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2.1 The following information is available about two companies, 

ABC Inc. and XYZ Inc.:

Both the companies have the same total assets

ABC Inc. has a higher total asset turnover ratio than XYZ Inc.

ABC Inc. has a higher profi t margin than XYZ Inc.

XYZ Inc. has higher inventory turnover ratio than ABC Inc.

XYZ Inc. has higher current ratio than ABC Inc.

Which of the following statements is correct?

a) ABC Inc. must have a higher Net Income

b) ABC Inc. must have a higher ROE

c) XYZ Inc. must have a higher ROA

d) Statements a and b are correct

e) Statements a and c are correct

Solution:

d) Statements a and b are correct

Financial Statement Analysis

Chapter 2
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2.2 Following information is available for AAA Inc. and ZZZ 

Inc.:

AAA Inc. ZZZ Inc.
Assets $1,629,304 $13,084
Equity $932,389 $4,301
Sales $2,414,415 $12,261
Net Income $109,617 $1,551

a) Calculate ROS for both companies.

b) Which of the following statements is true?

i. AAA Inc. has weaker ROE but a stronger asset-to-equity 

ratio

ii. AAA Inc. has a weaker ROE but a stronger ROS

iii. AAA Inc. has a weaker ROE but a stronger asset turnover 

ratio

iv. AAA Inc. has a stronger ROE but a weaker asset turnover 

ratio

Solution:

a) Calculate ROS for both companies.

ROS
AAA

 = Net Income/Sales x 100 = 4.54%

ROS
ZZZ 

= 12.65%

b) Which of the following statements is true?

iii. AAA Inc. has a weaker ROE (11.75%) but a stronger asset 

turnover ratio (1.48)
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2.3 ABC Inc. has a DSO of 30 days. Company has sales of $5 

million per year. What is the company’s accounts receivable?

Solution:

AR = DSO x (Sales/Day) = 30 Days x ($5,000,000/year) x (1 year/365 

Days) = $410,958.90

2.4 Following information is available for XYZ Inc.:

Asset turnover ratio = 1.5

ROA = 4%

ROE = 6%

Calculate the company’s profi t margin and debt ratio.

Solution

ROA= 0.04 = Net Income/Asset

ROE =0.06 =Net Income/Equity

ATR=1.5 = sales/assets

PM = Net Income/Sale = Net Income/(1.5xAssets) = Net Income/

(1.5xNet Income/0.04) = 2.67%

DR = Liabilities/Assets = (Assets – Equity)/Assets = (Assets – 

0.67Assets)/Assets) = 33.33%
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2.5 Below is the Income Statement of ZZZ Inc. for the past two 

years:

  2010     2009
Sales
Cost of goods sold

Selling, general, and administrative expenses

Operating income (EBIT)
Interest expense

Income tax expense

Net Income

$2,000,000
$1,020,000

$1,130,000
$480,000

$980,000
$250,000

$650,000
$200,000

$730,000
$100,000

$450,000
$80,000

$630,000
$220,000

$370,000
$130,000

$410,000 $240,000

a) Prepare common-size income statements.

b) Has the Net Income increased from 2009 to 2010 in relative 

terms (relative to sales)?
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Solution:

a) Prepare common-size income statements.

2010 % 2009 %
Sales $2,000,000 100% $1,130,000 100%
Cost of goods sold $1,020,000 51% $480,000 42%

$980,000 49% $650,000 58%
Selling, general, and adminis-
trative expense

$250,000 13% $200,000 18%

Operating Income (EBIT) $730,000 37% $450,000 40%
Interest expense $100,000 5% $80,000 7%

$630,000 32% $370,000 33%
Income tax expense (refund) $220,000 11% $130,000 12%
Net Income $410,000 21% $240,000 21%

b) Has the Net Income increased from 2009 to 2010 in relative 

terms (relative to sales)?

