Question 1
a) $400,000-($7,300,000*0.04)=$108,000
b)
Debt Ratio= Total Debt/ Total Assets=(1150+500)/2400=0.69
Current Ratio= Current Assets/ Current Liabilities=1400/1150=1.22
Return on Assets (ROA) = Net Income/ Common equity= (7300*4%)/(2400-1150-500)=0.389
c)
1, The effective rate for continuous compounding:  kannual=(1+QR/m)m-1=1.007512-1=9.4%
2, The approximate percentage cost of foregoing this discount is: (0.48/99.52)(365/20)=8.8%
3, Conversion Ratio = Par Value of Convertible Bond/Conversion Price of Equity = $1,000/$40 = 25
      Conversion value in 10 years = 25 * $25 * (1.08)10 = $1,349.33	
      $1,000 = ($1,000*9%) * PVIFAKc,10 + $1,349.33*PVIFKc,10 
      KC =
Trade credit from suppliers is cheapest. However, this is the only form of short-term financing that automatically increases with sales which is not good for long-term financing. The bank financing has lower interest rate but since it is a line of credit, the bank could reduce the line limit at the first hint of any problems for the firm or a change in credit conditions generally. Thus, if the firm needs permanent financing, it should really focus on convertible bonds. Convertible bonds are often referred to as a form of “delayed equity financing”. 
In conclusion, the convertibles appear to be the most attractive form of financing when qualitative as well as quantitative factors are considered. 




Question 2
	
	Old Policy
	New Policy
	New-Old
	

	Revenue
	 $      14,600,000 
	 $     15,330,000 
	 $            730,000 
	

	Production Costs
	 $      11,680,000 
	 $     12,264,000 
	 $            584,000 
	

	Pre taxes & credit costs
	 $        2,920,000 
	 $       3,066,000 
	 $            146,000 
	

	Discounts 
	 $                       -   
	 $                       -   
	 $                        -   
	

	Bad debt losses 
	 $            219,000 
	 $           459,900 
	 $            240,900 
	

	Collection expenses 
	 $            400,000 
	 $           300,000 
	-$           100,000 
	

	Receivables carry cost 
	 $            240,000 
	 $           420,000 
	 $            180,000 
	

	Inventory carry cost 
	 $                       -   
	 $                       -   
	 $                        -   
	

	Credit costs
	 $            859,000 
	 $       1,179,900 
	 $            320,900 
	

	
	
	
	
	

	Old policy receivables carry cost = 30 days x ($14.6M/365 days) x 0.2 = $240,000

	New policy receivables carry cost = 50 days x ($15.33M/365 days) x 0.2 = $420,000

	
	
	
	
	

	Pre taxes & credit costs
	 $        2,920,000 
	 $       3,066,000 
	 $            146,000 
	

	Credit costs 
	 $            859,000 
	 $       1,179,900 
	 $            320,900 
	

	Pre taxes 
	 $        2,061,000 
	 $       1,886,100    
	-$           174,900 
	

	Taxes (40%)
	 $            824,400 
	 $           754,440 
	-$              69,960 
	

	Net income 
	 $        1,236,600 
	 $       1,131,600 
	-$           104,940 
	



Net income is negative. This indicates that the firm should not make the change. 






Question 3
a) The 2 basic decisions in formulating a working capital policy are:
1.the appropriate level of investment in current assets
 2.how it should be financed( cash flow cycle).

b)
	
	Income Statement with Each Policy
	

	Average Economy
	Aggressive
	Moderate
	Conservative

	Sales
	
	 $         600,000 
	 $         725,000 
	 $         825,000 

	Less COGS
	
	 $         485,000 
	 $         548,750 
	 $         587,500 

	EBIT
	
	 $         115,000 
	 $         176,250 
	 $         237,500 

	Less Interest
	
	 $            20,000 
	 $            24,000 
	 $            28,000 

	Taxable Income
	
	 $            95,000 
	 $         152,250 
	 $         209,500 

	Less Taxes(40%)
	
	 $            38,000 
	 $            60,900 
	 $            83,800 

	Net Income
	
	 $            57,000 
	 $            91,350 
	 $         125,700 

	ROE
	
	19.00%
	22.84%
	25.14%

	
	
	
	
	

	COGS=Fix costs+Variable costs=$125,000+0.6*$600,000=
	 $         485,000 

	COGS=Fix costs+Variable costs=$150,000+0.55*$725,000=
	 $         548,750 

	COGS=Fix costs+Variable costs=$175,000+0.5*$825,000=
	 $         587,500 



c)
	
