Net working capita
i Net working capital nay be defined as current assets ninus
current liabilities. This also defines the current ratio.

a. True
b. Fal se

Motives for holding cash

ii. Firms hold cash balances in order to conplete transactions that
are necessary in business operations and as conpensation to banks
for providing | oans and servi ces.

a. True
b. Fal se

Cash di scounts

iii. If you receive some goods on April 1 with the follow ng terns;
3/20, net 30, June 1 dating, it nmeans that you will receive a 3
percent discount if the bill is paid on or before June 20 and
that the full anpunt nust be paid 30 days after receipt of the
goods.

a. True
b. Fal se

Target cash bal ance

iv. The cash balances of nost firms consist of transactions,
conmpensating, precautionary, and specul ative bal ances. We can
produce a total desired cash balance by calculating the anpunt
needed for each purpose and then summ ng them together

a. True
b. Fal se

Wor ki ng capit al

V. O her things held constant, which of the following will cause an
increase in working capital?

Cash is used to buy marketabl e securities.

A cash dividend is declared and paid.

Merchandi se is sold at a profit, but the sale is on credit.
Long-term bonds are retired with the proceeds of a preferred
stock issue.

e. Mssing inventory is witten off agai nst retained earnings.

o 0O T W

Cash budget

Vi . Which of the following is typically part of the cash budget?

a. Paynments | ag.
b. Paynment for plant construction.



c. Cunul ative cash
d. Al of the above.
e. Only answers a and c above.

Cash conversion cycle

vii. Wiich of the following actions are likely to reduce the |ength of
a conpany’s cash conversion cycle?

a. Adopting a just-in-tine inventory system which reduces the
i nventory conversion peri od.

b. Reducing the average days sales outstanding (DSO) on its
accounts receivabl e.

c. Reducing the amunt of time the conmpany takes to pay its
suppl i ers.

d. Al of the answers above are correct.

e. Answers a and b are correct.

Wor ki ng capital policy

viii. Although short-term interest rates have historically averaged
less than long-term rates, the heavy use of short-term debt is
considered to be an aggressive working capital financing strategy
because of the inherent risks of using short-term financing.

a. True
b. Fal se

Per manent current assets

i X. Per manent current assets reflect the fact that current assets do
not shrink to zero even when business is at a seasonal or
cyclical low Thus, permanent current assets represent a m ninum
| evel of current assets the firmmnmust finance.

a. True
b. Fal se

Trade credit

X. If a firm fails to take trade credit discounts it may cost the
firm noney, but generally such a policy has a negligible effect
on the firms income statenent and no effect on the firms
bal ance sheet.

a. True

b. Fal se
Cost of trade credit Answer: a Diff: E
Xi . The cal cul ated cost of trade credit is reduced by paying |ate.

a. True

b. Fal se

Cost of trade credit Answer: a Diff: E



Xi i The cal cul ated cost of trade credit for a firmthat buys on terns
of 2/10, net 30, is lower (other things held constant) if the
firmpays in 40 days than if it pays in 30 days.

a. True

b. False

Wor ki ng capital financing policy Answer: ¢ Diff:

Xiii. Wiich of the following statements is npbst correct?

a. Accruals are an expensive way to finance working capital

b. If the lender who has financed the purchase of a conpany's
inventory has a blanket lien against the inventory, this
prevents the conpany fromfreely selling its inventory.

c. If a conmpany receives trade credit under the terms 2/10 net
30, this inplies the conmpany has 10 days of free trade credit.

d. Answers a and b are correct.

e. None of the answers above is correct.

Short-term financi ng Answer: a Diff:

Xi v VWhi ch of the followi ng statements is nost correct?

a. Under normal conditions, a firms expected ROE woul d probably
be higher if it financed with short-term rather than with
| ong-term debt, but the use of short-term debt would probably
increase the firms risk.

b. Conservative firms generally use no short-term debt and thus
have zero current liabilities.

c. A short-term |oan can usually be obtained nore quickly than a
long-term | oan, but the cost of short-term debt is likely to
be hi gher than that of |ong-term debt.

d. If a firmthat can borrow fromits bank buys on terns of 2/10,
net 30, and if it nust pay by Day 30 or else be cut off, then
we would expect to see zero accounts payable on its bal ance
sheet .

e. If one of your firms custoners is "stretching"” its accounts
payable, this may be a nuisance but does not represent a real
financial cost to your firm as long as the firm periodically
pays off its entire bal ance.

