Asmita’s Question Bank BBS Il Year
included in the capital budget, the rupee amount of capital budget, ignoring depreciation, is Rs.
202.5 million.

Calculate weighted average cost of capital of the company after expansion. [10
Ans: WACC = 10.9862%

'
”* Modern Nepal Inc. has determined it optimal capital structure consists of 60 percent equity and
40 percent debt. Modern Nepal must raise additional capital to fund its upcoming expansion.

- The firm has Rs. 2 million’in retained eamings that has a cost of 12 percent. Its investment
bankers have informed the firm that it can issue and additional Rs. 6 million of new common
stock at & cost of 15 percent. Furthermore, the firm can raise up to Rs. 3 million of debt at 10
percent and an additional Rs. 4 million at 12 percent. The firm has estimated that the proposed -
expansion will required an investment of Rs. 5.9 million. What is the weighted average cost of
capital for the funds Modern Nepal will be raising?. : [Cost of Capital/10]

2 Ans: WACC -11:4%
22. 2084 Q.No. 8 [BES Il Year]

 The small fool company was recently formed to menufacture & new product. The company has
the following capital structure in the beginning of the year 2004

13% Debénture of 2008 Rs. 6 million
8% Preference stock Rs. 2 million

- Common stock 8,000 shares of Rs. 100 Rs. 8 million
- Rs. 16 million

The common stock sells for Rs. 200 a share on this date. Last year company paid dividend of
Rs. 20 per share and expectedto.grow at the rate of 10 percent. The company has a marginal
tax rate of 40 percent. ;

a. Compute the firm's weighted average cost of capital.

b. ls the figure in (a) is an appropriaté acceptance criteria for evaluating new investment

proposal? 10
- Ans: (a) 14.225%

The following tabulation gives eamings per share figures for the Shrestha Company during.the
preceding 5 years. The firm's common stock, 6 milliori shares outstanding, is now (1/1/2004)
selling for Rs. 70 per share, and the expected dividend atthe&nd of the current year 2004 is 60
percent of the 2003 EPS. Because investors expect past trefid to continue, it may be based on
the eamings growth rate. :

Year 2003 2002 -2001 2000 © 1999 2

EPS Rs. 7.8 7.22 6.68 6.19 /7 573 -

Current interest rate on new debt is 10 percent. The firm's marginal fax rate is 30 percent. lts
capital structure considered to be optimal, is as follows: ;

- | Debt : . .Rs. 104 million |-
Common equity . Rs. 156 millidh. Y
Total liabilities and equity - Rs. 260 million

Calculate: A :
a. Company's after tax cost of new debt and of common equity, assuming that new equity
comes only from retained eamings. - :
b. Company's weighted average cost of capital, again assuming that present capital structure
is maintained. :
The Small Tool company was recently formed to manufacture a new product. The company
has the following eapital structure in the beginning of the year 2004.
13% Debenture of 2008 - “Rs. 6 million
8% Preferred stock Rs. 2 million

Ans: (a) 7%; 14.69% (b) 11.61%
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Cornmon stock 80,000 shares of Rs. 100 Rs. 8 million

) Rs. 16,000
The common stock sells for Rs. 200 a share on this date. Last year company paid dividend of
Rs. 20 per share and expected to grow at the rate of 10 percent. The company-has a marginal

tax rate of 40 percent. Compute the firm's weighted average cost of capital, 10
Ans: 9.175%

5. 2065 Q.No. 5 I :
Asian Paint Inc. has target capital structure of debt equity ratio of 1:15. Company's before tax
eoﬁofdeb!isﬂpementanditsmarginaltaxmteis:iﬂpemmwrrantprioeofslodtis
Hs.zzs;melastu"widandwasﬂs.Z{xandﬂmediwdendexpectedtogrqwataeunstanimteof

10 percent. What will be the firm's cost of equity and its WAGC? . [10]
) Ans: K, = 19.78%; WACC = 19.069%
-
Following is the information given below: : [10]
; Weight of debt = 040 .
[ Weight of equity = 060
: | Financingneeds = Rs. 5.9 million
Equity capital ' '

Retained eamings of Rs: 2 million;, cost (ks) 12%
New common stock of Rs. 6 milllion, cost (ks) 15%
. Rs. 3 million debt financing at 10%

Rs. 4 million debt financing at 12% .

Tax rate is 40% :
Find weighted average cost of capital (WACC

_ Xira Strong Company is attempting to evaluate the costs. of internal and extemal common
equity. The company's stock is currently selling for Rs. 60 per share. The-company expects to
payRs.5.25pershareatt!mendo!theyear.ThadvidendsformepaaSya'amam'g!‘v_en'
below: 5

Ans: 10.383%

Year 2005 2004 . 2003 2001: 2000
Dividend (Rs.) 5 45 4 35 3
The company expects to net Rs. 51 per share on a new share after floatation costs. Calculate:
a. Thegowthrate of dividends .

* b, The floatation cost iri percentage
c. The cost of retained eamings
d. Theofr;ewoommstock_

Ans: (a) 13.62% (b) 15% (e) 22.37% (d) 22.91%

explain relative merits and demerits of ifferent methods of evaluating capital budgeting
J [20]

Briefly

proje

vrie €s on
:
Crossover rate e
.
Net present value . ‘ o 5]
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~. 2056 'C] )

Project L has a cost 0f'Rs.52,125, and its expected net cash inflows are Rs.12,000 per year for

8 years. : g

a. What is the project's payback period?

b. The cost of capital is 12 percent. What is the project's net present value?

c. What s the project's intemnal rate of retum? g

d. What is the project's discounted payback period, assuming a 12 percent cost of capital?

Ans: (a) 4.34 years (b) Rs. 7,486.20 (c) 16% (d) 6.51 years

2056 'F]

Bagmati Engineering is considering the purchase of two pieces of equipment, X and Y, in this

year's capital budget. The projects are not mutually exclusive. The cash outlay for the truck is

Rs.17,100, and that for the Y is.Rs.22,430. The firm's cost of capital is 14 percent. After tax

cash flows, inclgding depreciation. are as follows:

Year 1 : 2 3 . 4 5

- X Rs. 5,100 5,100 5,100 5,100 5,100
X Bs:7,500 7,500 7,500 7,500 7,500

Calculate the internal rafe. of retum and net present value for each project, and indicate the

correct accept/reject decision for.each. -
Ans: IRRr e = 15% IRRafiuy = 20%; NPV, = RS. 409 NPVpy, = Rs. 3,318; As +ve NPV and IRR is
greater than cost of capital both system should be accepted
—_2087°C} .

You are a financial analyst for Everest Electronics Company. The Director of capital budgeting
has asked you to analyze-two proposedCapital investments, Projects S and L Each project has
cost of Rs.10,000, and the cost of capital for each project is 12 percent. The projects' expected
net cash flows are as follows: * -

Expected Net Cash Flow

Year " Project-S Project-L
0 - (Rs.10,000) (Rs.10,000)
1 6,500 3,500

2P 3,000 ‘ 3,500
3 3,000 3,500
e 1,000 3,800 -

- Calculate each project's payback period, net present vaiue, and internal rate of retum. Which
project or projects should be accepted if- they are independent? Whichproject should be
accepted if they are mutually exclusive?

Ans: PBP,= 2.17 years, PBP; = 2.86 yrs; NPV, = Rs. 867.5,
NPV; = Rs. 629.5; IRR, = 18.017%, IRRz = 14.96% Both ?mject: Project A.

e’

Lumbini Bread Industries must choose between a gas-powered and an electric-poweréd oven
for making bread in its company. Since both ovens perform the same function, the firm will
choose only one. (They are mutually exclusive investments.) The electric-powered truck will
cost more, but it will be less expensive to operate; it will cost Rs.22,000, whereas the gas-
‘powered oven will cost Rs.17,500. The cost of capital that applies to both investments is 12
percent. The life for both types of oven is estimated to be 6 years, during which time the net
cash flows for the electric-powered oven will be Rs.6,290 per year and those for the gas-
powered oven will be Rs.5,000 per year. Annual net cash flows include depreciation expenses.
Calculate the net present valde and internal rafe of return for each type of oven, and decide
which to recommend. X

: . Ans: NPVc.= RS. 3,057 NPVeers = RS. 3,861; IRRga™ 18%, IRReuce = 18%;
* Electric powered forklift truck must be chosen as the NPV is higher than Gas powered forklift truck.
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;

BS Company is considering & new product line to supplement its range line. It is anticipated
that the new product line will invoive cash investment of Rs.700,000 at time 0 and Rs.1.0
million in year 1. After-tax cash inflows of’ Rs.250,000 are expected in year 2, Rs.300,000 in
year 3, Rs.350,000 in year 4, and Rs.400,000 each year thereatter through year 10. While the
product fine might be viable after year 10, the company prefers to be conservative and end all
calculations at that time. -

a.  If the required rate of returm is 15 percent, what is the net present value of the project? Is it

.acceptable?
_ b. Whatis its internal rate of retum?
c. What would be the case if the required rate of return was 10 percent?

d. What is the project's payback period?
Ans: (a) NPV (Rs. 117,800) unacceptad (b) IRR = 13.21% (c) Project would be accepted because

IRR > Cost of Capital (L.e. 13.21 > 10%) (d) 6 yrs.
:
You &re-a financfal.analyst for Everest Electronics Company. The Direc:or of capital budgeting
has asked you t0 analyze two proposed capital investments, Projects S and L Each project has
a cost of Rs.10,000 and the cost of capital for each project is 12 percent. The projects’
expected net cash flows are as follows:

Expected Net Cash Flow
Year ' . Project-S Project—L
0 {Rs.ﬂ} 000) (Rs.10,000)
1 6,500 i 3,500
2 3,000+ 3,500 -
3 3,000 " 3,500
4 1,000 ¥ 3,500

Calculate each project's payback period, Which profect should be selected?

