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Answer 1(a)
To: Mr. Song (CEO, CML)

From: Finance Manager, CML

Date: dd/mm/yyy

Re: Performance evaluation system and franchise agreement

I refer to our recent discussions about our performance evaluation system and franchise agreement. This memorandum is an analysis of the following maters CML considered and addressed.
Return on investment (ROI)

The ROI and its decomposition into return on sales and investment turnover, for each division and for CML as a whole, is computed and analysed as follows:

	Divisions
	ROI
	Return on sales
	Investment turnover

	Gold division
	320/800 = 40%
	320/1,120 = 28.6%
	1,120/800 = 140%

	Diamond division
	140/600 = 23.3%
	140/250 = 56%
	250/600 = 41.7%

	Jade division
	4/24 = 16.7%
	4/14 = 28.6%
	14/24 = 58.3%

	CML as a whole
	464/1,424 = 32.6%
	464/1,384 = 33.5%
	1,384/1,424 = 97.2%


Return on sales is low for the Gold division (28.6%) reflecting the low mark-ups for gold jewellery. However, the high investment turnover for gold jewellery (140%) results in a high ROI for the Gold division (40%). This high ROI for the Gold division has boosted the ROI of CML as a whole (32.6%).
Return on sales is higher for the Diamond division (56%) reflecting the high mark-ups for diamonds. However, the investment turnover for diamonds is low (41.7%) compared to other divisions resulting in a relatively low ROI for the Diamond divisions (23.3%).
Despite a moderate investment turnover for the Jade division (58.3%), the low return on sales for the Jade division (28.6%) reflecting its low mark-ups has resulted in a low ROI for the Jade division (16.7%).

Answer 1(b)

ROI and residual income (RI)
The impact of the installation of new equipment on the Jade division’s ROI and RI is computed and analysed as follows:

ROI of the new equipment = $3m / $20m = 15%.

Thus it would decrease the Jade division’s ROI:

($4m + $3m) ÷ ($24m + $20m) = 15.91%

Ms. Chan, the manager of the Jade division, would not choose to undertake the investment because it will decrease the Jade division’s ROI.

RI for the Jade division is:

Original RI = $4m – $24m × 18% = – $0.32m

New equipment = $3m – $20m × 18% = – $0.6m

If the Jade division buys the equipment, its RI will decline further and become more negative = $7m – $44m × 18% = – $0.92m.
Therefore, Ms. Chan’s claim that both ROI and RI would not indicate any benefit from the installation of the new equipment is true.

Other evaluation techniques should be considered since choosing to use RI suffers from many of the same problems as using ROI. Both RI and ROI are short-term measures that encourage actions beneficial in the short-term and costly in the long-term.
For example, Mr. Cheung, the manager for the Gold division, may want to reduce operating expenses to improve operating profits (and thus ROI and RI). Thus, Mr. Cheung may try to skimp on the quality of the labor at the expense of other divisions and even the company as a whole. Reducing costs can increase RI and ROI but the long-term effects can be severe.
Answer 1(c)
Problems encountered by the Jade division manager and suggested remedies

The following problems have been observed in the Jade division.
Too many measures are being used for a relatively small division of the company. As a result, there is confusion about what to focus on and which of the measures are important in achieving the goals.

Because no weighs are attached to the measures, there is no clear understanding of the importance of any of the activities being measured in achieving the strategic goals set up for the division.
Some of the goals are in conflict with one another. Motivating employees to be more efficient and productive can sometimes be in conflict with employee satisfaction measures.
The manager does not have control over all the inputs to be chosen measures. For example, cycle time and the number of defects are affected by the quality of the supplies.
The lower price of Jade division products means that the quality of supplies cannot be comparable to that of gold and diamond jewellery.

The time and effort involved in maintaining the information system that must measure all of the balanced scorecard variables can be very costly and disruptive to the workflow in the Jade division, a small division manufacturing low-priced items.
Suggested remedies
I suggest that CML may choose one or at most two measures for each category of the balanced scorecard for the Jade division.

The measures should be relatively easy to measure and should measure important components of the business performance necessary to achieve CML’s goals. For example, one measure could represent growth and learning (perhaps employee satisfaction) and one measure could represent efficiency of business processes (perhaps cycle time).
By focusing on only two measures, Ms. Chan has a much improved chance of making an impact on the operations of the Jade division.
Answer 2(a)
Strategic reasons for expanding into the Mainland China.
The proposed acquisition of the shopping mall is in line with the business of acquiring properties and that the company is currently operating, but in a different geographical area. The company is therefore taking a geographical diversification option in its strategic development.

