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1. (30 marks) The Kahl Gold Corporation (KGC) had sales of $7,300,000 last year and earned a 4 percent return, after taxes, on sales. Although its terms of purchase are twenty days, its accounts payable represent 40 days of purchases. Suppliers are threatening to cut off the firm’s purchases. Accordingly, the firm’s president is seeking to increase KGC’s bank borrowings in order for KGC to become current on its trade obligations (i.e. to have 20 days of payables outstanding). KGC’s balance sheet (in thousands of dollars) is

Cash				$50			Accounts payable		$400
Accounts receivable		250			Note payable			  500
Inventories		        1,100			Accruals			  250 
Current assets	      $1,400			Current liabilities	        $1,150
Land & buildings	           500			Mortgage			  500
Equipment			500			Common shares		  250
							Retained earnings		  500
Total assets		      $2,400			Total claims		        $2,400
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a. How much financing is needed to eliminate the past-due accounts payable?

b. As a bank loan officer, would you make the loan? Explain why or why not. (Hint: It might be useful to calculate the Debt Ratio, the Current Ratio, and the ROA to aid in making your loan decision.)

c. Suppose KGC has the following choices for raising the needed capital:

· Borrow from the bank on a line of credit. The loan has a 9.0 percent nominal annual rate with monthly compounding.

· Negotiate with suppliers and arrange to buy on terms of 0.48/10, net 30.

· Sell subordinated convertible debentures at a par value of $1,000 with a 9 percent annual coupon rate. The firm’s share price is currently $25. The conversion price is $40. The expected growth rate of the share price is 8 percent per year. The convertibles will initially sell at par and will be callable after ten years with a 9% call premium.

Which method of borrowing would you recommend? Justify your answer.

2. (30 marks) The Rentz Corporation (RC) has annual credit sales of $14.60 million. Current expenses for the collection department are $400,000, bad debt losses are 1.5 percent, and the average collection period is 30 days. RC is considering easing its collection efforts so that collection expenses will be reduced to $300,000 per year. The change is expected to increase bad debt losses to 3.0 percent and to increase the average collection period to 50 days. In addition, sales are expected to increase to $15.33 million per year. Should RC relax its collection efforts if the pre-tax opportunity cost of funds is 20 percent, the variable cost ratio is 80 percent, and taxes are 40 percent?
 
3. (40 marks) Timothy Huang was recently hired as the financial manager of White Office Furnishings, a small manufacturer of metal office furniture. His first assignment is to develop a rational working capital policy. Huang has identified three potential policies: (1) an aggressive policy calling for a minimum amount of working capital and for substantial use of short-term debt, (2) a conservative policy calling for a high working capital level and primary reliance on long-term, as opposed to short-term, debt, and (3) a moderate policy falling between the two extremes. Huang estimates that the balance sheet under each policy will look like Table 1 ($000 omitted).

Short-term debt costs 5.0 percent, while long-term debt costs 7.0 percent. Variable costs are expected to be 60 percent of sales for the aggressive policy, 55 percent of sales for the moderate policy, and 50 percent of sales for the conservative policy. However, fixed costs increase if more current assets are held, because of increased storage and insurance costs. Annual fixed costs will be $125,000 under an aggressive policy, $150,000 with a moderate policy, and $175,000 under a conservative policy. The firm’s marginal corporate income tax rate is 40 percent.

Table 1

Balance Sheet

				Aggressive	 Moderate	Conservative

Current Assets		     $400	     $450	     $500
Net Fixed Assets		     $300	     $350	     $400
Total Assets		     $700	     $800	     $900

Short-term Debt (5%)	     $400	     $200	     $    0
Long-term Debt (7%)	     $    0	     $200	     $400
Common equity		     $300	     $400	     $500
Total claims		     $700	     $800	     $900

Because its working capital policy will affect the firm's ability to respond to customers' needs, sales are expected to vary under different economic scenarios as shown in Table 2 ($000 omitted).

Table 2

Sales with each Working Capital Policy

				Aggressive	 Moderate	Conservative

Strong Economy		     $700	     $850	     $975
Average Economy	     $600	     $725	     $825
Weak Economy		     $500	     $600	     $675

As Huang's assistant, you have been asked to draft a report that answers the following questions:

a. What are the two basic decisions in formulating a working capital policy? Describe how a firm that is willing to take relatively high risks in the hope of earning high returns makes these two decisions. Then describe the policy decisions of a highly risk-averse (conservative) firm and a moderate firm.

b. Construct income statements for each working capital policy assuming an average economy. Also, calculate the return on equity (ROE). Use the following format:

Income Statements With Each Policy

			Aggressive		Moderate		Conservative

Sales
Cost of goods sold
EBIT
Interest expense 
Taxable income 
Taxes (40%) 
Net income
ROE

c. Rework the income statements for weak and strong economies.

d.    Assume that there is a 40 percent chance of an average economy and a 30 percent probability of a strong economy and of a weak economy. What is the expected ROE under each policy? Are the policies equally risky?

e.	Now suppose that, after the firm has established its working capital policy, the Bank of Canada reacts to increasing inflationary expectations and begins to tighten monetary policy. As a result, interest rates increase. If the firm is following the conservative policy, it has locked in its 7 percent long-term debt cost. If it is following the aggressive policy, an increase of four percentage points for short-term debt pushes its short-term debt cost up to 9 percent. The moderate firm, of course, has only partially locked up its borrowing costs. What impact does this rise in the short-term rate have on the firm's profitability under each of the working capital policies, in an average economy, as measured by ROE?

f. One supplier, which supplies $73,000 worth of materials a year, offers terms of 2/10, net 30.

1.	What are the daily purchases net of discounts from this supplier?
2.	What is the average level of accounts payable to this supplier if the discount is taken? What is the average level of accounts payable net of discounts even though the discount is not taken? What are the amounts of free credit and costly credit under both discount policies?
3.	What is the approximate cost of the costly trade credit? What is the effective annual cost?
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