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SECTION A – CASE QUESTIONS  (Total: 50 marks)

Answer ALL of the following questions. Marks will be awarded for logical argumentation and appropriate presentation of the answers.
CASE
City Manufacturing Limited (CML) is a jewellery manufacturing company in Hong Kong. CML operates a number of workshops in Hong Kong and PRC.
CML is organized into three divisions, Gold, Diamond and Jade. The Gold and Diamond divisions are mainly engaged in manufacturing and whole-selling to European customers and direct retailing in Hong Kong. CML’s own outlets are all in Hong Kong. The Jade Division is mainly engaged in manufacturing low-priced Jade jewellery for CML’s shops in Hong Kong.
While CML makes use of high dollar value precious metals and materials to produce its products, labour is also a significant component of its inventory cost. Except for a limited line of standard items that are mass produced, a high proportion of CML’s products are of unique design and in limited production. Highly skilled labour with excellent craftsmanship is required to produce the delicate items.
The performance evaluation system for these divisions has undergone a series of changes during recent years. Before 2012, the managers of each of the divisions were evaluated and bonuses were awarded each year based on return on investment (ROI).
In the year 2012, CML started to employ residual income for performance evaluation. The minimum required return for 2012 for all the divisions of the CML was set at 18%.
Information for the year 2012 for these three divisions is shown below.

	
	Gold Division
	Diamond Division
	Jade Division

	
	HK$ million
	HK$ million
	HK$ million

	Average investment
	800
	600
	24

	Sales revenue
	1,120
	250
	14

	Operating expenses
	800
	110
	10

	Operating profits
	320
	140
	4


Mr. Pak, the manager of the Diamond Division which contributes one-third of CML’s turnover, also complained in 2012 about CML’s new performance evaluation system. He claimed that sales and resulting profits of his division were not good because the poor evaluation of the Gold Division had adversely affected CML’s image. Since the Gold Division did not have the best skilled labour, its product quality was unreliable and as a result, the overall reputation of CML was slipping. Mr. Pak accused Gold Division’s manager, Mr. Cheung, of cutting labour costs to keep operating expenses low to improve the ROI figure. Mr. Pak complained that the new residual income measurement did not help to improve the situation and requested that other evaluation techniques be considered such as a balanced scorecard approach.
During the year 2012, the Jade Division considered installing new computer-aided design and quality control equipment to improve its product design and quality. Upon investigation, the manager of the Jade Division, Ms. Chan, estimated that the equipment would cost HK$20 million and that operating profits would increase by a minimum of HK$3 million per year for at least 10 years as a result of the new equipment. Despite this, the proposal was turned down. Ms. Chan had complained in 2012 that both ROI and residual income were unsuitable bases for performance evaluation since neither method would indicate any benefit from the installation of the new equipment even though the new equipment would surely benefit the Jade Division as a whole.
At the end of the year 2012, CML adopted a balanced scorecard to measure the performance of the entire company. CML developed a new overall strategic goal to maintain a good reputation by having high customer satisfaction. The manager for each division has a set of strategic goals, measurements, and rewards designed to motivate employees to achieve the company’s overall goals.
The balanced scorecard measures that specifically apply to the Jade Division are primarily related to business process measures and learning and growth measures. In particular, the employees supervised by Ms. Chan are evaluated on efficiency measures and learning and growth measures. The learning and growth measures are employee absenteeism, retention, and satisfaction. Operating efficiencies are measured by cycle time, the amount of work-in-process inventory, hours of machine downtime, the number of defects, cost of rework, and productivity per employees. Ms. Chan obtains a monthly cash bonus if she can increase the learning and growth measures and reduce inefficiencies in the operations.
During the first year that the balanced scorecard was used at CML, Ms. Chan did not earn a bonus. She has been particularly frustrated.
Ms. Chan complained about the new performance evaluation system. This time, she wrote a memo directly to the Chief Executive Officer of CML to express her disappointment about the balanced scorecard system as well as the residual income method that turned her division away from a profitable investment opportunity.
Strategic reasons for expanding into the Mainland China