Sal es col |l ections Answer: d Diff:

XV. The Danser Conpany expects to have sales of $30,000 in January,

$33,000 in February, and $38,000 in March. If 20 percent of
sales are for cash, 40 percent are credit sales paid in the nonth
following the sale, and 40 percent are credit sales paid 2 nonths
following the sale, what are the cash receipts from sales in
Mar ch?

a. $55, 000
b. $47, 400



d. $32,800
e. $30, 000
Cash budget Answer: ¢ Diff:
xvi. Chadmark Corporation's budgeted nmonthly sales are $3, 000. Forty
percent of its custoners pay in the first nmonth and take the 2
percent discount. The renmmining 60 percent pay in the nonth
following the sale and don't receive a discount. Chadmar k' s bad
debts are very smull and are excluded from this analysis.
Purchases for next nonth's sales are constant each nonth at
$1, 500. Ot her paynents for wages, rent, and taxes are constant
at $700 per nonth. Construct a single nmonth's cash budget with
the information given. What is the average cash gain or (Il oss)
during a typical month for Chadmark Corporation?
a. $2,600
b. $ 800
c. $ 776
d $ 740
e. $ 728
Maturity matching Answer: e Diff:
Xvii. WIldthing Anusenent Company's total assets fluctuate between
$320, 000 and $410,000, while its fixed assets remain constant at
$260, 000. If the firm follows a maturity matching or noderate
wor ki ng capital financing policy, what is the likely level of its
 ong-term financi ng?
a. $ 90,000
b. $260, 000
c. $350,000
d. $410, 000
e. $320, 000
Cost of trade credit Answer: a Diff:
XViii. A firmis offered trade credit ternms of 3/15, net 45. The
firm does not take the discount, and it pays after 67 days. \hat
is the nonminal annual cost of not taking the discount?
a. 21.41%
b. 22.07%
c. 22.95%
d. 23.48%
e. 24.52%
Di scount interest face val ue Answer: ¢ Diff:
Xix. Picard Orchards requires a $100,000 annual loan in order to pay

c. $38,000

| aborers to tend and harvest its fruit crop. Pi card borrows on a
di scount interest basis at a nom nal annual rate of 11 percent.
If Picard nmust actually receive $100,000 net proceeds to finance
its crop, then what nust be the face value of the note?

E

E



a. $111, 000

b. $100, 000

c. $112, 360

d. $ 89,000

e. $108, 840
Per manent assets financing Answer: ¢ Diff:
XX. W cker Corporation is determ ning whether to support $100, 000 of

its permanent current assets with a bank note or a short-term

bond. The firm s bank offers a two-year note where the firmwll

recei ve $100,000 and repay $118,810 at the end of two years. The

firm has the option to renew the Jloan at market rates.

Al ternatively, Wcker can sell 8.5 percent coupon bonds with a 2-

year maturity and $1,000 par value at a price of $973.97. How

many percentage points lower is the interest rate on the |ess

expensi ve debt instrument?

a. 0% the rates are equal.

b. 1.2%

c. 1.0%

d. 1.8%

e. 0.6%
Add-on interest |oan Answer: d Diff:
xxi. Coverall Carpets Inc. is planning to borrow $12,000 from the

bank. The bank offers the choice of a 12 percent discount

interest loan or a 10.19 percent add-on, one-year installment

| oan, payable in 4 equal quarterly paynents. VWhat is the

approximate (nomnal) rate of interest on the 10.19 percent add-

on | oan?

a. 5.10%

b. 10.19%

c. 12.00%

d. 20.38%

e. 30.57%
i Net working capital Answer: b Diff:
i Motives for holding cash Answer: a Diff:
i Cash di scounts Answer: b Diff:
iv. Target cash bal ance Answer: b Diff:
V. Wor ki ng capital Answer: ¢ Diff:
Vi . Cash budget Answer: d Diff:

M

M



viii.