The common reason for taking a diversification route in development is to achieve growth on one hand and to diversify business risks on the other.
As a company not focusing mainly in property investment, the company may find it difficult to grow in HK by competing with larger property developers. A more feasible option for achieving growth is to enter new markets, either in terms of new business or new geographical segments.
In the case of diversification in new business segments, the fastest route for the company may be, for example, to invest in their tenants’ business. Recently, there have been cases where large developers had acquired interests in tenants running department stores and thus became engaged in the retail business. However, this route is not that feasible for the company since the commercial buildings owned by the company are principally office buildings.
The company may achieve growth by engaging in a related business, for example, hotel management. This will bring the company to a new business segment and may have excellent potential for future growth. However, this may not be acceptable to Mr. Song and the other directors, who are comparatively conservative.

Horizontal expansion through geographical diversification in a region not entirely new to the management may be a sensible choice under these circumstances.
The management is familiar with the business model of the property market, and its economic cycle, and probably has a certain degree of understanding of the business environment in Shanghai.

(Other points in support of or against the proposed investment in Shanghai.)
Answer 2(b)

Proposed debt financing for the acquisition
Currently, the company’s assets are mainly in the form of long-term investment property.

The cash balance of around HK$106 million alone is clearly not sufficient to finance the acquisition. The company needs to raise external finance, either in the form of equity or debts.

Mr. Song proposed that the company may raise a secured loan of HK$400 million to finance the acquisition. There are a number of advantages of using debt financing. They are as follows:

The interest payable for loans is tax deductible, whereas dividends payments for equity shares are not. The tax benefits are believed to be the principal motive for companies’ use of debt financing. This is particularly true in this case where the PRC tax charge is comparatively high compared to HK.

Since both the valuation of the investing property and the debts are sensitive to change in interest rates, the loans serve as some form of hedging, offsetting the effect of a change in interest rates on the valuation of the property.
In general, it is less expensive and easier to raise debt financing than equity financing. Lenders usually reduce their risks by requiring some form of security, such as the shopping mall itself in this case, setting various covenants for the company to comply with, and usually a corporate guarantee by the company. The risks to the lenders would be lower than for equity investors, who are the residual risk takes.
It is necessary to consider whether the existing gearing ratio of the company is relatively considered low amongst property developers.
After the acquisition, the gearing will rise. This level is likely to be moderate amongst property developers.
It is necessary to consider whether the borrowing will cause undue pressure in the company cash flow.

(Other reasons for considering debt financing preferable to raising equity.)

Answer 3(a)
Strategic reasons to develop GEM-Digital and Chain-GEM-Online

It is generally believed that each product has a life cycle and, to maintain sustainable growth, a company should maintain an appropriate mix of products at various stages of the product life cycle.
The various stages in a product’s life cycle may be described as development, growth, maturity and decline.
Typical conditions of the maturity stage of a product cycle are:

1.
customer saturation, that is, growth in the whole market is limited;

2.
individual producers fight each other to maintain their market share;

3.
individual producers have difficulty in achieving growth unless they take market shares from other producers;

4.
producers need to remain competitive by improving efficiency.

In the case of GEM-Journal, while it has been successful, the annual growth rate in circulation income might not likely to be maintained in the long run, unless the company continues to develop new products.
Developing a journal that specializes in disseminating industry and market information on gem jewelry fashionable items also provides limited product diversification. The development of China-GEM-Online is a form of geographical expansion using existing products. Although improving its competitiveness in serving GEM-Online’s jewellery and gem traders, developing the Mainland market is a logical move for the company’s long term growth.
The growth stage of the product life cycle would occur when people in the Mainland become wealthy and able to invest overseas, thus constituting a market for dissemination of international financial information to Mainland users.
In developing its strategies, the company should have considered detailed business plans and financial forecasts before arriving at the decision.
(Other reasonable strategic reasons are acceptable.)

Answer 3(b)

Merits and demerits of leasing the “Computer-to-plate” equipment
The financing of the “Computer-to-plate” equipment, which has a fair value of HK$25 million, by 10 annual installments of HK$4,068,635 is in substance a form of debt financing.
The principal merit of debt financing is that the interest payments are normally tax deductible. Other forms of financing, such as issuing new equity shares, or dividends paid to shareholders, are not tax deductible in most cases.

In addition, some finance theories suggest that an appropriate level of debt financing will increase the return to shareholders through the leverage effect of borrowings.