Ans: PBP;= 2.17 yrs. PBP, = 2,86 yrs; Project S NPV, = Rs. 967.5, NPV, = Rs. 629.5

|

Nepal Stove Company is considering a new pmduct ling to supplement its range line. It is

anticipated that the new product line will involve cash investment of Rs.700,000 at time 0 and -

Rs.1.0 ‘million in year 1. After-tax cash inflows of “Rs:250,000 are expected in year 2,

Rs.300,000 in year 3, Rs.350,000 in year 4, and Rs.400,000 each year therdafter through year

10. While the. product line might be viable after year 10, the company prefers to be conservative

and end all calculations at that time.

a. I‘ the required rate of retum is 15 percent what is the net present value of the project? Is it

.,'3+abIe11 =
b. \' *i3 its intemnal rate of return? :
G \e‘mal would be the case if the required rate of retum was 10 percerlt'?

d. What is the project's payback period?
Ans: (a) NPV = (Rs. 117,800) unaccepted; (b) IRR = 13.21% (c) Project would be dccepted because

s IRR > Cost of Capital (i.e. 13.21 > 40%] (d) 6 yrs.
11, 2059 F : _
: N%rayanl Paper Mills., has two investment proposals, which have the following characteristics:

Project A" 2 Project B
Co Profit after = Net cash Profit after  Net cash
Period Cost Nino ¢ iy ’Cost " flow
0 Rss000 . - — - Rs.12,000 = S5
1 Rs.1,000 . Rs.5000 - Rs.1,000 Rs.5,000
2 : 1,000 4,000 1,000 5,000
3 1,000 3,000 4,000 8,000

For each project, compute its payback period, and its net present value using a discount rate of -

15 percent. Analyze and interpref the results by offering criticisms, if any.
~ Ans: PBP, = 2 yrs: PBP; = 2.25 yrs. NPV, = Rs. 344.9 NPV = 1,388.5
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'

2 Bheri Chemical Company is considering the replacement of two old machines with a new, more
efficient machine. It has determined that the relevant after-tax incremental operating cash flows
of this replacement proposal are as follows:

End of year 0 ‘ 1 ; 2 3 X
Cash flows —Rs.404,424 Rs.86,890 Rs.106,474 Rs.91,612
End of year 4 5 6 s 8 .
Cash flows Rs.84,801  Rs.84,801 Rs.75,400 Rs.66,000  Rs.92,400

Calculate net present values. Should the replacement be made? Assume cost of capital is
14%. (Note cost of capital is not given in the quiestion paper) : ; :
Ans: NPV = Rs. 2,924 As the NVP is +ve, the replacement should be made.
7 The MakwanpurAcme Rivet Company is evaluating three investment situations: (1) produce a
new line of aluminum rivets, (2) expand its existing rivet fine to include several new sizes, and
(3) develop anew; higher quality line of rivet. if only the project in question is undertaken, the
expected present values and the amounts of investment required are as follows: g

Project . Investment required Present value of future cash flows
. Rs.200,000 Rs.290,000 :
2 _ 115,000 185,000
3 w0 270,000 : ; 400,000

If projects 1 and 2 are jointly undertaken, there will be no economies; the investment required
and present values wil simply be the sum of the parts. With projects 1 and 3, economigs are
possible in investment because one of the machines acquired can be used in both production
processes. The total investment Tequired for projects 1 and 3, combined is Rs.440,000. If
projects 2 and 3 are undertaken, ‘there areeconomies to be achieved in marketing and
producing the products but not in investmeént, The expected present value of future cash flows
for projects 2 and 3 combined is Rs.620,000. If all three projects are undertaken
simultaneously, the economies noted above will still hold. However, a Rs.125,000 extension on
the plant will be necessary, as space is not avallable for all three projects. Which project or

projects should be chosen?
Ans: Since the NP_V of combination 1 and 3 Is highest uts._m,uun + Rs. 400,000 = 690,000), it should

be chosen
: :
4 Two mutually exclusive projects have projected cash flows as follows:
Period 0 i 2 3 4
Project A _Rs2000 _ Rs1000 - Rsi1000 Rs.1,000 Rs.1,000
Project B - 2,000 0 0 o Rs. 6,000

2. Determine the intemal rate of retum for each project.

b. Determine the net present value for each project at discount rates-of 0,5, 10, 20, 30, and
35 percent. =

¢. Plota graph of the net present value of each project at the different discount rates. a

d. Which project would you select? Why?
Ans: (a) IRR = 34.91% IR, = 31.61%; (b) NPV,x: Rs. 2,000; Rs. 1,.548; Rs. 1,170; Rs. 589; Rs. 166; (Rs
. 3), NPVa: Rs. 4,000; Rs. 2,936; Rs. 2,098; Rs. 894; Rs. 101; (Rs.193) (d) Project B

Consider the following two mutually exclusive projects:

Year Cash Flow (A) Cash Flow (B) _
0 — Rs. 180,000 " Rs. 18,000
1 10000 - 10,000
2 25,000 5,000
g - 25,000 - 3,000
4 380,000 2,000

. You require a 15 percent retum on your investment.

() Ifyou apply the payback criterion, :nhich investment will you choose? Why?
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(b) If you apply the discounted payback criterion, which investment will you choose? Why?

(c) If you apply NPV criterion, which investment will you choose? Why?

(d) If you apply the IRR criterion, which investment will you choose? Why?

(e)  Which proiect will you finally choose if there are conflicts between NPV and IRR criterions?
Why?

Ans: (a) PBP..-S.MSIyn PBPg = 3 yrs. Since Project B has low PBP it should be chosen, (b)
Project A should be chosen as it has discounted PBP of 3.6257 yrs. (c) Project A as it has +ve NPV
(d) Project A as has higher IRR (27.3232%) that cost of capital

6. 2061

Generation X, Inc., has |dent:fiedthe following two mutually exclusive projects:

Year Cash Flow (&) Cash Flow (B)
0 - Rs. 2,600 ~Rs. 11,000
1 4,000 1,000

2 5,000 6,000

3 6,000 5,000

< 1,000 5,000

(@) What isthe intemal rate of return for each of these projects? If you apply the IRR decision
rile, which project should the company accept? Is this decision necessarily correct?

(b) If the required retum is 11 percerit, what is the NPV for each of these projects? Which
project will you choose if you apply the NPV decision rule?

(e ummmmamm:mwmmmmmwmmmemm

(d) Why the projects become mutually exclusive?

Ans: (a) IRR, = 162.6558% IRRa = 17.11M_thﬂA: (b) NPV, = Rs. 10,107.5, NPVg = (Rs. ‘I,mk

[i7. 2062 °C’ Q. No. 12

Bajhang Natural Resources Development Company is considering two mutually exc[uszve
investments. The projects” expected net cash flows are follows.

Year. "~ Project M Project N
0 (Rs. 300) (Rs. 405) .
1 (387) 134
2 (139) 134
3 (100) 134
4 666 134
5 600 134
6 600 134
7 850 134
8 __(180) 0

.Assume cost of capital is 14 percent.

"a. What is each project’s IRR? ExplamMpmiacthyoudmse

b. Deterrnine the crossover rate and describe its

fs. 'F'Q.No.ii]

Ans: (GJMIM%IMIRR.-MWN(I:)“*

Bajura Trekkers Limited is oonsadenng two projects, first project requiring installing machine of
larger capacity that expects to generate cash flows for eight years and second requiring lesser
capacity that expects to generate cash flows for only years. The relevant cash flows of both
projects are as under:

Year

" First project’s cash sgeondpm]lel’sm

flows

N —=-O

Rs. (150,000)
10,000
12,000

+12,000
20,000
20,000

Rs. (80,000) -
15,000
15000 - .
15000 -

16,000
15,000
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B 25,000 15,000 *
7 51,000 15,000
8 600,000 15,000
Whichever project the company would choose, if any, it required a 15% return on its
investment.
a. i you apply the payback criterion, which project will you choose? Why?

b. If you apply internal rate of retum criterion, which project wi
c.
d: What do you understand by above calculations?
Ans: (a) PBP,=7 yrs PBP, = 5.33 yrs
(G?NPvl

il you choose? Why?

Which project will you finally choase if objective is to maximize your wealth? Why?

(b) IRR, = 25.283% IRR, = 10.008%

Rs. 123,157.6 NPV, = (Rs.12,680.50)

You are-asfinancial analyst for Damon Electric Company. The director of capital budgeting has
asked you {0 analyze two proposed capital investments. Project X and Y. Each project has a
cost of\Rs+10,000 and the required rate of return for each p roject is 12 percent The projects

expected net cash flows are as foliows:

~Year Project X Project Y
N Rs. (10,000) Rs. (10,000)
2 i 6,500 3,500
2 3,000 «3,500
% 3,000 3,500
i 1,000 3,500
a. Calcuiate each pmects payback period, net present value (NPV) and mterest rate of
“return (IRR). .
. b.  Which project or projects sholld be aceepted if they are independent?
¢. Which project shoufd be acceptedif they are mutually exclusive?

