Financial Management
Review Exercises 2 SOLUTIONS

1) A company makes the following three year investment:
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a. Calculate the present value of the following cash flows.

b. 
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c. Does the investment achieve the required return?
Yes; NPV is not negative; any NPV of $0 or greater meets return requirements.

2) A company has the following income statements:
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a. Assess the company’s management of working capital.

Receivables
		Formula: AR / (sales x credit % / 365)

Inventory

Formula: Inventory / (COGS / 365)

Payables

Formula: AP / (COGS / 365)


Calculations:
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b. Is the company’s cash position improving or worsening based on your analysis?

Worsening; receivables collection time is increasing (less cash in), inventory level is increasing (more cash out), and payables payment tie is decreasing (more cash out).



c. Advise management regarding working capital management strategies.
Collect receivables more quickly
Reduce inventory levels
Pay payables more slowly


3) A company has the following short term financing terms:
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a. Calculate the annual cost of trade credit with the vendor.
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b. The company wants to pay the balance on the last day of the net period.  How much will the company save in financing costs by borrowing from the bank to pay the balance due on the last day of the discount period, then paying the loan off on the 
last day of the net period?
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4) A company enters into a receivables factoring agreement under the following terms:

[image: ]

a. How much cash will the company receive upon factoring?
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b. Assuming no customer returns, how much cash will the company receive at the end of the receivables period?
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c. What expense will the company record on the income statement for this transaction?

[bookmark: _GoBack][image: ]
4

image3.emf
2016 2015

Balance sheet

Accounts receivable 6,200 $           4,500 $          

Inventory 3,200 $           2,200 $          

Accounts payable 2,800 $           3,900 $          

Income statement

Sales 84,000 $        78,000 $       

Cost of sales 42,000 $        39,000 $       

Additional information

Credit sales as % of total sales 60% 60%
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2016 2015

Days receivables in sales 5 35
Days inventory in COGS 28 2
Days payables in COGS 24 37
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Vendor terms

Discount: 3%

Discount period (days): 10             

Net period (days): 30             

Current balance: 25,000 $  

Bank terms

Line of credit interest rate 4.50%
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Cost of vendor financing

Annual days 365           

Free days 20             

Multiple 18.25

Discount 3%

Annual cost 54.8%
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Bank financing

Vendor financing cost 54.8%

Bank interest rate 4.50%

Difference 50.25%

Annual days 365           

Daily rate 0.14%

Receivables balance 25,000 $  

Daily savings 34 $          

Days outstanding 20             

Period savings 688 $        
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Receivables balance: 240,000 $       

Factoring fee: 2.50%

Holdback rate: 20%
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Receivables balance 240,000 $       

Less: fee (6,000) $          

Less: holdback (48,000) $        

Net cash received 294,000 $       


image10.emf
Holdback 48,000 $          
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Factoring fee 6,000 $            
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Discount rate: 9.50%

0 1 2 3

Investment (68,386) $        

Payouts 3,000 $        2,000 $        4,000 $          

Sale proceeds 80,000 $       

Year
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Discount rate: 9.50%

0 1 2 3

Investment (68,386) $        

Payouts 3,000 $        2,000 $        4,000 $          

Sale proceeds 80,000 $       

PV (68,386) $         3,000 $        2,000 $        84,000 $       

NPV 1 $                    

Year