The principal demerit of a lease arrangement is that the company is committed to repay the lease payment at regular intervals. The company is exposed to the risk that it may not be able to meet these commitments when the lease payments become due.
Compared to other forms of debt financing, such as a typical 10-year bank borrowing, the commitment to repayment in the earlier years is greater since the company no only pays interest but also repays the capital element regularly over the 10-year period.

The lease will be treated as a finance lease. The non-current liability will be recognized in CML’s statement of financial position. The gearing ratio and other measures of CML’s financial position will be affected.

(Other relevant points are acceptable.)

SECTION B – ESSAY / SHORT QUESTIONS  (Total: 50 marks)

Answer 4(a)

The advantages of seeking a public listing are that it opens the capital market to the firm. It offers the company access to equity capital from both institutional and private investors and the sums that can be raised are usually much greater than can be obtained through private equity sources. The presence of the firm as a listed company on a major exchange also enhances its credibility as investors and the general public are aware that by doing so it has opened itself to a much higher degree of public scrutiny than is the case for a firm that is privately financed.
The disadvantages are significant. A distributed shareholding does place the firm in the market for corporate control increasing the likelihood that the firm will be subject to a takeover bid. There is also a much more public level of scrutiny with a range of disclosure requirements. Financial accounts must be prepared in accordance with HFFRS as well as the Companies Ordinance.
Under the rules of the Hong Kong Stock Exchange, listed companies must also comply with the governance requirements of the Corporate Code and also have in place an effective and ongoing business planning process. Much of this may be regarded as desirable within a privately owned company but the requirements to comply with or explain imposed on a public company can impose a significant regulatory burden and exposure to critical comment.
Answer 4(b)
There is an ethical dimension to the request made by Mr Pan. He is of course entitled to acquire or dispose of his equity claim as he sees fit but his position as a large shareholder does impose on him certain duties with respect to the other shareholders. He should not undertake any action which is prejudicial to them and in this case making any move towards listed status would require their consent. It may well be that the private equity firm involved has in mind its own exit strategy and that his proposed course of action would be acceptable to them. If the decision was made to go public, his own intentions would be a material factor in the valuation of the firm and the offer price made to subscribers.

An immediate intention to divest would need to be disclosed. There would appear to be nothing wrong at this stage with asking the CFO to investigate the matter on a confidential basis although the request that he or she should seek to enhance the earnings of the business should be resisted in as far as it represents an instruction to engage in earnings manipulation beyond that required to present a true and fair view of the affairs of the business.
Earnings management techniques whereby revenues and costs are accelerated/decelerated to achieve desired earnings figures are severely limited Listing rules. The proposal that the CFO would be offered share options adds unethical to this discussion.
He or she is in a difficult position but does need to make clear that he or she must act to preserve the interests of all the shareholders and all the directors. An invitation to participate in a share option scheme is a fairly crude attempt to win support for the proposed course of action (as the shares not yet quoted) and should be resisted. There might be against Code of Ethics – self-interest threat.
Answer 5(a)
A discussion of capital structure could start from recognising that equity is more expensive than debt because of the relative risk of the two sources of finance. Equity is riskier than debt and so equity is more expensive than debt. This does not depend on the tax efficiency of debt, since we can assume that no taxes exist. We can also assume that as a company gears up, it replaces equity with debt. This means that the company’s capital base remains constant and its weighted average cost of capital (WACC) is not affected by increasing investment.

Traditional view of capital structure:

1.
The traditional view of capital structure assumes a non-linear relationship between the cost of equity and financial risk. As a company gears up, there is initially very little increase in the cost of equity and the WACC decreases because the cost of debt is less than the cost of equity.

2.
A point is reached, however, where the cost of equity rises at a rate that exceeds the reduction effect of cheaper debt and the WACC starts to increase. In the traditional view, therefore, a minimum WACC exists and, as a result, a maximum value of the company arises.

M&M and capital structure:

3.
Modigliani and Miller assumed a perfect capital market and a linear relationship between the cost of equity and financial risk. They argued that, as a company geared up, the cost of equity increased at a rate that exactly cancelled out the reduction effect of cheaper debt. WACC was therefore constant at all levels of gearing and no optimal capital structure, where the value of the company was at a maximum, could be found.

4.
It was argued that the no-tax assumption made by Modigliani and Miller was unrealistic, since in the real world interest payments were an allowable expense in calculating taxable profit and so the effective cost of debt was reduced by its tax efficiency.