Ans: (a) Payback period for X = 2.17 years and for
NPV,-

T-he aftef tax cash flows for two mutually ‘exclusive projects
following information has been provided:

Y = 2.86 years, NPVx = Rs. 966.01,

Rs. 630‘72 IRRy = 18.06%, IRRy = 15% (b) Both project (c) Project X

have been estimated, and the

Year Machine A Machine B
0 Rs. (250,000) Rs. (250,000)
1 200,000 § #0
2 90,000 180,000
3 10,000 100,000
4 10,000 90000 )
5 5,000 20,000

The company's required rate of return is 14 percent.
a. Calculate IRR of the both projects.
b. Calculate NPV of the both projects.
c. - Which project is better?

-

Ans: (a) IRR.= 17.18%; IRR; = 17.18

. 1. 2083 Q.No. 12 BBS Ilg

A newly established Refrigeration Co. is considering two mut

: [20]
% (b) NPV, = 9,963; NPV, = 19,687
(c) Project B (Higher NPV)

ually exclusive investment. The

firm had already- spent Rs. 100 lakhs in feasibility study of each project. The following project
expected net cash flows are extracted from the feasibility report.

« Expected Net Cash Flows (Rs. in lakhs)

Year Project A . ProjectB -
0 (300) * (405)"
1 (387) 134




"

a.
b,
c,

d.
Ans: (a)#:867 years; 3.767 (b) 15.68% (c) NPV, =

BBS Il Year Fundamentals of Financial Management
2 (193) 134 '
3 (100) 134
4 600 134
5 600 134
6 850 134
7 (100) 0

Calculate each project's payback.. -
Calculate each project's [RR
If you were told that each project’s required rate of retum was 12 percent what would t

proper choice be?
Calculate cross over

rate and interpret.

[22. 2063 Q.No. 12 BBS il Old]

Rs. 136.5281; NPVg =

-

r

Rs. 45.9276; Project A (d) 15. 6

# Youare'a financial analyst for Dacwo Electdc Company. The director of capital budgeting *
asked yol: to analyse two proposal capital investments: Projects X and Y. Each project ha:
cost of Bs#10,000,000, and the required rate of return fore each project is 12 percent. You ¢
also toid that mortgage loan will be taken from Nepel Credit and Commercial Bank to the exti
of 80 percentif project cost at an annual inferest rate of 8spercent. Both of projects will
depreciated in 4,years:on straight-line basis. The corporate tax rate applicable is 40 perce

The projects expectéd before depreciation and tax cash flows are as follows:

a o oe

Year Project X Project Y
0 ‘= (10,000,000) (10,000,000)
1 13,333,333 8,333,333
2 7,500,000 8,333,333
3 7,500,000 8,333,333
4 2,501,667 8,333,333

Calculate each project's product payback, NPV and IRR

Whicht projects should be accepted if thiey are independent?
Which project should be accepted if they are'mutually exclusive?

Why does the conflict exist between projects?

-Ans: (a) PBP: X = 1.18 year, Y = 1.67 yeari NPV: X.= Rs. 7,924,985; Y = Rs. §,223,
IRR: X = 55.055%; ¥ =47.23% (b) Both X and Y (c) Proje

23, 2064 Q.No. 12 2

Project S costs As. 15,000 and it is expected to produce benefits (cash flows) of Rs. 4,500

year for 5 years and project R costs Rs. 37,000 and is expected 1o produce cash flows of
11,000 per year for 5 years. Calculate the NPV, IRR, and‘payback-period for gach proj
assuming a required rate of refum of 14 percent. If the projecis are independent, w
project(s should be selected? If they are mutually excluswe projects, which project actt
. should be selected?

-

Ans: (a) NPV = 448,95; NPV = 164.1, PBPs = 3.33 years; PBPy = 3.36 y

[24. 2064 Q.No. 12 [BBS lil Year]|

Sakha Group has hired you as an financial analyst for analysing two proposed ca
investment. Project X and Y. Each project has a cost of Rs. 5,000,000 and the required ra!
return for each project is 10 percent. You are also told that morigage loan will be taken !
Everest Bank to the extent of 60 percent of project cost at an annual interest rate of 6 pen
Both the projects will be depreciated in 4 years on straight-line basis. The corporate tax
applicable is 40 percent the project's expected before The depreciation and tax cash flows

as follows:
: Expected before tax cash flows in Rs.
Year Project X Project Y
0 ~ {5,000,000) (5,000,000)
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1 6,666,667 4,166,667
2 3,750,000 4,166,667 -
3 3,750,000 4,166,667
4 1,250,834 4,166,667
a. Calculate each project's payback, NPV and IRR
b. Which project of projects should be accepted if they are independent?
¢.  Which project should be accepted if they are mutually exclusive?
d. Why doés the conflict exist between two projects? [20]
Ans: PEPy = 1.18 years; PBP, = 1.67 years; NPV, = 4,283,716.5; NPVy = 4,509,700; IRR, = 55, m“}?g;%

Zumboo Eleetmw Inc. is oonsudenng two mutually exclusive investments. The firm had

already spent Rs. 200 lakhs in feasibility study of each project. The following project expected
net cash flows ére extracted from the feasibility report:

Expected Net Cash Flows (Rs. in lakhs)
Year -_Project A Project B

) T (a00) (405)

1 (387) - 134

2 (193) 134

3 (100) 134

4 600 B &

5 600 - 134

6 850 - 134

7 (100) 0

a. Calculate each project's payback.
b. Calculate each project's IRR. . z
c. If you were told that each projeci's required manfratumwas 12 percent, what would the
proper choice be? .

d. Calculate cross over rate and intetpret. y

Am a) 4.967 years; 3.767 (b) 15.68% (c) NPV, = Rs. 136.5281; NPV, = Rs. 45.9276; Project A (d) 15.68%
House Apphanoe “Electronios Inc. Is consudenng two mwmlly exclusive investments. The
Ioilowing project expected net cash flows are extracted from the feasibility report:

Expected Net Cash Flows (Rs. In Lakhs) .
Year Project A Project B
0 (300) (405)

1 (387) 144

2 (18 . 144
3 (100) - - 144

4 500 14

5 500 144

6 850 - 144

7 100 0

i. Calculate each projects payback.

ii. Calculate each projects IRR. '
iii. If you were told that each project's required rate of retumn was 12 percent, what would the -
* proper choice be? 20

Ans: (i) 4.96 years; 2.8125 years (i IRR, = 17.8415%; IRRs=27.1380%
(ﬁi)uw..-ns 206.6981; NPV;= Rs. 187.0416
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2 ?Q No. 12 [BBS il Old]| ;

u have been-asked by the president of National Construction Company, head office in

' #Kathmandu, fo evaluate the proposed acquisition of a new earthmover by financing 50 percent

*of the basic price of Rs. 500,000 by mortgage loan from Nepal Bangladesh Bark at &n annual

interest rate of 8 percent. Further mover will cost ancther Rs. 100,000 to modify it for special

use by National Construction. Assume the mover falls into the MACRS 3-year class. It will be

sold after 3 years for Rs. 200,000, and it will requiré an increase in net working capital (spare

parts inventory) of Rs. 20,000. The earthmover purchased wil: have no effect on revenues, but

it is expected to save National Construction Rs. 200,000 per year in before-tax aoeratmg costs,

mainly labour. Assume marginal tax rate if 40 percent.

() What is the company's net initial investment outiay if it acquires the earthmover?

(o) If the project’s required rate of return is 10 percent, shouid earthmover be purchased?
Ans: (a) Rs. 620,000 (b) NPV = (Rs. 15,481.44). should not purchased

. After tax casH Hlows for two mutually exclusive Ero;ects XandYare g.ven below {Bs. in '000.)
Project *
Ygar X 2 : v

0 »  (Rs. 250,000) - (Rs. 250,000)

1 200,000 0 P

2 90,000 - ‘ 180,000

3 - & 210,000 e 100,000

4 10,000 S 90,000

5 - 5,000 - 20,000

The requ:red rate of retumn is 14 pefcent.

a. .FII"IG net present value for both projects.

b. Find internal rate of return for both pmfacls

c. Which project is accepiable? iza
d.

Which method is appropriate for ranking 6f proposal and why? - : [20]
Ans: (2) Rs.9,963 anid Rs, 19,687 (b) 17.18% (c) Project B (d) NPV method

B9, 2086 Q.No, 12 BBS 11l (Old)]
Consider the following two mutually exclusive projects: ;
Year Cash flow X Cash flow Y

0 (Rs.180,000) (Rs. 18,000}
1 _ 10,000 : 10,000
b ; 25000 ° \ ) 5,000
3 : " 25,000 #3000
4 380,000 20000

You require a 15 percent retumn on yaur investment.-

a. |f you apply the payback criterion, which investment will you choose? Wﬁy'? e
b. If you apply NPV criterion, which investment will you chose? Why? =

c. I you apply IRR criterion, which investment will you choose? Why?
d

Which profect will you finally if there are confiicts between NPV and IRR criterion? Why?
Ans: (a) 3. 316 years; 3 years Project Y (b) Rs. 81,320; Rs. (2407.4);
Projectx (c) 27.32%:; 5.96%: Project X

| 10. WORKING CAPITAL MANAGEMENT

[heoretical Questions;
[i._2088°c]

What do you understand by working capital cash flow cycie‘? How do you measure it? How can
it be shortenad?



