PROFESSIONAL PROGRAMME EXAMINATION
DECEMBER 2011

FINANCIAL, TREASURY AND FOREX MANAGEMENT

Time allowed : 3 hours Maximum marks : 100

NOTE : 1. Answer FIVE questions including Question No.1 which is compulsory. All
working notes should be shown distinctly.

2. Tables showing the present value of T 1 and the present value of an annuity
of 1 for 15 years are annexed.

Question 1
Comment on any four of the following :

(i) It is not always necessary that inventory is held for smooth manufacturing
and sales operations.

(i) Capital rationing does not always lead to optimum results.

(i) Corporate taxation creates incentive for advancement to the company by
utilising borrowed funds for financing its growth schemes.

(iv) Financial gearing is a double-edged sword.

(v) Financial policy and corporate strategy are most significant concerns of top
management. (5 Marks each)

Answer 1(i)

The necessity of holding of inventory varies from firm to firm. The firm carrying large
inventory may require huge investment involved in those goods but it takes the benefit
from the fluctuation of prices and in scarcity of goods. The firm carrying a small level of
inventory,on the other hand, face the problems in the situation when the goods are in
scarce but take the advantage of storage cost and investment cost. Practically itis very
difficult to manage the production system without inventory. Various companies follows
various systems of holding Inventory such as Economic Order Quantity, JIT etc. with a
view to minimize the total inventory cost as well to make availability of raw material in
time.

Answer 1(ii)

A Firm may fix the maximum amount that can be invested in capital projects, during
a given period of time. The firm then attempts to select a combination of investment
proposals that will be within the specific limits providing maximum profitability and put
them in descending order according to their rate of return. Capital rationing may result in
accepting several small investment proposals than a few large investment proposals so
that there may be full utilization of budgeted amount. This may result in accepting relatively
less profitable investment proposals if full utilization of budget is a primary consideration.
Similarly, capital rationing may also mean that the firm foregoes the next most profitable
investment following after the budget ceiling even though it is estimated to yield a rate of
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return much higher than the required rate of return. Thus capital rationing does not always
lead to optimum results

Answer 1(iii)

The main advantage to carry the debt capital is that interest paid on debentures is
deducted from the income. This deduction of interest from income results in reduction of
cost of debt and thus induces companies to raise more capital through debentures. In
other words it becomes financially advantageous for companies to launch expansion
programmes on borrowed money rather than raising equity from public. Earning per share
(EPS) increases with high presence of debt in debt- equity mix of a firm, as debt is less
costly than equity. As a result, equity shareholders are benefited from enhancement of
EPS as a result of increase in trading on equity. Thus, corporate taxation creates incentives
for advancement to the company by utilizing borrowed for financing its growth schemes.

Answer 1(iv)

A highly geared company is one where there is a high proportion of debt to equity,
and can be considered a risky investment as there is a higher likelihood of the company
being unable to pay its large debts. High financial gearing will increase the earnings per
share of a company if earnings before interest and taxes are rising, as compared to the
earning per share of a company with low or no financial gearing. So at times when the
economy is doing well, shares of highly geared company perform better than the shares
of a low geared company. However, if the company is not doing well, when its profits
before interest and taxes are falling, the earnings per share of highly geared company will
fall faster than those of low geared company

Answer 1(v)

Financial policy making is the backbone of business and very significant to top
management and helps the management to form corporate strategy. It helps in defining
the feasible area of operation for all types of activities and thereby defines the overall
framework. Financial policy comprises of three components (a) Financial resource (b)
Financial tools (c) Financial goals. Management need to ensure that enough funding is
available at the right time to meet the needs of the business. Hence, making of financial
policy in taking three important decision of business viz. Financing, Investing and Dividend
are always helpful to the management to take key corporate decision like expansion,
diversification etc.

Question 2

(a) Ash Enterprises Ltd. generated the following forecast in real terms for a
capital budgeting project :

Year-0 Year-1 Year-2
(% in '000) (X in '000) (% in '000)
Capital expenditure 1,210 — —
Revenue — 1,900 2,000
Cash expenses — 950 1,000

Depreciation — 605 605
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Ash, the President estimates the inflation to be 10% per year over the next
two years. In addition, Ash believes that the cash flows of the project should
be discounted at the nominal rate of 15.50%.

Required (Apply tax rate of 30%) —

(i) Workout NPV based on normal cash flow technique.

