000 × 0·15 = $4,500,000 (assumed to be constant)

Administration costs = 14,000 × 1·05 = $14,700,000

Interest under debt financing = 300 + (5,000 × 0·1) = 300 + 500 = $800,000
(b)

Financial gearing

Two ratios commonly used to measure financial gearing are the debt/equity ratio (or equity gearing) and capital (or total) gearing. Students need only calculate one measure of financial gearing.
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WORKINGS

Share capital and reserves (debt finance) = 22,560 + 2,083 = $24,643

Share capital and reserves (equity finance) = 22,560 + 5,000 + 2,223 = $29,783
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Operational gearing:

There are several measures of operational (or operating) gearing. Students were only expected to calculate one measure of operational gearing.
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Total costs are assumed to consist of cost of sales plus administration costs.
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Interest cover:
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Earnings per share:
[image: image8.emf]
New number of shares using equity finance = (2,500 × 4) + (5,000/4) = 11·25m
Comment:

The debt finance proposal leads to the largest increase in earnings per share, but results in an increase in financial gearing and a decrease in interest cover. Whether these changes in financial gearing and interest cover are acceptable depends on the attitude of both investors and managers to the new level of financial risk; a comparison with sector averages would be helpful in this context. The equity finance proposal leads to a decrease in financial gearing and an increase in interest cover. The expansion leads to a decrease in operational gearing, whichever measure of operational gearing is used, indicating that fixed costs have decreased as a proportion of total costs.
(c)

Business risk is the possibility of a company experiencing changes in the level of its profit before interest as a result of changes in turnover or operating costs. For this reason it is also referred to as operating risk. Business risk relates to the nature of the business operations undertaken by a company. For example, we would expect profit before interest to be more volatile for a luxury goods manufacturer than for a food retailer, since sales of luxury goods will be more closely linked to varying economic activity than sales of a necessity good such as food.
The nature of business operations influences the proportion of fixed costs to total costs. Capital intensive business operations, for example, will have a high proportion of fixed costs to total costs. From this perspective, operational gearing is a measure of business risk. As operational gearing increases, a business becomes more sensitive to changes in turnover and the general level of economic activity, and profit before interest becomes more volatile. A rise in operational gearing may therefore lead to a business experiencing difficulty in meeting interest payments. Managers of businesses with high operational risk will therefore be keen to keep fixed costs under control.
Financial risk is the possibility of a company experiencing changes in the level of its distributable earnings as a result of the need to make interest payments on debt finance or prior charge capital. The earnings volatility of companies in the same business will therefore depend not only on business risk, but also on the proportion of debt finance each company has in its capital structure. Since the relative amount of debt finance employed by a company is measured by gearing, financial risk is also referred to as gearing risk.
As financial gearing increases, the burden of interest payments increases and earnings become more volatile. Since interest payments must be met, shareholders may be faced with a reduction in dividends; at very high levels of gearing, a company may cease to pay dividends altogether as it struggles to find the cash to meet interest payments.
The pressure to meet interest payments at high levels of gearing can lead to a liquidity crisis, where the company experiences difficulty in meeting operating liabilities as they fall due. In severe cases, liquidation may occur.
The focus on meeting interest payments at high levels of financial gearing can cause managers to lose sight of the primary objective of maximizing shareholder wealth. Their main objective becomes survival and their decisions become focused on this, rather than on the longer-term prosperity of the company. Necessary investment in fixed asset renewal may be deferred or neglected.
A further danger of high financial gearing is that a company may move into a loss-making position as a result of high interest payments. It will therefore become difficult to raise additional finance, whether debt or equity, and the company may need to undertake a capital reconstruction.
It is likely that a business with high operational gearing will have low financial gearing, and a business with high financial gearing will have low operational gearing. This is because managers will be concerned to avoid excessive levels of total risk, i.e. the sum of business risk and financial risk. A business with a combination of high operational gearing and high financial gearing clearly runs an increased risk of experiencing liquidity problems, making losses and becoming insolvent.