A few years ago, CML has started engaging in property investment in Hong Kong. In 2012, Mr. Song, the CEO, has proposed to acquire the PRC properties. One of these is to expand CML’s investment in Mainland China and an investment opportunity in Shanghai to acquire a shopping mall situated in Pudong.
CML has cash balance of HK$106 million. Mr. Song offered to arrange immediate finance of HK$400 million by a PRC bank in the form of a secured loan to Shanghai Property. The principal amount of HK$400 million for 45years at an effective interest rate of approximately 1.5169% per quarter.
CML is planning to develop a new magazine, GEM-Digital, which specializes in disseminating industry and market information on consumer gem products such as gen jewellery fashionable items. GEM-Digital’s principal income would derive from advertisements placed by dealers of these jewellery products and from circulation of the magazine.
CML also plans to pursue the development and customization of its China-GEM-Online quotation products so as to cater for the specific needs of the Mainland China market for the jewellery and gem trading.
During the year, it proposes to buy a “Computer-to-plate” equipment for polishing gems. The financing of the “Computer-to-plate” equipment, which has a fair value of HK$25 million, by 10 annual instalments of HK$4,068,635.
Question 1 (23 marks – approximately 41 minutes)

Required:

After receiving Ms. Chan’s complaint, the CEO of CML, Mr. Song, called you, the finance manager of CML, and required for a memorandum addressing the following matters:
(a)
Evaluate the performance in the year 2012 for each of the three divisions and for CML as a whole, using the ROI and its decomposition into the return on sales and investment turnover.
(9 marks)

(b)
Show the impact of the proposed installation of new equipment on Jade Division’s ROI and residual income. Comment on Ms. Chan’s claim about the decision not to invest in the new equipment in 2012.
(7 marks)

(c)
Explain the problems that Ms. Chan, the manager of the Jade Division, encountered and suggest measures to help remedy the problems.
(7 marks)
Question 2 (15 marks – approximately 27 minutes)
Required:
(a)
Explain the strategic reasons for CML to expand into the Mainland China.


(7 marks)

(b)
Analyse the merits for CML in using debts to finance the purchase of the shopping mall.
(8 marks)

Question 3 (12 marks – approximately 22 minutes)
(a)
Explain the strategic reasons for CML to develop the new features GEM-Digital and China-GEM-Online.
(6 marks)
(b)
Analyse the merits and demerits for CML to lease the “computer-to-plate” equipment.
(6 marks)
~ End of Section A ~
SECTION B – ESSAY / SHORT QUESTIONS  (Total: 50 marks)

Answer ALL of the following questions. Marks will be awarded for logical argumentation and appropriate presentation of the answers.
Question 4 (14 marks – approximately 25 minutes)
You have been appointed as the Chief Financial Officer (CFO) of a multimedia company, ABC Limited which is financed by private equity.
There is considerable public interest in the company and it continues a very rapid rate of growth under the leadership of its founder and Chief Executive Officer (CEO), Mr. Macus Pan who owns over 30% of the company’s equity and who has also loaned the business substantial sums to sustain its overseas development.
The balance of the other investors consist of some small shareholdings held by current and past employees and the remainder is in the hands of a private equity company which is represented by two directors on the board.
You enjoy a substantial salary and package of other benefits. Your role description gives you overall responsibility to the board for the financial direction of the company, the management of its financial resources, direction and oversight of its internal control systems and responsibility for its risk management.

After two months in the job you are called to a meeting with Mr. Pan and the company’s chairman. In that time you have made significant progress in improving the financial controls of the business and the current year end, which is three weeks away, looks very promising. The company’s underlying earnings growth promises to be in excess of 20% and its cash generation is strong.
The CEO tells you that he would like you to put together a plan to take the company to full listing as a first step to him undertaking a substantial reduction in his financial stake in the business. He tells you that this discussion must be confidential, as he expects that the market would react adversely to the news. However, he would like to see what could be done to make sure that the year end figures are as strong as possible. Given your performance, he also tells you that they would like to offer you a substantial incentive in the form of share options.
Required:
(a)
Prepare a briefing note, itemizing the advantages and disadvantages of such a step for a medium-sized company for seeking a public listing.
(6 marks)

(b)
Discuss any ethical considerations or concerns you may have concerning this proposed course of action.
(8 marks)