30 Asmit.a's Question E_ank L : BBS_II Year

. 2056 F ; : .
What is meant by warking capital? Explain the various working capital investment and financing
palicies. 2

. 2057 °F - : . T
Why is working capital managements important for the financial health of the firm? Explain the
advaniages and disadvantages of shori-term debt.

4. 2058 'C < :
What do you undersiand by working capital financing policy? Explain the various current
financing policies. > :

SRURCRL

What do you understend by working capital cash flow cycle? Explain clearly inventory
conversion period, receivables conversion period and payables deferred.period? ‘How can the
cash conversion cycle be shortened? :

6. 2059'C : :

What dofyou Understand by working capital cash flow cycle? Explain inventory conversion

period, fegeivables conversion period and payables deferred period? How can the cash
conversion €ycie’be shortened?
. 2059 °F > >
What is meant byfworking capital cash flow ¢ cycle? Describe the methods of measuring it.
How can it be shortened?~ ;
8._2062°C°Q.No.12 ( ;
What.is working capital? Dd"you think that public limited companies are not proving successful
due to lack of effective workifg.capital policies?
. 2062 Q.No.11 7 & 5 = E
Why is working capital management imporiant for the financial health of the firm? Explain
inventory conversion period, receivaplés conversion period and payables deferral period.
110. 2062 Q.No. 2 BBS Il Old] A S
What it the cash conversion cycle motel? How can it be used to impraove current assets
management?
{11. 2063 Q.No. 11 BBS [l Old] 3
From the standpoint of borrowers, is long-termt o¥“Shart-term credit riskier? Explain. Would it
ever make sense to borrow on a short-term basis if yield glrve is abnarmai? [20]
2. 2063 Q.No. 8 a - :
What are the various types of working capital you may find in & si@nufacturing company?  [5]
3. 2064 Q.No. 11 By
Why is working capital management important for the financial nealtn of the firm? [10]
{14. 2064 Q.No. 11 [BBS Il Year]| : . 3
Wry working capital management is so important and critical in Nepelesé-corporate fims? Are
Nepalese corporate managers foliowing appropriate policy regarding woriifig capital finencing?  [20]
5. 2064 C Q.No.1 ‘ S 4
Why management of working capital is importarit and critical in corporate firm? Alsd explain the
different types of current assets policies. ¢
6. 2065 Q.No. 11 : > =5
What is working capital? What factors a firm may censider in financing working capital needed? 20
[17. 2065 Q.No. 2 [BBS Il OId]| i
What are the advantages and disadvantages of matching the maturiies of assets and liabilities? [10]
What do you understand by cash conversion cycle? s : [5]
[19. 2066 Q.No. 2 BBS il (Old)|
What is the cash conversion cycle model? How can it be used to improve current assets
management? =i {10}

:

ﬂ
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20 2060°C]
Cash conversion cycle

Factors affecting working capital : 5]

22, 2066 Q.No. 10c BES Ili (Old)|

Working capital investment policy " [10]
:
23 2056 'cj

Sudershan Press Inc. and the Himal Publishing Company had the fotlowmg belance sheets as
of December 31, 1898 {thousand of rupees):

_ Assets and liabilities Sudershan Press Himal Publishing |
Current assels Rs. 100000 - , Rs. 80,000
Fixed agsels 100,000 120,000

| Total assets - . Rs. 200,000 Rs. 200,000

| Current liabilities Rs. 20,000 - Rs. 80,000

| Long term debt 80,000 20,000
Retained eamings : , 50,000 . 50,000
Common stock = 50,000 50,000
Total liabilities & Rs.200,000 Rs.200,000

Earnings before interest andl taxés for both firms are Bs. 30 million and the effective iax rate is

40 percent.

a. Wnat is the retum on eqmty forsgach firm if the interest-rate on current iablhnes is 10
percent and the rate on long-tefm debt is 13 percent?

b. Assume that the short-term rate«fises to.20 percent. While the rate on new long-term debt
rises to 16 percent, the rate on exlstmg lonig-term debt remains unchanged, What would be
the retum on equtty for both companieg under these conditions?

¢. Which company is in a riskier position? Why?
Ans: (a) ROE;= 10.56%, ROE, = 11.64%, Himal (b) ROE; =9.36%, ROE, = 6.84% (c) Himal Pusblishing

E‘% 2056 'Fj

Nepal Sugar Cﬂ'“oratzon has an inventory conversion period of 75 days, a receivables

conversion period of 38 days, and a payables deferral pericd,of 30 days.

a. Whatis the length of the firm's cash conversion cycle?

b. If the corporation's annuai sales are Rs.3,375,000 and all sales.are on credit, what is the
firm's investment in accounts receivabie?

¢. How many times per year does the company tum over its mvent ?

Ans: (a) 83 days {b) RS. 356,250 (c) 4.8 times
25. 2057 'C]
The National Corporation tumed over its inventory 4 times during the year and its DSO-was 30
days. The corporation's payables deferred period is 40 days. Calculate the pash tonversion
gycle. If the inventory tumover can be raised to 6 times, what would be the g&sh conversion

cycle?
Ans: 80 days & 50 days

E

Kathmandu Batteries Company is a leading Nepalese producer of automobile batteries. The
company turns out 1,500 batieries a day at a cost of Rs.6 per batfery for materials and labor. It
takes the firm 22 days to converi-raw materials into a battery. The company allows its
customers 40 days in which to pay for the batteries, and the firm generaﬂy pays its suppilers in
30 days.

~a. What is the length of company 's cash conversion cycie?

b. At a sfeady state in which company produces 1,500 batferies a day, what amount of

working capital must it finance?
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c. By what amount could company reduce its working capital financing needs if it was able to-
siretch its payables deferral period fo 35 days?

;

The Bagmati Corporation trying to determine the effect of its inventory turnover ratio and-days

. sales outstanding {DSO) on its cash flow cycle. The corporation’s 1899 sales- (all on cregit)
were Rs." 150,000, and it eamed a net profit of 6 percent, or Rs. 9,000. It turned .over iis
inventory 6 times during the year, and its DSO was 36 days. The firm had fixed assets totaling
Rs. 40,000. The corporation's payables deferred period is .40 days. Calculate the cash
conversion cycle. If the inventory turnover cah be raised fo 8 fimes, what would be ti"e cash
« conversion cycle?

M he Nepalgunj Soap Facfory is aﬂemptmg to establish a current assets pollcy Fixed assels are
Rs.600,000, and the firm plans to maintain a 50 percent debi-to-assets ratio. The interest rate
is 10 pereant on all debt. Three alternative current asset policies are under considérations: 40,
50 and 60 pereént of projected sales. The company expecis to eam 15 percent before interest
and taxes on sales of Rs.3million. The company's ifective tax rate is 40 percent. What ig the
expected retum of equily under each alternative?

:z Palpa Cap Industries and, !ﬁe Banke ‘Cap Indusfries nad the following balance sheets as of
December 31, 2001 (thousant ofrupees):

Ans: (2) 32 days (b) Rs. 288,000 {c] Rs. 45,000

Ans: 56 days & 41 days

Ans‘ ROE: 24%, 19.7%, 16.5%

Assets and liabilities . 4 . PalpaCap Industries Banke Cap Industries
Current assets e Rs. 100,000 Rs. 80,000 |-
Fixed asseis 3 7 100,000 120,000
Total assets - AN\ Bs200000 85200000
Current liabilities . < Rs 20,000 Rs. 80,000
Long term debt > e 80.000 20,000
Retained eamings Y, - 50,000 Z 50,000
Common stock 50 000 : 50,000
Total liabilities .

Earnings before inferest and {axes for both firms are ﬂs. 30 mt[lzcm and the effective tax rate is

40 percent. ,,..