In relative terms, when comparing to sales, the Net Income from 

2009 to 2010 remained constant (no increase or decrease in value)
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3.1 ABC Inc. has a capital structure consisting 40% debt and 60% 

common equity. It’s before-tax cost of debt is 10% and the tax 

rate is 30%. The company’s stock is currently selling at $25. The 

company had issued a dividend of $2.5 per share last year which 

is expected to grow by 5% this year and so is the company’s 

stock price. What is the company’s WACC?

Solution

w
d
 = 40%

w
e
 = 60%

Cost of Debt Before Tax = k
d
 = 10%

Cost of Debt After Tax = k
d
(1-T) = 10%(1-30%) = 7%

Cost of Common Equity = (D
1
/(P

0
) + g = (($2.50x1.05)/($25)) + 5% = 

15.5%

WACC = (w
d
)(k

d
) + (w

e
)(k

e
) = 9.328%

Cost of Capital

Chapter 3
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3.2 Following information is available about XYZ Inc.:

a) The company’s capital structure is 70% equity and 30% 

debt

b) The yield on company’s bonds is 9%

c) The company is expected to give a dividend of $0.80 at the 

end of the year

d) Growth rate is expected to be 9%

e) Current stock price is $25

f) Tax rate applicable is 40%

g) Flotation cost on new common stock will be 10%

Calculate the company’s WACC.

Solution

w
d
 = 30%

w
e
 = 70%

Cost of Debt Before Tax = k
d
 = 9%

Cost of Debt After Tax = k
d
(1-T) = 9%(1-40%) = 0.054 = 5.4%

Cost of Common Equity =  (D
1
/(P

0
x(1-F))) + g = ($0.80/($25x(1-

10%))) + 9% = 12.56%

WACC = (w
d
)(k

d
) + (w

e
)(k

e
) = 10.41%
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3.3 AAA Inc. has a WACC of 12%. The company is looking 

to take up the projects given below. It has a policy to do risk 

adjustment by either reducing 2.5% from WACC or adding the 

same amount to handle projects of lower or higher than average 

risk respectively. Which projects should be taken up by the 

company?

Project Investment Rate of Return Risk
A $1 million 13% Average
B $1 million 11.5% Low
C $10 million 13.5% High
D $100,000 15% High

E $100,000 9% Low

Solution

The company’s WACC is 12% with a range of +/- 2.5% due to the 

company’s policy of risk adjustment on projects with greater or 

less risk than the average project. With that being said, depending 

on the risk level of each project, the company should accept 

projects above the following ranges:

- Average Risk: 12%

- Low Risk: 9.5%

- High Risk: 14.5%

When considering this criterion and evaluating the projects above, 

project A, B, and D should be accepted as they have a higher 

return than the WACC.
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4.1 ABC Inc. is faced with an investment proposal. The project 

in that proposal has the following yearly details:

Year Net Income Depreciation rates
1 $50,000 33%
2 $60,000 45%
3 $70,000 15%
4 $60,000 7%

Assume no interest expense and no income tax. There is an 

initial investment of $100,000 in equipment purchase with an 

estimated salvage value of $15,000. Company will also need to 

take an additional operating working capital of $5,000 which 

will be recovered in year 4. The cost of capital for the project is 

12%. Calculate the project’s NPV and IRR.

Capital Budgeting

Chapter 4
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Solution

Years

0 1 2 3 4

Initial investment outlay

  Equipment 
cost

($100,000)

  Increase in 
operating 
working capital

($5,000)

Total initial 
investment 
outlay

($105,000)

Net Income $50,000 $60,000 $70,000 $60,000

  Depreciation 
Rates

0.33 0.45 0.15 0.07

  Depreciation ($33,000) ($45,000) ($15,000) ($7,000)

Operating ($105,000) $83,000 $105,000 $85,000 $67,000

  Salvage value 
of equipment

$15,000

  Return of 
operating 
working capital

$5,000

Total terminal $20,000

($105,000) $83,000 $105,000 $85,000 $87,000

Cost of capital 12%

NPV 168,604

IRR 77%
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4.2 XYZ Inc. is planning development of a new product. The 

following information is available about the new product:

a) The product will last 4 years

b) Upfront cost for purchase of new production line will be 

$300 million with a salvage value at the end of 4 years of 

$50 million

c) Depreciation will be over 4-year straight-line basis

d) Additional inventory of $60 million will be needed at 

the beginning of the project. Accounts payable will also 

rise by $10 million at the beginning. The net operating 

working capital is recovered at the end of 4 years.

e) Sales per year are estimated to be $200 million over the 

4-year period

f) Operating costs per year, excluding depreciation, will be 

$100 million

g) Marginal tax rate is 40%

h) Project’s cost of capital (WACC) is 10%

Calculate the project’s NPV.