Question 5 (20 marks – approximately 36 minutes)
The finance director of AQR Co has heard that the market value of the company will increase if the weighted average cost of capital of the company is decreased. The company, which is listed on a stock exchange, has 100 million shares in issue and the current ex div ordinary share price is $2.50 per share. AQR Co also has in issue bonds with a book value of $60 million and their current ex interest market price is $104 per $100 bond. The current after-tax cost of debt of AQR Co is 7%.
Required:

(a)
Discuss the relationship between capital structure and weighted average cost of capital.
(7 marks)
(b)
Discuss the director’s view that issuing traded bonds will decrease the weighted average cost of capital of AQR Co and thereby increase the market value of the company.
(8 marks)
(c)
Identify and discuss briefly the factors that influence the market value of traded bonds.
(5 marks)
Question 6 (16 marks – approximately 28 minutes)

RM Batteries Co (RMB) is a manufacturer of battery packs. It has expanded rapidly in the last few years under the leadership of its autocratic chairman and chief executive officer, John Smith. Smith is relentlessly optimistic. He likes to get his own way and demands absolute loyalty from all his colleagues.
The company has developed a major new product over the last three years which has necessitated a large investment in new equipment. Smith has stated that this more efficient battery is critical to the future of the business as the company operates in a sector where customers expect constant innovation from their suppliers.
However, the recent share price performance has caused concern at board level and there has been comment in the financial press about the increased gearing and the strain that this expansion is putting on the company. The average share price has been $1·56 (2008), $1·67 (2009) and $1·34 (2010). There are 450 million shares in issue.
A relevant Z-score model for the industry sector is:

Z = 1·2X1 + 1·4X2 + 3·3X3 + 0·6X4 + X5

Where

X1 is working capital/total assets (WC/TA);

X2 is retained earnings reserve/total assets (RE/TA);

X3 is Profit before interest and tax/total assets (PBIT/TA);

X4 is market value of equity/total long-term debt (Mve/total long-term debt); and

X5 is Revenue/total assets (Revenue/TA).
A score of more than 3 is considered safe and at below 1·8, the company is at risk of failure in the next two years.
The company’s recent financial performance is summarised below:
Summary Income Statements

	
	2010
	2011
	2012

	
	$m
	$m
	$m

	Revenue
	1,460
	1,560
	1,915

	Operating costs
	1,153
	1,279
	1,724

	Operating profit
	307
	281
	191

	Interest
	35
	74
	95

	Profit before tax
	272
	207
	96

	Tax
	87
	66
	31

	Profit for the period
	185
	141
	65


Statements of Financial Position

	
	2010
	2011
	2012

	Assets
	$m
	$m
	$m

	Non-current assets
	1,120
	1,778
	2,115

	Current assets
	235
	285
	341

	Total assets
	1,355
	2,063
	2,456

	
	
	
	

	Equity and liabilities
	
	
	

	Share capital
	230
	230
	230

	Retained earnings
	204
	344
	410

	Long-term borrowings
	465
	991
	1,261

	Current liabilities
	456
	498
	555

	Total equity and liabilities
	1,355
	2,063
	2,456


A junior analyst in the company has correctly prepared a spreadsheet calculating the Z-score as follows:

	
	2010
	2011
	2012

	Share price ($)
	1.56
	1.67
	1.34

	No. of shares (millions)
	450
	450
	450

	Market value of equity ($m)
	702
	752
	603

	
	
	
	

	X1 WC/TA
	-0.163
	-0.103
	-0.087

	X2 RE/TA
	0.151
	0.167
	0.167

	X3 PBIT/TA
	0.227
	0.136
	0.078

	X4 Mve/Total long-term debt
	1.510
	0.758
	0.478

	X5 Revenue/TA
	2.746
	1.770
	1.452

	Z
	2.746
	1.770
	1.452

	Gearing [debt/equity]
	107%
	173%
	197%


Required:
(a)
Discuss the strengths and weaknesses of quantitative and qualitative models for predicting corporate failure.
(4 marks)

(b)
Comment on the results in the junior analyst’s spreadsheet.
(4 marks)

(c)
Identify the qualitative problems that are apparent in the company’s structure and performance and explain why these are relevant to possible failure.
(4 marks)

(d)
Critically assess the results of your analysis in parts (b) and (c) alongside details of RMB’s recent financial performance and suggest additional data that should be acquired and how it could be used to assess RMB’s financial health.
(4 marks)

~ END OF EXAMINATION PAPER ~
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