Corporate Finance (BBS 3rd Year)
Set A
Short Answer Questions		8  10 = 80
Attempt any EIGHT questions. The marks are indicated in the margin.
1.	Agency problem refers to the potential conflict of interest between shareholders and managers.” Discuss.	[10]
2.	What is meant by financial market? What are its different types?	[4+6]
3.	What is financial intermediary? How it helps in transferring funds from savers to the users?	[10]
4.	What are the factors to be considered while making capital structure decision?	[10]
5.	Due to a recession, the inflation rate expected for the coming year is only 3%. However, the inflation rate in year 2 and thereafter is expected to be constant at some level above 3 percent. Assume that the real risk free rate is k* = 2% for all maturities and that the expectations theory fully explains the yield curve, so there are no risk premiums. If 3-year t-bonds yield 2 percentage points more than 1-year bonds, what inflation rate is expected after year 1?	[10]
Ans: 6%
6.	Noso Textile’s 2004 financial statements are shown below: 
	Noso Textiles Balance Sheet as of December 31, 2004. 	(Thousands of rupees)
	
	Rs.
	
	Rs.

	Cash
	1,080
	Accounts payable
	4,320

	Receivables
	6,480
	Accruals
	2,880

	Inventories
	9,000
	Notes payable
	2,100

	Current assets
	16,560
	Current liabilities
	9,300

	Net fixed assets
	12,600
	Long-term debt
	3,500

	
	
	Common stock
	3,500

	
	
	Retained earnings
	12,860

	Total assets
	29,160
	Total liabilities and equity
	29,160


	Income Statement for Dec. 31, 2004 	(Thousand of rupees)
	
	Rs.

	Sales 
	36,000

	Operating costs
	(32,440)

	EBIT
	3,560

	Interest
	(560)

	EBT
	3,000

	Taxes (40%)
	(1,200)

	Net income
	1,800

	Dividends (45%)
	810

	Addition to retained earnings 
	990

	Total assets
	29,160


a.	Suppose 2005 sales are projected to increase by 15 percent over the 2004 sales. Determine the additional funds needed. Assume that the company was operating at full capacity in 2004, that it cannot sell its fixed assets, and that any required financing will be borrowed as notes payable. Also, assume that assets, spontaneous liabilities, and operating costs are expected to increase by the same percentage as sales. Use the projected balance sheet method to develop a pro forma balance sheet and income statement for December 31, 2005. Do not incorporate financing feedback effects and use the pro forma statement for determining addition to retained earnings.
b.	Use the financial statements developed in part (a) to incorporate the financing feedback as a result of the addition to notes payable. For the purpose of this part, assume that the notes payable interest rate is 10 percent. What is the AFN for this iteration?	[5+5]
7.	The Butwal Company manufactures watches, which is sold through commission agents. Each watch is sold for Rs 25. The fixed costs are Rs 140,000 for 30,000 watches or less; variable costs are Rs 15 per watch.
a.	What is the firm's gain or loss at sales of 8,000 watches?  Of 18,000 watches?
b.	What is the breakeven point? Illustrate by means of a chart.
c.	What is Butwal Company's degree of operating leverage at sales of 8,000 units? Of 18,000 units?
d.	What happens to the breakeven point if the selling price rises to Rs 31? What is the significance of the change to the financial manager?
e.	What happens to the breakeven point if the selling price rises to Rs 31 but variable costs raise to Rs 23 a unit? 	[10]
8.	Mini Computers Inc. makes bulk purchase of Computers Motherboard, stock them in conveniently located warehouses, and ship them to its chain of retail stores. 
Mini's balance sheet as at December 31,2010, is shown here (in millions of Rs.)
	Cash
Receivables
Inventories
Net fixed assets 
	Rs. 3.5
26.0
58.0
35.0
	Accounts payable 
Notes payable
Accrued liabilities
Mortgage loan
Common stock
Retained earnings 
	Rs. 9.0
18.0
8.5
6.0
15.0
66.0

	Total assets 
	122.5
	Total liabilities & equities 
	122.5


	Sales of 2010 were Rs. 360 million, while net income for the year was Rs. 10.8 million. Minim paid Rs. 4.32 million dividends to common stockholders. Mini Computer Inc. is operating at fully capacity. Assume that all ratios remained constant If sales were projected to increase by 20 percent during 2011, use the AFN equation to determine Mini's projected external capital requirements. 	[10]
9.	Why should firm pay dividend? What are the procedures in dividend payment?	[10]
10.	Write Short Notes on any TWO:	[5×2=10]
a.	Stock repurchases	
b.	Financial leverage 	
c.	Financial plan

Group B
Comprehensive Questions		120 = 20
Attempt any ONE questions. 
11.	Discuss the distinguishing features of long-term debt, preferred stock and common financing. Also explain their relative advantages and disadvantages.	[10+10]
12.	A company produces Stereo component. The following income statement information is relevant to the company for the year 2062.
	Selling price per component
	Rs.80

	Variable cost of goods sold
	75% of sales

	Fixed cost (including Rs. 50,000 Depreciation)
	Rs. 600,000

	Interest expenses
	Rs. 100,000

	Preference shares’ dividend
	Rs. 30,000

	Tax rate 40%
	

	No. of common shares
	100,000


a.	What level of sales does the company need to achieve in 2062 to break even with respect to operating income? What is the cash break point?
b.	At its operating breakeven what will be the EPS for the company?
c.	How many components does the company need to sales to achieve financial BEP?
d.	If the company expects its sales to be 40,00,000 in 2062, what is its (i) Degree of Operating Leverage (ii) Degree of Financial Leverage (iii) Degree to Total Leverage?
e.	Interpret the meaning of each of the numerical values you computed in part ‘d’. 	[54]