(i)  Workout NPV based on real cash flow technique. (10 marks)
Prakash Motors Pvt. Ltd. purchases 9,000 spare parts for its annual
requirements ordering one month usage at a time. Each spare part costs
<20. The ordering cost per order is 15 and the carrying charges are 15%
of unit cost. You have been asked to suggest the most economical
purchasing policy for the company. What advice would you offer and how
much would it save for the company per year ? (5 marks)
Following are the details regarding operations of Radiance Enterprises Ltd.
during a period of last 12 months :

T
Sales 12,00,000
Selling price (per unit) 10
Variable cost (per unit)
Total cost (per unit) 9

Credit period allowed to customers is one month.

The company is considering a proposal for a more liberal credit by increasing
the average collection period from one month to two months. This relaxation
is expected to increase sales by 25%. You are asked to advise the company
regarding adoption of new credit policy assuming that the company’s required

rate of return on investment is 30%. (5 marks)
Answer 2(a)(i)
Year  Cash  Effect of Cash Depre- Net cash Cash flow Cash flow PVrate  Net
Inflow Inflation on  expenses ciation flow before  after tax after tax 15.5% cash
cash flow (effect of (c) tax @ 30 % but before ) Inflow
(a) Inflation) a-b-c (d) depriciation e*f
(b) e=d+c
1 1900 2090 1045 605 440 308 913 0.865 789.74
2 2000 2200 1100 605 495 346 951 0.749 712.29
Total 1512.03
NPV = Cashinflow — Cash outflow

1512.03-1210

302.03
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Answer 2(a)(ii)

NPV based on Real cash flow technique

Year Cash Cash Depre- Net cash Cash flow Cash flow PV rate Net
Inflow  expenses ciation  flow before  after tax after tax 15.5% cash
(a) (b) (c) tax @ 30% but before (f) e*f
a-b-c (d) deprecia-
e=d+c
1 1900 950 605 345 241 846 0.865 731.79
2 2000 1000 605 395 276 881 0.749 659.86
Total 1391.65
NPV = Cashinflow— Cash outflow
= 1391.65-1210
= 181.65
Answer 2(b)

According to current policy:

Number of spare parts per purchase order =

Total variable cost =

Ordering cost + Carrying cost

Annual usage / 12 months
9000/12 = 750 units

(Ordering cost = No. of order x ordering cost per order)

= 12xRs.15+750/2 x 15% of Rs. 20

According to EOQ

EOQ =
a 2x9000xRs.15
- \/ 15% of Rs.20
= 300 units

Where,

A = Annual requirement
B = Ordering cost
C = Carrying cost per unit

Total variable cost = Ordering cost + Carrying cost
9000/300 x ¥ 15+ 300/2x% 3

450 +3 450

= %900

3180 + Rs. 1125 =% 1305
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Total variable cost under EOQ policy is less than the current policy. Therefore, the
company should follow the EOQ policy.

Savings in terms of cost according to ordering policy as per EOQ will be:
Cost as per current policy — Cost as per EOQ
¥ 1305 -3 900 =% 405
Answer 2(c)

Present cost of Sales (X 12,00,000 /% 10)
= (1,20,000 units x¥ 9) = T 10,80,000

Cost of additional sales [30,000 units x¥ 7

(Variable cost only)] = v 2,10,000
Total cost of sales = ¥ 12,90,000
New average cost per unit =% 12,90,000/ 1,50,000 units = I 8.60
New average collection period =2 months
Amount invested in receivables =3 12,90,000/ 12 x 2 = I 2,115,000
Amount invested in number of units receivables under
existing policy = 1,20,000/12 x 1 month = 10,000 units
Investment in receivables = 10,000units x
% 9 (variable cost only) = ¥ 90,000
Additional investment in receivables = New Investment
—old Investment=3 2,15,000 —¥ 90,000 = ¥ 1,25,000
Profitability of additional sales
= Additional units sold x contribution per unit
= 30,000x%3 = ¥ 90,000
Return on additional Investment in receivables
= ¥ 90,000/% 125,000 x ¥ 100 = 72%

The required rate of return of the firm is only 30 % while the actual return on additional
investment in receivables comes to 72% on adoption of new policy. Therefore, the firm
should adopt the new credit policy.

Question 3
(a) The following data relate to Intel Projects (India) Ltd. :

Year ending 31st March  Net Earnings Per Share Net Dividend Per Share

‘) ®)
2006 32 17.50
2007 28 18.50
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2008 26 20.00
2009 26 21.00
2010 24 22.00

There are 10 lakh equity shares issued and majority of these shares are
owned by private investors. There is no debt in the capital structure of the
company.

The company has been experiencing difficult trading conditions over the past
few years. In the current year, net earnings are likely to be I2.20 crore,
which will be just sufficient to pay a maintained dividend of I22 per share.