	Income Statement with Each Policy
	

	Strong Economy
	
	Aggressive
	Moderate
	Conservative

	Sales
	
	 $         700,000 
	 $         850,000 
	 $         975,000 

	Less COGS
	
	 $         545,000 
	 $         617,500 
	 $         662,500 

	EBIT
	
	 $         155,000 
	 $         232,500 
	 $         312,500 

	Less Interest
	
	 $            20,000 
	 $            24,000 
	 $            28,000 

	Taxable Income
	
	 $         135,000 
	 $         208,500 
	 $         284,500 

	Less Taxes(40%)
	
	 $            54,000 
	 $            83,400 
	 $         113,800 

	Net Income
	
	 $            81,000 
	 $         125,100 
	 $         170,700 

	ROE
	
	27.00%
	31.28%
	34.14%

	
	
	
	
	

	COGS=Fix costs+Variable costs=$125,000+0.6*$700,000=
	 $         545,000 

	COGS=Fix costs+Variable costs=$150,000+0.55*$850,000=
	 $         617,500 

	COGS=Fix costs+Variable costs=$175,000+0.5*$975,000=
	 $         662,500 



	
	Income Statement with Each Policy
	

	Weak Economy
	
	Aggressive
	Moderate
	Conservative

	Sales
	
	 $         500,000 
	 $         600,000 
	 $         675,000 

	Less COGS
	
	 $         425,000 
	 $         480,000 
	 $         512,500 

	EBIT
	
	 $            75,000 
	 $         120,000 
	 $         162,500 

	Less Interest
	
	 $            20,000 
	 $            24,000 
	 $            28,000 

	Taxable Income
	
	 $            55,000 
	 $            96,000 
	 $         134,500 

	Less Taxes(40%)
	
	 $            22,000 
	 $            38,400 
	 $            53,800 

	Net Income
	
	 $            33,000 
	 $            57,600 
	 $            80,700 

	ROE
	
	11.00%
	14.40%
	16.14%

	
	
	
	
	

	COGS=Fix costs+Variable costs=$125,000+0.6*$500,000=
	 $         425,000 

	COGS=Fix costs+Variable costs=$150,000+0.55*$600,000=
	 $         480,000 

	COGS=Fix costs+Variable costs=$175,000+0.5*$675,000=
	 $         512,500 



d)
	Economic State
	Probability
	Aggressive
	Moderate
	Conservative

	Weak
	30.00%
	11.00%
	14.40%
	16.14%

	Average
	40.00%
	19.00%
	22.84%
	25.14%

	Strong
	30.00%
	27.00%
	31.28%
	34.14%

	Expected ROE
	
	19.00%
	22.84%
	25.14%

	Stnd. Dev. ROE
	
	6.20%
	6.54%
	6.97%

	Coefficient of Variation
	0.326
	0.286
	0.277



e) If the firm's short term cost of debt increased to 9%, then interest costs would be greatest under the aggressive policy:
	Short term int. rate
	Aggressive
	Moderate
	Conservative

	5%
	$20,000
	$24,000
	$28,000

	9%
	$36,000
	$32,000
	$28,000

	Increase
	$16,000
	$8,000
	$0


Note that the interest expense doesn't increase if the firm uses a conservative policy, because the 7% long-term rate is locked in. The increased interest expense causes a decrease in ROE under the aggressive and moderate policies:
	Average Economy
	Aggressive
	Moderate
	Conservative

	Sales
	 $      600,000 
	 $             725,000 
	 $         825,000 

	COGS
	 $      485,000 
	 $             548,750 
	 $         587,500 

	EBIT
	$115,000
	$176,250
	$237,500

	Interest
	$36,000
	$32,000
	$28,000

	Taxable Income
	$79,000
	$144,250
	$209,500

	Taxes (40%)
	$31,600
	$57,700
	$83,800

	Net Income
	$47,400
	$86,550
	$125,700

	ROE
	15.80%
	21.64%
	25.14%

	
Short term int. rate
	Aggressive
	Moderate
	Conservative

	5%
	19.00%
	22.84%
	25.14%

	9%
	15.80%
	21.64%
	25.14%

	
	
	
	


Thus, the greater the use of short term debt, the greater the reduction in ROE in the event of an increase in interest rates. 

f)
1) 2%*$73,000/10days=$146
2)The average of A/P to this supplier if the discount is taken:
AP=10 days*($73,000/365days)=$2,000
The average of A/P net of discounts if the discount is not taken:
AP=30 days*($73,000/365days)=$6,000
Amount of free credit is $1,460 and costly credit is $0 if the discount is taken.
Amount of free credit is $0 and costly credit is $1,460 if the discount is not taken.
3)



 