Requ;red : 4 |

What is the return on equity for each. flrrn it the mteresfm‘te on current liabilities is 10
percent and the rate on ong-term debt is 13 percent?
b. Assume that the shori-term rate rises to 20 percent. While the»rate don new long-term debt
: rises fo 16 percent, the rate on exisfing long-term debt remaips’ ungb&nged” What would
be the réturn on equity for the both companies under these conditiong?s;

¢.  Which company is in a riskier position? Why? ; ot
Ans: (a} ROEs.,.= 10.56%, ROE.... = 11 .B4%, Banke
{b) ROEj.iz = 9.36%, ROEy, = 6.84%, Palpa (c) Banke

30
|
:,

* Lahan Poultry Industries is attempting to determine the optimal level of current assets for the
coming year. Management expects sales to increase to approximately-Rs, .2 million as a result
of an asset expansion presently being undertaken. Fixed assets total Rs.1 million, and the firm
wishes to maintain a 60 percent debt ratio. The tompany's interest cost is currently 8 percent -
on both short-term and longer-term debt (which the firm uses in its permanent structure). Three
alternatives regarding the projected-current asset level are available to tfie fim: (1) an
aggressive policy requiring current assets of only 45 percent of projected sales, (2) a moderate
policy of 50 percent of sales in current assets, and (3) a conservative policy requiring current
assets of 60 percent of sales. The firm expects to generate earnings before interest and taxes
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(EBIT) at a rate of 12 percent on total seles. What is the expected return on eguity under each
current asset level? (Assume a 40 percent tax rate:)

31, 2061°C

Ans: 9.16%, 10.8% 11.75%

The Mahakali Match Corporation is trying to determine the effect of its inventory turaver ratio and
days seles outstanding (DSO) on its cash flow cycle. The company's 2002 sales (all on credit)
were Rs.150,000, and it.earned a net profit of 5 percent. it turned over'its inventory 9 times during
the year, and its days sales ouistanding was 36 days. The firm had fixed assels totaling
Rs.40,000. The company's payables deferral period is 40 days. Assume 360 days per year

a. " Calculate the company's cash conversion cycle.
b. Assuming the company holds negligible amounts of cash and marketable securities
calculate its total assets tumover and retum on assets.
¢. SuppoSe ‘the compa(.ys managers pelieve that the inventory tumnover decreased fo 8
times. Whall would company's cash conversion cycle, total assets tumover, and retum on
assels: haiig been if the inventory furnover had been 8 for 20027 £
y Ans: (a) 36 days (b) 2.12 hmes 11.67% (c) 41 days 2.06 times, 10.30%

‘The Biratnagar Bis’t:uit Faciory has an inventory tumover is 2.4 times, & receivables collection
period of 76 days, and afpayables deferral.périod of 60 days. Assume 3860 days peryear

d

b.

C.

What is the length'ofihe fitm's cash conversion cycle? =
If the company's annuél sales are Rs. 6.75 million and 80% sales are on credit, what is the
firm's investment in accounts receivable? -

How rr‘any times per yeardaes the company turm over its inventory?
Ans: (a) 166 days (b) Rs. 11,40,000 (c) 2.4 times

The F!ammgos Corporatlon is trymg to dmnﬁine the effect of its inventory turover ratio and
DSO on its cash-flow cycle. Flamingo's 2002”sales (all on credit) were Rs. 180,000 and it
earned a net profit of 5 percent. The cos.bf:ggode sold equals 85 percent of sales. Inventory
was turmed over 8 times during the year, and D8O, was 36 days. The firm had fixed assets
totaling Rs. 40,000. Flamingo's payable deferra!"panodrs 30 days. .

a.
b.
c.

Determine cash conversion cycle and ifs effects,
Caleulate total assets tumover ratio.

Calculate ROA assuming holding of cash and marké!able sefirities in negligible.
Ansy’ (a) 51 days (b) 2.33 times (c) 11.67%

¥ o

Nepa! Sugar Corporatlon has an mvemory conversion penod of 75 days a receivable furnover

is 8 times, and payable deferral period of 30 days. ~ 7«-
o.

C.

What is the length of cash conversion cycle?
If Corperation’s annuél sales are Rs. 3,300,000 and 0% of saﬁes are on cmdn vfnat is the
corporation’s investment in accounts receivable? . S

How many times per year does the corporation tumover its inveniory? ¢ . .
. Ans: (a) 85 days {b) Rs. 330,000 (c) 4.8.times

Hed Horse Battery Corporation is a leading producer of all kmds of batteries. Corporation turns
out 1600 automobile batteries a day at a cost of Rs. 3,500 per battery for materials and labour.
It takes the corporation 24 days to convert raw materials into a battery. Corporation allows its
customers 40 days T in which to pay.for the batteries; and the corporation generally pays its
suppliers in 30 days. Assume 360 days & year.

i.

ii.

i

What is the corperation's cash conversion cycle?

If Corporation always produces and sell 1600 batieries a day, what amount of working
capital must if finance? -

If the corporation could sel! all the produced batteries at a price of Rs. 4,000 per batiery.

what is the working capital turnover? {5]
: Ans: (i) 34 days (il) Rs. 190,400,000 (jii} 12,1008 times -
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New Nepal Corporatlen is a leading producer of automobile batteries, New Nepal tums out

1,500 batteries a day at a cost of Rs. 6 per battery for materials and labour. It takes the fim22

days to convert raw material into & battery. New Nepal allows its customers 40 days in which to

pay for the batteries, and the firm generally pays its suppliers in30 days.

a. Whatis the length of New Nepal cash conversion cycle?

b. If New Nepal always preduces and sells 1,500 batteries a day what amount of working
capital must it finance?

c. By what amount could New Nepal reduce its working capital financing needs if it was able
to strefch Its payables deferral period to 35 days? [10]

i Ans: () 32 days (b) Rs. 288,000 (c) Rs. 45,000
' The lmpott Corporataon is trying to deterrmne the effect of its mventory turnover ratio and days

sales outstanding (DSO) on its cash flow cycle. The corporation's 2004 sales (all on credit)

were Rs.180;000; and it earned a net profit of 6 percent. The cost of goods sold equals 85

percent of salgs. Inventory was tumned over 8 times during the year, and DSO was 36 days.

The corporation had fixed &ssets ‘otaling Rs. 40,000. Corporation's payable deferral period is

30 days.

*a. Determine cash conversion cycle. - S e

b. Calculate total assals idmover ratio.

¢. Caleulate return on assets’(ROA) assuming holdmg of cash and marketable securities in

negligible. _ . . 5
Ans: (a) 51 days (b) 2.33 times (c) 14.003%

@ 2065 Q.No. 7 [BBS il Oid]]
Red Horse Béttery Corporation is a leading'producer of all kinds of batteries. Corporation tums

out 1500 automobile batteries a day at 2ostd! Rs. 3,000 per battery for materials and labour.
It takes the corporation 22 days to convert raw_Mmaterials into a battery. Corporation allows its.
* customers 40 days in which to pay for the batlerigs, and the corporation generally pays its
suppliers in 30 days.
“a. Whatis the corporation’s cash conversion cycle? ] :
b. If corporation always produces and sell 1500, baferies a day, what amount of working
" capital must it finance?
¢. By what amount could corporation reduces its working €apital firancing needs if it was able-
to stretch its payable deferral period to 40 days?
d. If the corporation could sell all-the batteries at a price of Rs.\3500 per battery, what is the
working capita! turnover before and after stretching the payab!e'? What can you conclude?
. [10]

Ans: (a) 32 days (b) Rs. 144,000,000 (c) CCC = ZZHap Rs. 45,000,000
(d) Before =143.125; After = 19.09

ABC Comnany has an mventcry turnover of 2.4 times, reoewables collection period of 75 days -

and payable deferred period of 60 days. Assume 360 days.

() What is the length of cash conversion cycle? -

(i) If the company's annual sales is Rs. 6.75 million and 80% of sales are on credit, what is
the firm's investment in receivables?

(iif) What is the level of inventory of ABC Company? [8
Ans: uqss days (li)Rs 1,125,000 _Qil)Rs 2,812,500
L1345 CASR MANAGEMENT =7 - awc i 20 on s 2o o

Explain the advantages of holding adequate cash in business.
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How can firm speed up its cash collections and slow down its cash disbursements?
. 2061'F # ;

!

What do you understand by float? Is it better o have positive or negative et float? Why?

4. 2063 Q.No. 8 3

What are the various types of working capital you may find in @ manufacturing company?
.

Briefly expiain the motives for holding cash.
| —
What are the matives of holding cash?

Float.”

3

[B. 2056 'F' /2062 'F' Q. No. 10 (c) /2062 Q.No.10 (a)]

Lock-box system.
lo. 2064 Q.No. 10 ¢} .
Functions of cash fahagement
[10. 2064 C Q.No. 10 ¢
Increasing efficiency ofeashymanagement
fi1. 2065 Q.No. 10 ¢ [BBS (Il Old)}"
Rationale for holding marketable securities
Numerical Problems: g

51

Bl

Bl

The Upper Bagmati Shoe Company is settin§ Up a new checking account with Nepal Bank. The
company plans to issue checks in the amiountef Rs.1 million each day and to deduct them from
its own records at the close of business onfe day they are written. On average, the bank wifl
receive and clear the checks at 5 P.M. the thitd day after they are written; for example, a check
written on Monday-will be cleared on Thursday aftérmigon. The company's agreement with the
bank requires it to maintain a Rs.500,000 average gompensating balance; this is Rs.250,000
greater than the cash balance the firm would otherwis€ hve on deposit. It makes a Rs.500,000

deposit at the time it opens the account.

a. Assuming that the firm makes deposits at 4 P)M. each gy fand.the bank inciudes them in

that day's iransactions), how-much must it deposit daily in grder to maintain a sufficient
balance once it reaches a steady state? Indicate the requireddepasit on Day 1, Day 2, Day
3, if any, and each day thereafter, assuming that the company. Willarite checks for Rs. 1

million on Day 1 and each day thereafter.
b. How many days of float does company have?

c. What ending daily balance should the firm try to maintain (1) on the bank'é recbrds and (2)

onits own records? - :

- Ans: (a) Rs. 1,000,000 {b) 3 days (c) Rs. 500,000 and Rs. 25,00,000

T :

Sagarmatha Corporation began operations 5 years ago as a small firm serving customers in
Central Development Region. However., its reputation and market area grew quickly, so that today
the firm has customers throughout the nation. Despite its broad customer base, the firm has
maintained its headquarters in Kaihmandu and keeps its central biling system there. The firm's
management Js considering an altemative collection procedure to reduce its mail time and
processing float. On average, it takes 5 days from the time customers mail payments until the firm
is able to receive, process, and deposif them. The firm would like to set up a lockbox collection
system, which it estimates would reduce the time lag from customer mailing fo deposit by 3 days-
bringing it down to 2 days. The firm receives an average of Rs.1.4 million in paymenis per day.
How many days of collection float now exists and what would it be under the lockbox system?