You are required to comment on the company’s dividend policy between
2005-06 to 2009-10; and on its possible consequences for earnings.
(6 marks)

(b) Hi-Fi Builders Ltd. needs to acquire the use of a crane for its construction
business. The crane if purchased outright will cost <10,00,000. A hire-
purchase and leasing company has offered the following two alternatives :

Hire-Purchase : ¥2,50,000 will be payable on signing of the agreement. Three
annual installments of 34,00,000 will be payable at the end of each year
starting from year one. The ownership in the crane will be transferred
automatically at the end of the third year. It is assumed that the company
will be able to claim depreciation on straight line basis with zero salvage value.

Leasing : 20,000 will be payable towards initial service fee upon signing
of the lease agreement. Annual lease rent of ¥4,32,000 is payable at the
end of each year starting from the first, for a period of three years.

The company is in 35% tax bracket and its discount rate is 20%. Should
it hire-purchase or lease the crane ? (8 marks)

(¢) How do firms manage economic risk due to fluctuations in forex market?
(6 marks)
Answer 3(a)

Comments on Company'’s Dividend Policy : From the data stated in the question,
it can be observed that, the EPS of Company has fallen from ¥ 32 to ¥ 24 over a period
of time (from 2005-06 to 2009-10). It represents 25 % fall in EPS during the said period.
But if we see the Net DPS, it is increasing from ¥ 17.50 to ¥ 22.00 over three years.

EPS and DPS are moving in opposite directions. Assuming that capital structure
remains constant, both actual earnings and return on capital employed have gone down.
Low EPS indicates that either company is earning less profit or surpluses available with
the company are less.

Comments on possible consequences for earnings : it is seen that dividend per
share is gradually increasing. The management would probably think that the increase in
dividend year after year give indication that company is growing. The increase in dividend
per share in a situation of decreasing EPS will adversely affect the retention ratio and will
adversely affect its long term profitability. This will also weaken the company’s competitive
position and wrong signals to the investors which may cause to fall in market price of
company’s share
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Answer 3(b)
Option I: Hire Purchase
Computation of Interest Charges and deprecation
Year Installments (%) Interest (%) Cash price ()  Depreciation
(@) ®)* (a-b) )
0 2,50,000 - 2,50,000 -
1 4,00,000 2,25,000 1,75,000 3,33,333
2 4,00,000 1,50,000 2,50,000 3,33,333
3 4,00,000 75,000 3,25,000 3,33,334
14,50,000 4,50,000 10,00,000 10,00,000

*  As the total hire purchase price is Rs. 14,50,000 and the cash price cost is Rs.
10,00,000. Hence the interest is Rs. 4,50,000 which is proportioned in the ratio of
hire purchase price outstanding i.e. 3:2:1.

Calculation of cash outflows in Hire Purchase

Year Installment Tax shield @ 35 % Net outflow PV factor PV of

) of Interest + ®) @ 20 % outflow

(a) depreciation c=(a-b) ®) ®)

(b) (d) cd

0 2,50,000 - 2,50,000 1.0000 2,50,000
1 4,00,000 1,95,417 2,04,583 0.8333 1,70,479
2 4,00,000 1,69,167 2,30,833 0.6944 1,60,290
3 4,00,000 1,42,917 2,57,083 0.5787 1,48,774
7,29,543

Option II: Leasing
Calculation of cash outflows

Year Installment Tax shield @ 35 % Net outflow PV factor PV of

) of Lease Rental ) @20%  outflow
(@) (b) c=(a-b) ), )
(d) c*d
0 20,000 - 20,000 1.0000 20,000
1 4,32,000 1,58,200 (35% of
20,000 + 4,32,000) 2,73,800 0.8333 2,28,158
2 4,32,000 1,51,200 (35% of
4,32,000) 2,80.800 0.6944 1,94,988
3 4,32,000 1,51,200 (35% of
4,32,000) 2,80.800 0.5787 1,62,499

6,05,645
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The present value of cash outflows in case of hire purchase alternative is ¥ 7,29,543
and in case of lease alternative is ¥ 6,05,645. The lease option implies lesser cost and,
therefore, the firm should procure the crane on lease basis.

Answer 3(c)

Economic risk refers to unfavorable economic conditions in buyer or seller’s country
which may affect both parties in fulfilling their obligations. On the buyer side, economic
risk may result in buyer’s insolvency or inability to accept the goods and services. On the
other hand, the seller may experience difficulty in producing or shipping the goods.