Xiii.

XV.

XVi .

Cash conversion cycle Answer: e Diff: M

Statenents a and b are both correct; therefore, statenent e is
the appropriate choice. Delaying paynents to suppliers increases
the length of the cash conversion cycle.

Wor ki ng capital policy Answer: a Diff:
Per manent current assets Answer: a Diff:
Trade credit Answer: b Diff:
Cost of trade credit Answer: a Diff:
Cost of trade credit Answer: a Diff:
Wor ki ng capital financing policy Answer: ¢ Diff:
Short-term financi ng Answer: a Diff:

Under normal conditions the yield curve is upward sloping, thus

short-term interest rates are Ilower than |long-term interest
rates. Consequently, a firm financing with short-term debt wll
pay less interest than a firm financing with |ong-term debt--
increasing its ROE. However, a firm increases its risk by
financing with short-term debt because such debt nust be "rolled
over" frequently, and the firm is exposed to the volatility of
short-termrates. The other statements are false.

Sal es col |l ections Answer: d Diff:
Mar ch (0.20) ($38,000) + (0.40)($33,000) + (0.40)($30,000) =

receipts ) ’ ) ’ ) ’ -

$32, 800.

Cash budget Answer: ¢ Diff:

Construct a sinplified cash budget:
Sal es $3, 000

Col l ections (same nmonth's sal es) 1,176 (0.98 ~ 0.40



$3, 000)

Col l ections (last nobnth's sal es) 1, 800 (1.00 °~ 0.60
$3, 000)
Total collections 2,976
Pur chases paynents 1, 500
Ot her paynents 700
Total paynents 2,200
Net cash gain (loss) 776
Net cash gain is $776.00.
Xvii. Maturity matching Answer: e Diff: E

A maturity nmatching policy inplies that fixed assets and
permanent current assets are financed with |ong-term sources.
Thus, since the mninum balance that total assets approach is
$320, 000, and $260,000 of that balance is fixed assets, permanent
current assets equal $60,000. The Ilikely level of long-term
financing is $320, 000.
Long-term debt financing = Permanent cash assets + Fi xed assets.
Per manent cash assets = Low end of total assets - Fixed assets

= $320, 000 - $260, 000 = $60, 000.
Long-term debt financing = $60, 000 + $260, 000 = $320, 000.

XViii. Cost of trade credit
0,
Nom nal percentage cost = 3% . 360 = 21.41%
97% 2
X1 X. Di scount interest face val ue Answer: ¢ Diff: E

Funds requi red
1.0 - Nomi nal rate(decinal)

- _$100,000 _ $100,000 _ $112,359.55 » $112, 360.

Face val ue

1.0- 0.12 0. 89
XX. Per manent assets financing Answer: ¢ Diff: M
Time lines: Note that the cash flows viewed from the firms

perspective involve inflows at time 0, and repaynent of coupon
and/or maturity value in the future.
2-year note:
0 | =» 1 2 Years
| |

1 1
FV = -118, 810

|
[
+100, 000

2-year bond:



XXI .

0| =» 1 2 Years
| | |
| I I
+973. 97 -85 -85
Fv = -1,000

Fi nanci al cal cul ator sol ution:
Banknote: Inputs: N = 2; PV = 100,000; PMIr = 0; FV = -118, 810.
Qutput: | = 9.0%

Bond: Inputs: N =2; PV = -973.97; PMI = 85; FV = 1, 000.
Qutput: | = 10.0%

The difference is 10.0% - 9.0% = 1. 0%

Add-on interest | oan Answer: d Diff:

Total to be repaid
I nterest

$12,000(1.1019) = $13, 222. 80.
$13,222.80 - $12,000 = $1, 222. 80.

$1,222.80 _ ; y035 = 5. 389
$12, 000/ 2

Approxi mate rateajg-on =

M