What reduction in cash balances could the firm achieve by initiating in lockbox system?

Ans: § days: 2 days: Rs. 42,00,000
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) .

The Rapti Sugar Company is setting up & new checking account with Nepal Bank. The Rapti

plans to issue checks in the amount of Rs.1.6 million each day and to deduct them from its own

records at the close of business orf the day they are written. On average, the bank will

receive and clear (that is, deduct from the firm's bank balance) the checks af 5 P.M. the

fourth day after they are written; for example, & check written on Monday will be .

cleared on Friday afternoon. The firm's agreement with the bank requires it to maintain

a Rs.1.2 million average compensating balance, this is Rs.400,000 greater than the

- cash balance the firm would otherwise have on deposit. It makes a Rs.1.2 million deposit at

the time it opens the account. . ) -

a. Assuming that the firm makes deposits at 4 P.M. each day (and the bank includes them in
that day's.transactions), how much must it deposit daily in order to maintain a sufficient
balan€e once it reaches a steady state? Indicate the required deposit on Day 1, Day 2, Day
3, Day 4, if/any, and each day thereafter, assuming that the company will write checks for

" Rs.1.6 millioA"on Day*! and each day thereafter. :

b. How many.days of float does fjrm carry? ]

c. What ending dé'ly balance should the firm try to maintain (1) on the bank's records and (@
on its own recoras?

d. - Explain how net float gan help increase the value of the firm's common stock.

. Ans: (a) Rs. 16,00,000 (b) 4 days (c) The firm
Bhadrapur Match Factory presently maintains a centralized billing system at its home office ‘o
handle average daily -collections™ofRs: 300,000. The total time for mailing, processing, and
clearing is about 5 days. W 4 ’ )

* 2. |f the opportunity cost on short-term furitis\is 12 percent, how much is the time lag of 5
days costing the firm? ; : ’
b. If the firm designs a lockbox system with‘a regional bank that will reduce float by two and
+ one-half days and will also reduce the ahnual expenses of the credit department by Rs. -
30,000, what is the maximum acceptable compénsating balance the firm should be willing
to pay? g

Each business day, on average, a company writes checks/fofaling Rs. 12,000 to pay its
suppliers. The usual clearing time for these checks is five days. Meanwhile, the company is
receiving payments from its customers each day, in the form of ohtks, totaling Rs. 15,000.
The cash from the payments is available to the firm after three days, Caleulate the company's
disbursement fioat, coflection float, and net float and also interpret the reSults)

. Ans: Rs. 60,000;Rs.45,000; Rs, 15,000
. Onatypical business day, a firm writes cheques totaling Rs. 1,000. These cheques clear in 10
days on average. Simultaneausly, the firm receives Rs. 1,300. The cash is avdilable in the five
. days on average. Calculate the disbursement float, the collgction fioat, and the net fioat. How

. do you interpret the answer? ‘

- Kathmandu Sugar Company is setffing up a new checking account with Nepal Bank. The
company plans to issue checks in the amount of Rs.1 million each day and to deduct them from
its own records at the close of business on the day they are written. On average, the bank will
receive and clear the checks at 5 P.M. the third day after they are written; for example, a check
written on Monday will be cleared on Thursday afteroon. The company's agreement with the
bank requires It to maintain a Rs.500,000 average compensating balance; this is Rs.250,000
greater than the cash balance the firm would otherwise have en deposit. t make & Rs.500,000
deposit at the time it opens the account.

Ans: (a) Rs. 180,000 (b} Rs. 10,00,000 .

Ans: Rs. 10,000; Rs. 6,500; Rs. 3,500
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Assuming that the firm makes deposits at 4 P.M. each day (and the bank lncludes them in
that day's transactions), how much must it deposit daily in order to maintain a sufficient
balance once it reaches a steady state? Indicate the required tieposit on Day 1, Day 2, Day
3, if any, and each day thereafter, assuming that the company will write checks for Rs. 1
million on Day 1 and each day thereaiter?

How many days of float does company have?

* What ending daily balance should the firm try to maintain (1) on the bank‘s records and (2)

on its own records? :
Ans: (2) Rs. 100,000 (b) 3 days (c) Rs. 500,000 and Rs. 25,00,000

The AVCO Company currently has central billing system. All customers make payments to the

central billing location. It requires, on average, four days for customers mailed payments to
reach the"central location. And additional*days and a half is required to process payments
before @ depasit can be made. The firm has daily average collection of Rs. 500,000. The
company" ha§ _secently investigated the possibility of initiating & lock box sysiem. It has
estimated &l wifir such a system customer's mailed payments fioat would be reduced by 2 .
days. Further, proggssing time would be reduced by one and half day because each lock-box
bank would pick up mailed deposits twice dally. .

a. Determine the reduction in cash balance that can be achieved through use o a locx-box
sysiem. -
b. Determine the annial gpportunity cost of the present system, assuming 5% return on
shori-term instruments.
¢. [f the annual cost of the iock box systém will be Rs. 75,000, should suck a system by
mmated?
Ans: (af Rs. 17,501000 (b) Rs. 87,500 (c) The systam shoukd be Initlmd.

KK Inc. operaias a mell order for doing business on the west region. KK receives an average of
Rs. 500,000 in payments per day. On average it\takes 4 days from the time customers-mail
checks until KK receives and processes them:-KK isiconsidering the use of a lockbox system to
reduce collection and processing float. The system willscost Rs. 8,000 per month and wil
consist of 12 local depository banks and a conceftiration bank located in Kathmandu. Under
this system, customers' checks should be received at tie lockbox locations 1 day after they are
mailed, and daily totais will be transferred to Kathmandu usifig wire transfer costing Rs. 50.
Assume that KK has an opportunity cost of 12 percent and that there'aré 5 working days in &
week and 52 weeks in a year. .

ii.
i

What is the total annual cost of operating the lockbox system?
What is the annual benefit of the lockbox system to KK? -

Shouid KK initiate the system? ' 5]
Ans: (I)Rs 252,000 (mas.nlounu {iii) Rs. n,eou

E1 2063 Q.No. 7 BBS il Old]

7 The Everest Brewery field office of Dang of Everest Brewery Inc., has solda. quantlty of can
beer to Far Western marketing dealer in Far Westem Region for Hs 200,000. The dealer wants
to tranafer this amount to its concentration bank in Kathmandu as eoonomically as possibie.
Two means of transfer are being considered: (a) A mail depository transfer check {DTC), which
costs Rs. 2.5 and takes 3 days, or (c) a wire transfer, which costs Rs. 50 and for which funds
are immediately available in Kathmandu.

i

Everest Brewery Inc., aamﬁmmmuﬂemtm&mdsmmmmmmm
transfer method should Everest use to minimize the total cost of the transfer?
At what rupee amounts would Everest be indifferent to the two transfer procedures?

What other factors might influence the decision?
Ans: (i) Funds should be transferred through the WTC to minimize the cosf DTC...,= 102.50 &
WTCoon= Rs. 50.(fi) Re. 85,000 (iii) creditability, flexibility, reliability etc.

-
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The Gorkha Company, which can eam 4 percent on money market mstruments currently has a
lockbox arrangement with a Nepal Bank Ltd. for its westem customers. The bank handles Rs.
3,000,000 a day in return for & compensating balance of Rs. 2,000,000.
a. The Gorkha Company has discovered that it could divide the westesn region m!o a mid
. westemn (with Rs. 2,000,000 & cay collections, which could be handled by a Nabil Bank for
Rs. 2,000,000 compensaiing balance) and far western regions (with Rs. 1,000,000 a day in
collections, which could be handled by Nepal Bangladesh Bank by a Rs. 1,000,000
compensating balance). In each case, collections would be one-half day quicker than with
the Nepal Bank arrangement. What wouid be the annual savings (or cost) of dividing the .
western region?
b. In an effort.to retain the business. the Nepal Bank has offered fo handle the collections
strictly on a fee basis (no compensating balance). What would be the maximum fee the
Nepal Bank could charge and still retain Gorkha's business?] [10]

Ans: (a) Rs. 20,000 (b)Rs. 60,000
23. 2064 C Q.No.