Solution

See a� ached solution below



Financial Management Essentials You Always Wanted To Know16

facebook.com/vibrantpublishers

4.3 Two projects are being considered by a company. They are 

mutually exclusive and have the following cash fl ows:

Year Project A Project B
0 -$50,000 -$50,000

1 $15,625 $0

2 $15,625 $0

3 $15,625 $0

4 $15,625 $0

5 $15,625 $99,500
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If the required rate of return is 10%, which project should be 

chosen and why?

Solution

Years

0 1 2 3 4 5

Net Cash 
Flows - 
Project A

($50,000) $15,625 $15,625 $15,625 $15,625 $15,625

Net Cash 
Flows - 
Project B

($50,000) $0 $0 $0 $0 $99,500

Required 
Rate of 
Return

10%

NPV - 
Project A

9,231

NPV - 
Project B

11,782

Project B would be selected, as it has a higher NPV

4.4 ZZZ Inc. has two independent projects it can invest in. 

The company has a policy to recover all costs within 3 years. It 

uses the discounted payback method to assess projects with a 

discount rate (cost of capital) of 10%. The following cash fl ows 

are estimated for the two projects:

Year Project A Project B
0 -$100,000 -$80,000

1 $40,000 $50,000

2 $40,000 $20,000

3 $40,000 $30,000

4 $30,000 $0
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Which project(s) should the company invest in?

Solution

The company should invest in Project B, as the project costs are 

recovered in 3 years, as the company's policy requires

Years
0 1 2 3 4

Project A
Net Cash 
Flows

($100,000) $40,000 $40,000 $40,000 $30,000

Discounted 
New Cash 
Flow (10%)

($100,000) $36,364 $33,058 $30,053 $20,490

Cumulative 
Discounted 
Net Cash 
Flow

($100,000) ($63,636) ($30,579) ($526) $19,964

Discount 
Payback of 
Project A

3.03

Project B
Net Cash 
Flows

($80,000) $50,000 $20,000 $30,000 $0

Discounted 
New Cash 
Flow (10%)

($80,000) $45,455 $16,529 $22,539 $0

Cumulative 
Discounted 
Net Cash 
Flow

($80,000) ($34,545) ($18,017) $4,523 $4,523

Discount 
Payback of 
Project B

2.80
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5.1 ABC Inc. has revenue of $50,735,000 by keeping raw 

materials average worth $15,012,000. The payments pending 

from customers on an average is $10,008,000. Credit period is 40 

days, but they don’t utilize this time, and pay in 30 days only. 

They have now decided to utilize the complete credit period. 

For the same sales, if the raw materials in stock go down by 

$1,946,000 and pending receipts are reduced by $1,946,000, what 

will be the change in the cash conversion cycle? (Assume a 365-

day year)

Solution

Annual sales  = $50,735,000

Average Inventory level  = $15,012,000

Accounts receivable  = $10,008,000

Payables deferral period = 30 days

From the given data, we calculate the following:

Sales per day  = Annual sales/365

= 50,735,000/365 = $139,000

Inventory Conversion period = Inventory/Sales per day

= $15,012,000/$139,000 = 108 days

Working Capital 

Management

Chapter 5
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DSO = Accounts receivable/Sales per day

= $10,008,000/$139,000 = 72 days

Current CCC = Inventory Conversion Period + DSO – Payables 

Deferral Period

= 108 + 72 - 30 = 150 days - i

New inventory level = $15,012,000 - $1,946,000 

= $13066000

New accounts receivable = $10,008,000 - $1,946,000 

= $8062000

New payables deferral period = 40 days

From the above data, we get:

Inventory conversion period = $13066000/$139,000 = 94 days

DSO = $8062000/$139,000 = 58 days

New CCC = 94 + 58 - 40 = 112 days - ii

From i and ii,

Net change in CCC = 150 - 112 = 38 days

5.2 XYZ Inc. is trying to decide its strategy for current managing 

assets. The fi rm has $100,000 worth of fi xed assets, annual sales 

of $400,000, and debt is 50% of the company’s assets. The fi rm’s 

interest expense is 10% and the fi rm’s tax rate is 40%. Operating 

profi t stand at $36,000. If they follow a liberal policy, current 

assets will be 25% of sales. Under a strict policy, current assets 

will be 15% of sales. What is the diff erence in the expected ROEs 

between the diff erent policies?

Solution

Fixed Assets = $100,000

Sales = $400,000

Debt-to-Assets Ratio = Total Liabilities/Total Assets = 0.5

Interest Expense = 10%

Tax Rate = 40%
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Operating Profi t (EBIT) = $36,000

Alternative 1 (Current Assets = 25% of Sales)

Current Assets = $400,000 x 0.25 = $100,000

Total Assets = $100,000 + $100,000 = $200,000

Total Liabilities = $200,000 x 0.5 = $100,000

Total Equity = $200,000 - $100,000 = $100,000

Alternative 2 (Current Assets = 15% of Sales)

Current Assets = $400,000 x 0.15 = $60,000

Total Assets = $100,000 + $60,000 = $160,000

Total Liabilities = $160,000 x 0.5 = $80,000

Total Equity = $160,000 - $80,000 = $80,000

Alternative 1 Alternative 2
Current Assets $100,000 $60,000
Fixed Assets $100,000 $100,000
Total Assets $200,000 $160,000
Debt (Liabilities) $100,000 $80,000
Equity $100,000 $80,000
Total Liabilities & Equity $200,000 $160,000

Sales $400,000 $400,000
EBIT $36,000 $36,000
Interest Expense $10,000 $8,000
PBT $26,000 $28,000
Income Tax Expense $10,400 $11,200
Net Income $15,600 $16,800

ROE 15.60% 21.00%

Alternative 2 sees a higher return on equity due to the decrease 

in shareholders’ equity by holding a strict percentage of current 

assets (adjusting the total assets and thus, adjusting total equity).
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5.3 Calculate the nominal cost of trade credit in the below 

situations:

a) 1/15, net 20

c) 2/15, net 40

d) 2/10, net 60

Solution

a) 1/15, net 20

73.74% | Cost of trade credit = ($1/$99) x (365/5) = 73.73%

b) 2/15, net 40

29.80% | Cost of trade credit = ($2/$98) x (365/25) = 29.79%

c) 2/10, net 60 

14.90% | Cost of trade credit = ($2/$98) x (365/50) = 14.89%   
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6.1 ABC Inc. has a capital structure of 25% debt and 75% equity. 

The company wants to see the eff ect of changing it to 50% debt 

and 50% equity. The risk-free return is given as 5% and the 

average market return is 11%. The company’s applicable tax rate 

is 40% and its current cost of equity is 14%. What will be the 

company’s cost of equity with the new capital structure?

Solution

In order to solve for the cost of equity with the new capital 

structure, we must determine beta, b, under the new structure. To 

solve for beta, we need to fi ll out the table below.

Debt-to-assets ratio (wd) bu
T D/E b = bu x [1 + (1 – T) x (D/E)]

0 ? 40% 0 ?
0.25 ? 40% 0.33 ?
0.5 ? 40% 1.0 ?

Solve for b
1
: ks1 = k

RF 
+ (k

M
 – k

RF
) x b

1
 => b

1
 = 1.5

Solve for b
u
: b

u
 = b

1
/(1 + (1 – T) x (D/E)) = 1.5/(1 + (1 – 0.4) x (0.33))  

    = 1.25

Capital Structure

Chapter 6
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Debt-to-assets ratio (wd) bu
T D/E b = bu x [1 + (1 – T) x (D/E)]

0 1.25 40% 0 ?
0.25 1.25 40% 0.33 1.5
0.5 1.25 40% 1.0 ?