5.
They revised their model to include this tax effect and showed that, as a result, the WACC decreased in a linear fashion as a company geared up. The value of the company increased by the value of the ‘tax shield’ and an optimal capital structure would result by gearing up as much as possible.

Market imperfections:

6.
It was pointed out that market imperfections associated with high levels of gearing, such as bankruptcy risk and agency costs, would limit the extent to which a company could gear up.

7.
In practice, therefore, it appears that companies can reduce their WACC by increasing gearing, while avoiding the financial distress that can arise at high levels of gearing.

Other relevant discussion:

8.
It has further been suggested that companies choose the source of finance which, for one reason or another, is easiest for them to access (pecking order theory). This results in an initial preference for retained earnings, followed by a preference for debt before turning to equity.

9.
The view suggests that companies may not in practice seek to minimise their WACC (and consequently maximise company value and shareholder wealth).

Answer 5(b)

There is certainly a relationship between the weighted average cost of capital (WACC) and the market value of the company, since the market value can be expressed as the present value of future corporate cash flows, discounted by the WACC.
Marginal and average cost of debt

· As for decreasing the WACC by issuing traded bonds, if the marginal cost of capital, in this case the cost of debt of the new bond issue, is less than the weighted average cost of capital (WACC), it would seem logical to expect the WACC to decrease.

· However, as noted in an earlier discussion, increasing gearing will increase financial risk and may lead to an increase in the cost of equity, offsetting the effect of the cheaper debt. The relationship between capital structure and WACC has been debated for many years.
Traditional view of capital structure

· In the traditional view of capital structure, there is a non-linear relationship between the cost of equity and financial risk, as measured by gearing.

· Equity investors are indifferent to the addition of small amounts of debt, so as a company gears up by replacing expensive equity with cheaper debt, the WACC initially decreases.

· Debt is cheaper than equity because of the relative positions of the two sources of finance in the creditor hierarchy (the traditional view of capital structure ignores taxation).

· As equity investors start to respond to increasing financial risk, however, the cost of equity begins to increase until a point is reached where WACC ceases to fall. This corresponds to an optimal capital structure, since at this point WACC is at a minimum and hence the market value of the company is at a maximum.

· After this point, the WACC starts to increase as the company continues to gear up, rising more quickly at very high levels of gearing due to the appearance of bankruptcy risk.

· Under the traditional view the finance director might be correct in his belief that issuing debt will decrease WACC, depending on the position of the company relative to its optimal capital structure.

Miller and Modigliani

M&M I (1958)

· Miller and Modigliani showed that in a perfect capital market without corporate taxation, the replacement of expensive equity with cheaper debt did not lead to a decrease in the WACC, since the effect of adding in cheaper debt was exactly offset by the increase in the cost of equity, which had a linear relationship with financial risk, as represented by gearing.

· This meant that the market value of the company was independent of its capital structure (financial risk) and depended only on its business operations (business risk).

M&M II (1963)

· In their second paper on capital structure Miller and Modigliani showed that, if taxation were allowed (so that the after-tax cost of debt was considered, rather than the before-tax cost of debt), replacing equity with debt led to a linear decrease in the WACC, because of the tax shield on profits gained by interest payments being an allowable deduction in calculating tax liability.

· Under this contribution to capital structure theory, gearing up as much as possible would maximise the market value of the company and the finance director would be correct in his belief that issuing traded bonds would decrease the WACC of AQR Co.

Market imperfections view

· In reality, it was noted that companies do not gear up as much as possible because of the dangers of high gearing. Further market imperfections, relative to the idea of a perfect capital market in Miller and Modigliani’s first paper on capital structure, included bankruptcy risk and the costs of financial distress at high levels of gearing.

· These reduced and finally reversed the tax shield effect noted by Miller and Modigliani, resulting in an optimal capital structure at the point where the WACC was at its lowest and the value of the company was at its highest.

Pecking order theory

In practice it has been noticed that companies do not appear to base their financing decisions on the objective of achieving an optimal capital structure, but rather have a preference for sources of finance in the order of retained earnings, bank loans, ordinary debt, convertible debt and equity. A number of reasons have been suggested for this ‘pecking order’.

Answer 5(c)

The factors that influence the market value of traded bonds are represented in the bond valuation model.

Amount of interest payment

The market value of a traded bond will increase as the interest paid on the bond increases, since the reward offered for owning the bond becomes more attractive.

Frequency of interest payments

If interest payments are more frequent, say every six months rather than every year, then the present value of the interest payments increases and hence so does the market value.

Redemption value

If a higher value than par is offered on redemption, as is the case with the proposed bond issue of AQR Co, the reward offered for owning the bond increases and hence so does the market value.