Koshi and Koshi'Iné.\(KK) operate 2 mail-order firm doing business on the West region KK
receives an average'of Rs:600,000 | in payments per day. On average it takes 4 days form the
time customers mail checks Uniil’KK receives and processes them. KK is considering the use of
a lockbox system to reduce collection and prpcessing float. The system will cost Rs. 5,000 per
month and will consist of 10’ local depository banks and a concentration bank locafed in
Kathmandu. Under this system. customers' checks should be received at the lockbox locations
1 day after they are mailed, and.daily totals will be transferred to Kathmandu using wire

" transfers costing Rs. 40 each. Assume'that KK has an"opportunity cost of 12 percent and that -
there are 5 working days in a week and 52 wéeks in a year.
g What is the tofal annualqostofoperaﬁgthelockboxsyslem?
b. What is the annual benefif of the lockbox-sysfem to KK? ' A
¢. Should KK initiate the system? ’ A

Ans: (a)'164,000 (b 180,000

* 4. 2085 Q.No. 8 [BBS Iil Old]| :

The Dynam[c Company, which can eam 4 paroent on money market instruments, currenﬂy has

2 lockbox, arrangement with a Rastriya Banijya Bank for its Westem customers. The bank

" handles Rs. 3,000,000 a day in return for a compensating balence of Rs. 2,000,000.

‘a. “Tne Dynamic Company has discovered that it could divide the western region into a mid
westem (with Rs. 2,000,000 a day collections, which could be handied by a NABIL Bank
for Rs. 2,000,000 compensating balance) and far westem regions/{With Rs. 1,000,000 a
days in collections, which could be handled-by Nepal Bangladesh.by.a Rs. 1,000,000
compensating balance). In each case, collections would be one-haif day"quicker than with
the Rastriya Banilya Bank arrangement.-What would be the annual saVings (or cost) of

- dividend the western region?

b. In an effort to retain the business, the Rastriya Bamiya Bank has offered to, handle the
collections strictly on a fee basis (no compensafing balance). What would be the maximum
fee the Rastriya Banijya Ba.nk could charga and still retain Dynamic's business? ~  [10]

Ans: (2) Rs. 20,000 (b) Rs. 60,000
Ciear Glass Company has examined its cash management policy and found that, on average.
days are needed for cheques the company writes to reach its bank- and thus be deducted from
its checking account balance. On the other hand, an average of 4 days time Clear Glass
receives payments from its customers until the funds are available for use at the bank. Onan
average day, Clear Glass writes cneques tfiat are totalled Rs. 60,000 and it receives cheques
from customers that totalled Rs. 70,000.

a. Compute the disbursement float, collection float, and et float in rupees.
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b. If Clear Glass has an opportunity cost equal to 8 percent p.a., how much would it be willing

to spend each year to reduce collection fioat by two days. : 10]
Ans: (2) Rs. 300,000; Rs. 280,000; Rs. 20,000 (b) Rs. 11,200

S ]

| 12. RECEIVABLES MANAGEMENT

A._z086°c]
What do you understand by the day's sales outstanding? Explain its imporiance in receivable
management. . :

2. 2056 'F]
How do the Cay's sales outstanding help to monitor the receivable position? - .

. 2057 'C :

Explain how would you analyze the changes in credit policy variables.

4. 2057°

Describe thewarious elements of credit palicy.

e

What are the berefits b computing day's sales outstanding?
6. 2058 'C <
How could a firm manage its feceivable?
. 2058°C :
What do you understand by €redit standards? If credit standards for the quality of accounts
accepted are changed, what things are affected?

i

/

What do you understand by credit policy? What are the probable effects of a high percentage of
bad debt loss but normal receivable turnoVer and credit rejection rate on sales and profits?
9. 2060°C
What do you understand by credit policy'as an imporant ingredient of receivables
management? Is an increase in collection period necessarily bad? Explain.
0. 2060 'F :
Explain the usefulness of preparing aging schedule/6f reCeivables?
1. 2061 F . :
What do you understand by credit policy? Identify-and explain various terms of credit policy.
2. 2062 Q.No.2]
How do the day’s sales outstanding help to monitor ihe receivablés position?
3. 2063 Q.No. d .
Diszuss the elements of credit poficy with suitable example. ) W i)
4. 2064 Q.No. 2 ;
How do the day's sales outstanding help to control the receivables position?., 1 [10]
5. 2064 Q.No. 11 b :
Explain the advantages and disadvantages of the short-term credit. ¢ [10]
16. 2065 Q.No. 11 [BBS IIl Old]|
What are the four elements of a credit policy? To what extent can firm formulate their own
credit policies as opposed having to accept policies that are affected by the competition? - [20]

e

=

[

el

:
Briefly explain the elements of credit policy. [10]
(8. 2066 Q.No. 11 BBS Iil (Old)| 2 .
What does terms of credit mean? What are its determinants? How do credit terms relate to the
firm's account receivable? {101
T

Day's sales outstanding
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[20. 2061 'C72062 Q.No.10 (c)] .
Credit standard :
1. 2062 'C’ Q. No. 10 {c) / 2065 Q.No. 10 c / 2066 Q.No. 10¢|
Aging schedule i . ; 5]
[22. 2063 Q.No. 10 c BBS [l Partial|
Elements of credit policy - ; i5]
Numerical Problems!
:
Wonderland Industries sells on terms of 3/10, net 30. Total sales for the year are Hs. 900,000.
Forty percent of the customers pay on the tenth day and take discounts; the other 60 percent
pay, on average, 40 days after their purchases. The day's sales outstanding and average
amount of receivable are respectively 28 days and Rs. 70,000. What would happen fo average
investment/in receivables if Wonderland toughened upon its collection policy with the result that
all non-dis¢ount gustomers paid on the 30th day?

McDowell Nepal 8elis’on terms of 3/10,net 30. Total seles for the year are Rs.-900,000. Forty

percent of the custemers pay on the 10* day-and take discounts; other 60 percént pay, on

average, 50 days after their purchases. Assume 360 days & year. ;

a. What is the days sales outstanding and their effects?

b. What is the average amourt of receivable?

c. What would happen to average receivables if the company toughened up on its collection
policy with the result that all nef.discount customers paid on the 30 day?

Ans: Rs, 55,000

Ans: (a) DSO = 34 days (b) Rs. 85,000 (c) 22 da

: : , Rs. 55,000
13, INVENTORY MANAGEMENT - Sk

.
What do you understand by inventory management? How do you exercise control over
inventories? : )

.

How should a firm manage its inventorigs?

3. 2061°C : £ - :

What do you understand by inventory management? Expiain’how doryou manage and contrel
inventories in a business enterprise. iyt :

, .

Briefly explain the motives for holding inventories. . 5
What do you understand inventory management? Discuss the determinants-ef inventories and
“its reiationship to inventory control systems. : 4 [20]
Write Short Notes on :
Economic order quantity.
inventory controi,
. Beorderpoint. - : :
[B. 2083 Q.No. 10 c / 2065 Q.No. 10 a [BBS I Old]

Inventoi control system . - ; {5]
Numerical Problems} ‘ ) :
Tne Homemade Bread-Company buys and then sells (as bread) 2.6 million bushels of wheal

.annually. The wheat must be purchased in multiples of 2,000 bushels. Ordering costs, which

f




-
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incjudes grain elevator removal charges of Rs. 3,500, are Rs. 5,000 per order. Annual carying

costs are 2 percent of the purchase price of Rs.5 per bushel. The company maintains & sa.ety

stock of 200,000 bushels. The delivery time is 6 weeks. :

a. What is the economic order quantity?

b. At what inventory leve! should an order is piaced to prevent having to draw on the safety
. Stock?

.
A’ certain company sells 240,000 bags of lawn fertilizer annualt y, the oplimal sa'ety stock
{which is on hand initially) is 1,200 bags. Each bag costs Rs.4, inventory carying costs are 20
percent, and ine cost of placing an order with its supplier is As.25,

a. ..What is the economic ordering guantity?

b. What is the maximum inventory of feriilizer?

The Homemade, Bread Company buys and then sells.(as bread) 2.6 million b ishels of wheat
“= annually. The'Wheat must be purchased in multipies of 2,000 bushels. Ordenng costs, wnich

includes graif-glevaiar removal charges of Rs. 3,500, are Rs. 5,000 per crder. Annual carrying

costs are 2 percént'ef the purchase price of Rs.5 per bushel. The company maintains a safety

stock of 200,000 bushels. The delivery time is 6 weeks.

a.” What are the totah \invent@ry costs, including the costs of carrying the safety stock?

b. At what mventory level should a rearder be placed to prevent hawng to craw on the safety

stock?

Lumbm| Trading Company is a wsaﬁbu{or of air filters to retail stores. It buys its filters from

several manufacturers. Filters are orderedin lot sizes of 1,000, and each order costs Rs.40 to .

place. Demand from retail stores is 20,000 filters per month, and-carrying cost is Rs.0.10 a filter -

per month.

a) What is the optimal order quantity with re.spet': 1o so manyot sizes? (that Is, what mul tiple
of 1,000 units should be ordered)? i

b) What would be the optimal order quantity if the carqﬂng cost were cut in half to Rs. 0 05a
filter per month?

¢)- What would be the owmal order quantity if ordering cosis were reduced to Rs.10 per

Ans: (a) 508,902 = 510,000 bushels (b) 500,000 bushels

Ans: (a) 3,873 bags (b} 5,073 bags

Ans: (a) Rs. 70,990.20 (b) 500,000 bushels, 10.20 weeks

order?
d) Explain how optimal order quantity varies with monthly raqu;ramem ordering costs and
carrying costs.
Ans: (a) 4,000 ﬂlter or 4 lots (b) 6,000 filter or6 lom {c) 2,000 filter or 2 lots

Computer Supply Company must order floppy diskettes from its supplier.ii Tois of one dozen
boxes. Given the following information, complete the table below and detmm!ne the economic
ordering quantity of floppy diskettes for the company.