Solve for the remaining beta (b)

Debt-to-assets ratio (wd) bu
T D/E b = bu x [1 + (1 – T) x (D/E)]

0 1.25 40% 0 1.25
0.25 1.25 40% 0.33 1.5
0.5 1.25 40% 1.0 2

w
d
 = 25%

w
s
 = 75%

k
rf
 = 5%

k
m

 = 11%

T = 40%

k
s
 = 14%

We know that

k
s
 = k

rf
 + (k

m
 - k

rf
)xb

i

therefore, 

b
i
 = (k

s
 - k

rf
)/(k

m
 - k

rf
) = (0.14 - 0.04)/ (0.11 - 0.5) = 0.9/0.6 = 1.5

As per Hamada's equation,

b = b
u 
x [1 + (1-T)x(D/E)]

therefore,

b
u
 = b/[1 + (1-T)x(D/E)] = 1.5/[1 + (1 - 0.4)x(0.33)] = 1.5/1.2 = 1.25

Now, if the D/E = 0.5, using the above data, we get the following:

b = b
u 
x [1 + (1-T)x(D/E)] = 1.25x[1 + (1 - 0.4)x(0.5)] = 1.25x1.3 = 1.625

k
s
 = k

rf
 + (k

m
 - k

rf
)xb

i
 = 0.05 + (0.11 - 0.05)x1.625 = 0.05 + 

(0.06)x1.625 = 0.1475 = 14.75%



Capital Structure 25

www.vibrantpublishers.com

6.2 Following information is available regarding XYZ Inc.:

Total assets: $3,000 million
EBIT: $800 million
Interest expense: $0
Net Income: $480 million
Share price: $32
Tax rate: 40%
Debt ratio: 0
WACC: 10%
EPS $3.20

The company pays out all its earnings as dividends. Its stock 

price can be calculated by dividing earnings per share by the 

required return on equity, which currently equals the WACC as 

the company has no debt.

The company believes that if the capital structure consists of 

40% debt, then they will be be� er off . Hence, the company 

decides to buy-back shares at the current market price by using 

$1,200 million raised through a bank loan at a before-tax cost 

of 7%. The repurchase of shares will not have any eff ect on the 

EBIT, but the cost of equity will increase to 11%. What will be 

the company’s estimated stock price after the change in capital 

structure?
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Solution

Current Shares = NI/EPS = $480 million/$3.20 = 150 million shares

New Shares = 150 million shares – ($1,200 million/$32) = 112.5 

million shares

EPS = (($800 million – ($1.2 million x 0.07)) x (1 – 0.40))/112.5 

million shares = $3.82

Stock Price = $3.82/0.11 = $34.72
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7.1 XYZ Inc. wants to maintain its capital structure of 70% equity 

and 30% debt. The expected net income in the year will be $1 

million. As per residual dividend model, what should be the 

company’s capital budget, if dividend pay-out ratio will be 40%?

Solution

Dividend Payout Ratio = Dividend/NI 

Dividends = NI – RE

D
1
 = 0.40 x $1,000,000 = $400,000

RE = $1,000,000 - $400,000 = $600,000

Capital Budget = $600,000/0.7 = $857,143

Distribution to Shareholders

Chapter 7
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7.2 AAA Inc. expects to have a net income of $800,000 in the next 

year. Its optimal capital structure consists of 40% debt and 60% 

equity. The company would need to make capital investments 

worth $1.2 million next year. Calculate the company’s dividend 

pay-out ratio using residual dividend policy.

