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Task 1:
1)

For the first stage is the followings : Is the project inherently worth while? The basic project must first be evaluated assuming no change in financing i.e. using the equity cost of capital. Comparing the outlay against year zero profit, the project is worth while if the NPV ( net present value ) is positive value

For the second stage is the followings : Should the equipment be leased or purchased? The relevant discount rate is the post tax cost of borrowing. Calculate the representive cash flow implications of leasing and purchase via bank loan
Lease : PV of the rental stream = a

   PV of the tax savings = b
Hence PV of leasing costs = a – b = c
Purchases value st year zero = d
If c is less than d, leasing is the preferable method of financing. So that the lease has net advantage of (d – c) in dollar value. 

For the third stage is the followings : It is in the evalution is now a formality – the optimal decision is to acquire the equipment using lease finance.
2)

It should lease.
Depreciation tax shield : (750000/3) x 25% = $62500
After tax lease payment : 270000 x (1 – 25%) = $202500
Discount rate : 10% x (1 – 25%) = 7.5%
Total Cash Outflow at present value :
(62500 + 202500) x [(1/1.075) + (1/1.075)2 + (1/1.075)3] = $689132.5
When NAL = NPV 
750000 – 689132.5 = $60867.5
It should lease because the total cash outflows from year1 to year3 of the today value are less than the mital cost of equipment at year 0
3)

NPV of leasee is 60867.5

advance to lessee + advance to lessor = 0

NPV of advantage to lessor = -60867.5
4)

NAL – NPV = 0
Cost = $750 000
LDTS = $62500
Discount rate = 7.5%
If X is cash outflow per year :
750000 + X[(1/1.075) + (1/1.075)2 + (1/1.075)3] = 0
                                      X = 288406
-X = ATLP + LDTS
-X = ATLP – 62500
ATLP = -X + 62500
    = -288406 + 62500
    = $225906
Breakeven lease payment = ATLP/1- v tax rate = 225906/75% = $301208
5)

For the reasons of leasing are the followings : rate of interest implicit in the lease finance compared with borrowing ; corporation Tax considerations ; conservation of working capital ; ability of a lease to offer a complete package including, for example, service agreement ; leasing is easier to arrange, from an adminstrative point of view, than borrowing.
Task 2 :
1)

Cost of capital by invoice discounting :
Suppose Ocean Ltd. Present a bank with invioces of $1000000 from his biggest customer in 4Q, 2007. Oceans can get $800000 cash in advance from the bank by means of invoice discounting in 3Q.
In 4Q, customers pay up $1000000
Bank (invioce discounter) receives the full $1000000
Ocean Ltd. Receives the balance less charges, i.e.
Service fee = 0.5% x 1000000 = $5000
Interest = 13% x 1000000 x 0.8 x1/4 = $26000
Total charge = 5000 + 26000 = $31000
Net receipts = 20% x 1000000 – 31000 = $169000
Total receipts = $800000 + net receipts = 800000 + 169000 = 969000
Ocean Ltd. Has settled for a discount of (1000000-969000)/1000000 = 3.1% over 3 months
The corresponding annual interest rate is (1 +0.031)4 – 1 = 13%

Cost of capital by hire purchase : 
Down payment = 20% x 600000 = 120000
Interest charge at 15% on the initial loan = 15% x 48000 = 72000 p.a
Capital = $480000/3 = 160000
Total = 72000 + 160000 = 232000
Average capital outstanding : 480000/2 = $240000
Effective Interest Rate : 720000/240000 = 30%
2)

There is a wide variety of providers for finance because a variety of businesses requirefinance. The right sort of finance depends on the size of the business, the amount of finance it requires, the nature of the project, the cost of capital and the cash flow situation.

Based on the calculation in part ( 1 ), the annual interest rate of invoice discounting is 13% while the annual interest rate of hire purchase is 30%. The lowest cost of capital is by mortgage loan offered by the bank at 4.25%.

Hence, it is suggested to borrow as much money as poosible by means of the mortgage if the company can meet the requirement of bank.

Next, on the top of mortgage loan, the company should try to borrow as much money as possible by means of invioce discounting provided that the level of cash is not below zero at any time.

Hire purchase is the last choice for sources of finance to cover the remaining working capital gap.


Therefore, it should be use mortgage loan to finance the purchase of the property, use invoice discounting to finance the acquisition of machineries, use HP to finance the acquisition of two trucks.
3)

The advantage and disadvantages of each financing that might be taken for this case are the followings.

For source of borrowing from the bank, the advantages are providing a payment mechanism, in which individuals, firms and government can make payment to each other ; lending money in the from of loans or overdrafts; acting as financial intermediaries for accept deposits and lend it to those that need to brrow ; providing customers with a means of obtaining foreign currency, or selling foreign currency. For borrowing from bank, compare with other ways of borrowing, it nearly have no disadvantages, so it is suggested to borrow as much money as possible by means of the mortgage if the company can meet the requirement of bank.

For the source of invoice discounting, the advantage are many factors will provide an invoice discounting service and it is the purchase of a selection of invoice, at a discount; the invoice discounter does not take over the management of all the business’s debtors. For the disadvantage are that the arrangement is purely for the advance of cash;  invoice discounting tends to consist of one-off deals when the client has a temporary cash shortage; it takes time to set up the discounting software and to load each invoice as they are raised; does not offer a complete sales ledger management service as factoring does; invoice discounting is more costly than some other types of secured lending such as commercial mortgages and asset finance.

For the source of hire purchase, the advantage are that a business can obtain assets now and pay for them over a period of time. This avoids putting a strain on the business cash flows; a business can budget its relevant costs and cash flows accurately with fixed interest rate HP finance; hire purchase is fairly simple to arrange, and a useful alternment to borrowing from a bank. For the disadvantage are that if the user fails to fulfil the payment schedule, the owner can repossess the asset. In this event, the user loses all title to the asset and obtain no credit for payments already made. HP tends to be used by smaller and riskier firms. Because of the default risk, the contract period is invariably less than the asset lifespan so that in the event of repossession, the owner knows that he will hold a saleable asset with unexpired working life. Conversely, over longer-term HP contracts, the owner is exposed to the risk of technological progress outdating the asset and reducing its marketability. As a result of these consideration, HP is expensive.