Annual demand: 2,600 dozen

Cost per order placed: - Rs.7.00

Carrying cest: 15%

Price per dozen: Rs.20

Order size (dozens) i <] 50 100 130 200 2,600
Number of orders :

Average inventory .
Carrying cost

Order cost.

Total cost
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. Ans: EOQ = 100 dozens
Order size (dozens) 26 50 100 130 200 2.800
Number of orders 100 - 52 26 20 33, -1
Average inventory 13 25 50 65 100 1,300
Carrying cost (Rs.) 39 75 150 195 300 3,800 l
Order cost (Rs.) 70 364 182 140 91 7
Total cost (Rs.) 730 433 332 335 301 3807 |

52080 |
A college bookstore is attempting to determine the optimal order quantity for a popular book on
finance. The store sells 5,000 copies of this book 2 year at a retail price of Rs.12.50, and the -

- cost to the store is 20 percent less, which represents tne discount from the publisher. The store
figures that it costs Rs.1 per year to carry a pock in inventory and Rs. 100 to prepare an order
for new pooks.

1) Determire the total inventory costs associated with ordering 1,2,5,10, and 20 times a year.
2) Give reasons for the behavior of total inventory costs calculated in part (1) above.

3) Deternfine the economic order quentity. . :
Ans: (1) Rsi2,600; Rs. 1,450; Rs. 1,000 Rs. 1,250 Rs. 2,125 (2) Initially the total cost is going to
decrease up to certain order size then after it is going to increase because of inverse relationship
. : between ordering cost and carrying cost (3) 1,000 books

The Kaileli Fioor Mills produces onfy one product: flour packed in bags of 20 kg eacn. The single
raw material used in‘proddcing flour is wheat. For each 20 kg bag produced, 12 kg of wheat are
required. Assume that the Gompéiny manufactures 150,000 bags per year, théit demand for wheat
is perfectly steady throughaut the'year that it costs As. 200 each time wheat is ordered, and that
carrying costs are Rs.'8 per Kg peryear. Delivery time required is 4 days. Assume milis operate
300 days a year.

a. Determine the economic order.guantity of wheat and why it is important?

b. What are the total inventory costsfor the company?

c. Whatis the reorder level of wheat in kg/@nd show their effects.

' Ans: (a) EOQ = 9,887 kg .{b) Total Cost = Rs. 75,895 (c) ROL =5,026 kg
The Homemade Bread Company buys and then‘sells (as bread) 2.6 million bushels of wheat
annually. The whedt must be purchased in multipies of 2000 bushels. Ordering costs, which
include grain elevator removal charges of Rs. 3,500.4fe Fs. 5,000 per order. Annual carrying
costs are 3 percent of the purchase price of Rs. 50/ pgr bushel. The company meintains a
safety stock of 200,000 bushels. The delivery time is 6 weeks. Assume 52 weeks a year.

a. What is the EOQ and show their effects? -
b. What are the fotal inventory costs?
c. Atwhnat inventory level shouid & reorder be placed to prevent thié use of safety stock?

, Ans: (2) EOQ = 131,656.11,000, (b) Rs, 497,484.85 (c) 104,000
_

The Home-made Bread Company buys and.then sells (as bread) 2.6 miilion-bushels of wheat
annually. The wheat must be purchased in multiples of 2,000 bushels. QOrdering gosts, which
include grain elevator removal charges of Rs. 3,500 are Rs. 5,000 per orcer, Annual carrying
costs are 2 percent of the purchase price of Rs.5 per bushel. The company maintains a safety -

stock of 200,000 bushels. The delivery time is 6 weeks.
a. Whatis the EOQ?
b. At whatinventory level shouid an order be placed to preven; having to draw on the safety stock?
What are the total Inventary costs, inciuding the costs of carrying the safety stock? ’
The wheat processor agrees to pay the elevator removal charges if Home-made Bread will -
purchase wheat in quantities of 650,000 bushels. Would it be to Home-made Bread's
advantage to order this altemative quantity? : s
Ans: () 509,802 = 510,000 bushels (b) 500,000 bushels (c) Rs. 70,890.20 (d) 58,500
[i9. 2063 Q.No. 8 BBS il Old| T -

“Greenland Fertilizer Centre sefls 300,000 bags of Greenland feriilizer annually through total
demand may be equal to 350,000 bags. The optimal safety stock (which is on nand initially) is
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1500 bags. Each bag cos's centre Rs. 5, inveniory-carrying costs are 20 percent, and the cost
of placing order with its suppliers is Rs. 30 ; :

a;

© o0 o

What is the economic order quantity?

What is the maximum inventory of feriilizer?

What will centre’s average inventory be?

How often must the centre order? i

If lead-time is approximately 20 days, at what inventory level an order be made? Assume

360 days in a year. i :
Ans: (a) 4,243 bags-(b) 5,743 bags (c) 3,621.5 bags (d) 5.09 days (e) 5,437.67 bags

20, 2063 Q.No. 8 BBS 1l Partial]

Lawn Fertilizer Centre sells 240,000 bags of lawn fertilizer annually. The optimal safety stock
(Which is on hand initially) is 1200 bags. Each bag costs Centre Rs. 4, inventory ~carrying costs
are 20 percent, and the cost of placing order with its suppliers is Rs. 25.

o

® o0 o

What is.the economic order quantity?

What is the maximum inventory of feriiiizer?

What wiil Centre’s average inventery ba?

How oftenmust the Centre order? '

I leac-time.is approximately 12 days, at what inventory level an order be made? Assume

300 days in a'year: : {10]
y Ans: (2} 3,873 bags (b} 5,073 bags (c) 3,137 bags (d) 5 days (approx) (e) 1,454 bags

21. 2064 Q.No. 6 [BBS Ill Year]|

Cheap lawn fertilizer shop-sells 300,000 bags of lawn fertilizer annually. The optimal safety
stock {which is on hand inltiafly)4s-1000 bags. Each bag costs cenitres Rs. 4, inventory-carrying
costs are 25 percent, and the Cost of placing order with its suppliers is Rs. 25.

a.
b.
C.

-

g» 2. 2064 C Q.No. BE

What s the economic order quantity? -

What will Centre's average inveniery be?

How often must the Centre order (approXimate days)? :
) If lead-time is approximately 10 days, af what inventory level an order be made? Assume .
* 360 days in a year. ' ' [10]

Ans: (a} 3,873 bags.(b) 2,936.50 bags (c) 4.65 days (d)1,587.33 bags

Cneap lawn fertilizer shop sefis 30,000 bags of lawn fefliiizer annually. The optimal safei’y‘stock
(which is on hand initially) is 1000 bags. Each bag cosfscentre Rs. 4, inventory-carrying costs
are 25 percent, and the cost of placing order with its suppliers is R8. 25.

a. What s the economic order quantity?
. What will centre's average inventory be?
¢. How often must the Centre order (approximate days)?
d. If lead-time is approximately 10 days, at what inventory level ar orderbe made? Assume
. 360 days in a year.
e. If supplier offered a quantity discount of Rs. 0.05 per bag if order size is. 20,000, should
supplier's offer be accepted? i
* Ans: (a} 1,225 bags (b) 1,613 bags (c) 15 days (approx) (d) 1,833 bags
3. 2065 Q.No. 9

-~ Chemical Fertilizer Centre sells 240,000 bags of lawn fertilizer annually. The optimal safety
 stock (Which is on hand initially) is 1500 bags. Each bag costs centre Rs, 8, inventory-carrying

costs are 20 percent, and the cost of placing order with its suppliers is Rs. 25.

iii.
iv.

V.

What is the economic order guantity?

What is the maximum inventdry of fertilizer? ) -
: ; 4, Sophy
What is Centre's average inventory? "iks = "; + Sofphy ek
wee

How often must the Centre order? _, —oc-dor den

If fead-time is approximately 6 days, at what inventory level on order be made? Assume

. 360 days in a year. = 5

Ans: (i) 2,739 b;gs (i) 4,239 bags (iii]'2,855.5 bags (iv) 4 days (v} 2,761 bags
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4. 2066 Q.No. 8 BBS lil (Old)| 3
Garden Feriilizer Cenire sells 2,000 bags of garden fertilizer monthly. The opﬂma. safety stock
(which is on hand initially) is 1,200 bags. Each bag costs cenire Rs. 4, inventory-carying costs
are 20 percent, and the cost of placing order with its suppliers is Rs. 25.
2. What is the economic order guantity? -
b. What is the total annual cost of holding inventory?

c. I lead-lime is approximately 12 days, at what inventory level an order is made? Assume
# 380.daysinayear. [10]
: Ans: (a) 1,224.74 (b} Rs. 879.80 (c) 400 units

[14. DIVIDEND POLICY

2062 QNo3

What are tne factors of influencing dlvxuend policy? : S 10
What is tne pocedure of dividend paymen:? Explain. ' 10
Types of dmdend payoul scheme : 5
*2e .
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