Solution

Capital Investment = $1.2 million

Total Equity of Capital Investment = 0.6 x $1,200,000 = $720,000

Dividends = $800,000 - $720,000 = $80,000

Dividend Payout Ratio = $80,000/$800,000 = 0.10
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8.1 ABC Inc. has the following balance sheet in 2010 (in millions 

of dollars):

Balance sheet for 2010
Assets

Cash and cash equivalents
Accounts receivable
Inventory

Total current assets
Net plant and equipment

Total assets

(in million of dollars)

$10
$25
$40

$75
$75

$150

Liabilities & Stockholders' equity
Accounts payable
Accrued liabilities
Notes payable

Total current liabilities
Long-term loans

Total Liabilities
Common equity

Total liabilities and equity

$15
$15
$20

$50
$30

$80
$70

$150

Forecasting Financial 

Statements

Chapter 8
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Sales during the year were $100 million and are expected to 

grow by 50% in 2011. The fi xed assets utilization in 2010 was 

85%. Assume that the company’s profi t margin remains at 5% 

and the dividend pay-out ratio is 60%. Calculate the additional 

funds needed (AFN) in 2011.

Solution

AFN equation cannot be used when the asset utilization is not 

100%. 

Sales $100.00
Sales growth 50%
Expected Sales $150.00

Fixed asset utilization 85%
Full capacity sales $117.65

63.75%
$95.63

We shall assume that all the other assets and spontaneous liabilities grow 
proportionally with sales
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Current Year Next Year
Sales $100.00 $150.00
Net Income (5% of sales) $5.00 $7.50
Divided (60%) $3.00 $4.50
Retained Earnings $2.00 $3.00

Cash $10.00 $15.00
Accounts receivable $25.00 $37.50
Inventories $40.00 $60.00

$75.00 $95.63
Total assets $150.00 $208.13

Accounts payable $15.00 $22.50
Notes payable $20.00 $20.00
Accrued wages and taxes $15.00 $22.50
Long-term debt $30.00 $30.00
Common equity $70.00 $70.00
Retained earnings $3.00
Total liabilities and equity $150.00 $168.00

AFN $40
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8.2 XXX Inc. reported the following income statement for 2010 

(in millions of dollars):

Income statement for 2010
Sales

Operating expenses

Interest expense

Taxes (@40%)

Net Income

$7,000

$3,000
$4,000

$200
$3,800

$1,520
$2,280

The company’s sales are expected to increase by 10% in 2011 

and its operating costs will increase in proportion to sales. The 

interest expense is expected to remain the same and so will the 

tax rate. The dividend pay-out ratio will be 50%. What is the 

forecast addition to retained earnings in 2011?

Solution

Income statement for 2011
Sales $7,700
Operating expenses $3,300

$4,400
Interest expense $200

$4,200
Taxes (@40%) $1,680
Net Income $2,520

Dividend = 0.50 x ($2520) = $1,260

RE = NI – Dividend = $2,520 - $1,260 = $1,260 (millions)
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8.3 ZZZ Inc. has the following balance sheet for 2010:

Balance sheet for 2010
Assets

Cash and cash equivalents
Accounts receivable
Inventory

Total current assets

Net plant and equipment

Total assets                

(in million of dollars)

$5
$25
$60
$90

$110
$200

Liabilities & Stockholders' equity
Accounts payable
Accrued liabilities
Notes payable

Total current liabilities
Long-term loans

Total Liabilities
Common stock
Retained earnings

Total liabilities and equity

$20
$10
$20

$50
$30

$80
$40
$80

$200

Sales in 2010 were $500 million and the net income was $50 

million. The company paid a dividend of $20 million to its 

common stockholders. The company is operating at full 

capacity. The sales for 2011 are projected to increase by 30%. Use 

the AFN equation to calculate the need for raising additional 

external capital.

Solution

AFN = (A*/S
0
) x ΔS – (L*/S

0
) x ΔS – MS

1
R

(A*/S
0
) x ΔS = ($200 million/$500 million) x $150 million = $60 

million
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(L*/S
0
) x ΔS = ($30 million/$500 million)) x $150 million = $9 

million

MS
1
R = (NI/S

0
) x S

1
 x (1 – (Div./NI)) = ($50 million/$500 million) x 

($650 million) x (1 – ($20 million/$50 million)) = $39 million

Therefore, AFN = $60 million - $9 million - $39 million = 

$12,000,000