Period to redemption

The market value of traded bonds is affected by the period to redemption, either because the capital payment becomes more distant in time or because the number of interest payments increases.

Cost of debt

The present value of future interest payments and the future redemption value are heavily influenced by the cost of debt, i.e. the rate of return required by bond investors. This rate of return is influenced by the perceived risk of a company, for example as evidenced by its credit rating. As the cost of debt increases, the market value of traded bonds decreases, and vice versa.

Convertibility

If traded bonds are convertible into ordinary shares, the market price will be influenced by the likelihood of the future conversion and the expected conversion value, which is dependent on the current share price, the future share price growth rate and the conversion ratio.

Answer 6(a)
Quantitative models such as the Altman Z-score use publicly available financial information about a firm in order to predict whether it is likely to fail within the two-year period. The method uses a model equation into which the financial data is input and a score obtained. The advantages of such methods are that they are simple to calculate and provide an objective measure of failure. However, they only give guidance below the danger level of 1·8 and there is potential for a large grey area in which no clear prediction can be made. Additionally, the prediction of failure of those companies below 1·8 is only a probabilistic one, not a guarantee. The model is based on a statistical analysis of historic patterns of trading by a group of companies and may not be relevant unless the company under examination falls within the same economic circumstances and industry sector as those used to set the coefficients in the model. These models are open to manipulation through creative accounting which can be a feature of companies in trouble.
Qualitative methods are based on the realisation that financial measures are limited in describing the circumstances of a company. Models such as Argenti’s rely on subjective scores to certain questions given by the investigator. A score above a certain level indicates potential disaster. The advantage of the method is the ability to use non-financial as well as financial measures and the judgement of the investigator but this is also a weakness as there is a danger that the investigator will give scores to ensure the conclusion agrees with first impressions.
Answer 6(b)
The Z score of RMB in 2010 is 1·45 which is below the danger level of 1·8 and so indicates that RMB is in danger of becoming insolvent within the next two years. The Z score has been falling for the last two years through the grey area between the safe level of 3 and the danger level of 1·8.
During this period, the variables in the model have been roughly static or have shown significant declines. About half of the decline of the Z-score from 2·7 to 1·4 can be explained by the deterioration of variable x4 which measures the market value of the company’s shares to its debt. Debt has been building due to the investment programme and the share price (and so the market value) has fallen by 14% over the last year. It would be helpful to identify the relative performance of the share price against RMB’s competitors to see if this is related to the company’s specific problems or is due to general market conditions. The other significant reduction is in variable x3 which shows a failure to derive profit from the assets available. However, this could be a timing effect as the profits from the new product will occur over many subsequent accounting periods but the asset value will increase immediately in line with the investment programme.
Answer 6(c)
The qualitative problems can be broken down according to the Argenti model into three broad areas: defects, mistakes made and symptoms of failure. RMB exhibits the following defects – a domineering CEO, a failure to split CEO/Chairman roles and a passive senior management. These are structural problems within the company that will obstruct any effort to change direction if that direction is leading the company downwards.
It appears that RMB may also be making mistakes (in fact, the company illustrates all three of the classic errors noted by Argenti). It is overtrading as revenue rises and this is mainly funded by debt. As a result, gearing has risen from 107% to 197% and interest cover has fallen from 8·8 to 2·0. Additionally, the future of the company seems to depend on one big project. The higher gearing increases the financial risk that the company will fail to make its loan repayments. The dependence on the single new product demonstrates a lack of diversification which also signals greater risk.
Finally, symptoms of failure are not yet apparent from the information to hand. This may imply that there is still time to correct matters as these are often the final signals of failure e.g. creative accounting being employed to massage the financial statements.
Answer 6(d)
The outlook for RMB appears bleak when only looking for the bad points, however, the company is still making profits ($65m in 2010) and its revenues are growing (by 23% over the last year). This suggests that customers are taking up the new product. It is not surprising that in the early stages of this project that the capital expenditure is high and returns have yet to materialise.
Overall, the company is clearly showing signs of financial strain from the project but more work is required before coming to a final conclusion. Further data required would include a cash flow projection to ensure that as the product matures there will be funds to pay the new borrowings. The decline in operating margin from 21% to 10% requires explanation and action as this indicates problems in control of the business. Detailed cost information would assist in identifying the source of margin problems. The share price movement should be compared to the change in the market as a whole to identify if the fall in price is due to problems unique to RMB or if this is due to general economic conditions.
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