Set B
Short Answer Questions		8  10 = 80
Attempt any EIGHT questions. The marks are indicated in the margin.
1.	What are management's primary and secondary goals in Nepalese corporate firm?	[10]
2.	What is management's primary goal? How does it benefit the shareholders of a corporation? 	[10]
3.	How are finance functions organized? Does the organization of finance function vary with the size of business? Discuss.	[20]
4.	What are the factors to be considered while making capital structure decision?	[10]
5.		Assume that the real risk-free rate is 4 percent and the maturity risk premium is zero. If the nominal rate of interest on 1-year bonds is 11 percent and that on comparable risk 2-year bonds is 13 percent. 
a.	What is the 1-year interest rate that is expected for year 2?
b.	What inflation rate is expected in year 2?
c.	Comment on why the average interest rate during 2-year period differs from the 1-year interest rate expected for year 2. 	[4+4+2]
Ans: 6%
6.		Your company is planning to market mineral water in bottle in Kathmandu. The marketing department has suggested that is can be sold at whole sale price of Rs. 13.5 per bottle. It is estimated that the average fixed costs, including Rs. 200,000 depreciation, will be Rs. 1,000,000 and he variable cost per bottle will be 40 percent of sales price. 	[2.54]
a.	What minimum number of bottle should the company must sell to attain operating break even?
b.	What minimum number of bottle should the company must sell to attain cash break even?
c.	What should be the sales volume to achieve the after tax profit of Rs. 2000,000? Assume 25% corporate tax rate.
d.	Calculate and interpret the operating leverage at sales volume calculated in requirement (b).
7.	The Butwal Company manufactures watches, which is sold through commission agents. Each watch is sold for Rs 25. The fixed costs are Rs 140,000 for 30,000 watches or less; variable costs are Rs 15 per watch.
a.	What is the firm's gain or loss at sales of 8,000 watches?  Of 18,000 watches?
b.	What is the breakeven point? Illustrate by means of a chart.
c.	What is Butwal Company's degree of operating leverage at sales of 8,000 units? Of 18,000 units?
d.	What happens to the breakeven point if the selling price rises to Rs 31? What is the significance of the change to the financial manager?
e.	What happens to the breakeven point if the selling price rises to Rs 31 but variable costs raise to Rs 23 a unit? 	[10]
8.	Mini Computers Inc. makes bulk purchase of Computers Motherboard, stock them in conveniently located warehouses, and ship them to its chain of retail stores. 
Mini's balance sheet as at December 31,2010, is shown here (in millions of Rs.)
	Cash
Receivables
Inventories
Net fixed assets 
	Rs. 3.5
26.0
58.0
35.0
	Accounts payable 
Notes payable
Accrued liabilities
Mortgage loan
Common stock
Retained earnings 
	Rs. 9.0
18.0
8.5
6.0
15.0
66.0

	Total assets 
	122.5
	Total liabilities & equities 
	122.5


	Sales of 2010 were Rs. 360 million, while net income for the year was Rs. 10.8 million. Minim paid Rs. 4.32 million dividends to common stockholders. Mini Computer Inc. is operating at fully capacity. Assume that all ratios remained constant If sales were projected to increase by 20 percent during 2011, use the AFN equation to determine Mini's projected external capital requirements. 	[10]
9.	Why should firm pay dividend? What are the procedures in dividend payment?	[10]
10.	Write Short Notes on any TWO:	[5×2=10]
a.	Stock repurchases	
b.	Financial leverage 	
c.	Financial plan
Group B
Comprehensive Questions		120 = 20
Attempt any ONE questions. 
11.	Discuss the distinguishing features of long-term debt, preferred stock and common financing. Also explain their relative advantages and disadvantages.	[10+10]
12.	Microchips Technologies Inc.'s (MTI) 2006 financial statement are given below:
MTI's Balance Sheet as of Dec. 31, 2006 (in Rupees)
	Cash
Receivables
Inventories
Total current assets
Fixed assets 
	180,000
360,000
720,000
1,260,000
1,440,000
	Accounts payable 
Notes payable
Accrued liabilities
Total current liabilities
Common stock
Retained earnings 
	360,000
156,000
180,000
696,000
1,800,000
204,000

	Total assets 
	2,700,000
	Total liabilities & equities 
	2,700,000


	MTI's Income Statement for December 31, 2006 (in rupees)
	Sales
Operating costs
EBIT
Interest
EBT
Taxes (40%)
Net income 
	3,600,000
3,279,720
320,280
20,280
300,000
120,000
180,000


	Per share data: (in Rs.)
	Common stock price
Earnings per share (EPS)
Dividend per share (DPS)
	24.00
1.80
1.04


a.	Suppose that in 2007 sales increase by 10% over 2006 sales and that 2007 DPS will increase to Rs. 1.12. Construct the pro forma financial statements using the projected financial statement method.  Use AFN to balance the proforma balance sheet. How much additional capital will be required? Assume the firm operated in full capacity in 2006.
b.	If the profit margin were to remain at 5% and the dividend payout were to remain at 60%, at what growth rate in sales would the additional financing requirements be exactly zero?	[20]