Once a firm recognizes its risk, it can reduce it by using following tools:

— Forecasts

— Risk Estimation

— Benchmarking

— Hedging

— Netting

— Matching

— Leading and Lagging
— Stop loss

— Reporting and Review

Question 4
Distinguish between any four of the following :

(i) ‘Control need of widely-held company’ and ‘control need of closely-held
company’.

(i) ‘Capital structure’ and ‘financial structure’.
(i) ‘Finance lease’ and ‘sale-and-lease back'’.

(iv) ‘Net income approach to capital structure’ and ‘net operating income
approach to capital structure’.

(v) ‘Financial risk’ and ‘business risk’. (5 marks each)
Answer 4(i)
‘Control Need of Widely held company’ and ‘Control Need of closely held company’

A closely held company is a company whose common shares are owned by one
individual owner or by a small group of controlling stockholders. This is in contrast to a
widely held stock, in which thousands or even millions of different investors may own
shares in a large company. Closely held stock is typically not publicly traded on exchanges
because the small number of owners rarely sells their shares. A common way that a
closely held stock is created is when an entrepreneur starts and incorporates his or her
own business, but retains ownership of all the company’s outstanding shares.
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Answer 4(ii)
Capital Structure and Financial Structure

— Capital Structure relates to long term capital sources for creation of long term
assets. Financial Structure involves creation of long term as well as short term
sources of funds.

— Capital Structure is the core element of financial structure. Capital Structure can
exist without the current liabilities and in such cases, capital structure will be
equal to financial structure. But we cannot have a situation where the firm has
only current liabilities and no long term capital.

The financial structure of the firm is considered to be balance one if the amount of
current liabilities is less than the capital structure net of outside debt because in such
cases, the long term capital is considered sufficient to pay current liabilities (in case of
sudden loss of current assets.)

Answer 4(iii)
'Financial lease' and 'Sale and leaseback’

Financial lease is like an installment loan. It is a legal commitment to pay for the
entire cost of equipment plus interest over a specific period of time. The lessee commits
to a series of payments which in total exceeds the original cost of the equipment. It
excludes the provision for maintenance or taxes which are paid separately, by the
lessee. Contract period ranges from medium to long term. These contracts are generally
non cancelable.

A ‘sale and leaseback’ allows a company to raise money from the sale of assets,
while retaining use of them, but at the cost of increasing operational. The money raised
from selling assets may make the company financially stronger, but is commonly used,
at least in part, to return capital to shareholders.

Answer 4(iv)
Net Income approach and Net Operating Income approach

According to NI approach, if the financial leverage increases, the weighted average
cost of capital decreases and the value of the firm and the market price of the equity
shares increases. Similarly, if the financial leverage decreases, the weighted average
cost of capital increases and the value of the firm and the market price of the equity
shares decreases.

Net Operating Income Approach is of the opposite view of Net Income approach.
This approach suggests that the capital structure decision of a firm is irrelevant and that
any change in the leverage or debt will not result in a change in the total value of the firm
as well as the market price of its shares. This approach also says that the overall cost of
capital is independent of the degree of leverage

Answer 4(v)
Financial Risk and Business Risk

Financial risk is the associated risk if an investment will not generate sufficient cash



PP—FTFM-December 2011 10

flows either to cover interest payment on money borrowed to finance it or principal
repayment on the debt or to provide profits to the firm.

Business Risk can be defined as the chance that the firm will not have the ability to
complete successfully with the assets that it purchases, for example, the firm may
acquire a machine that may not operate properly, that may not produce saleable products
or that may face other operating or market difficulties that causes losses.

Business risk is related to the viability of earnings before interest and taxes (EBIT),
Financial risk is related to the variability of earnings per share.

Factors responsible for business risk are changes in consumer preferences,
competitors actions, technological obsolescence, business cycle, etc. Thus, so long as
the environment is given to the firm, business risk is an unavoidable risk. Financial risk,
on the other hand, is associated with the financing decisions or the capital mix of the
firm.

Question 5

(a) A Portfolio Manager has three stocks in his portfolio. Following information
is available in respect of his portfolio :

Company Investment S
]

X Ltd. 6,00,000 1.3

Y Ltd. 3,00,000 14

Z Ltd. 1,00,000 0.9

Expected return on the market portfolio is 15% and the risk free rate of
interest is 6%. On the basis of Capital Asset Pricing Model (CAPM), compute
the following :

(i) Expected return of the portfolio; and
(i) Expected p of the portfolio. (8 marks)

(b) The following data is related to X Ltd., Y Ltd. and Z Ltd. for the current
financial year :

X Ltd. Y Ltd. Z Ltd.
Variable cost as a % of sales 70 75 50
Interest expense (%) 20,000 30,000 1,00,000
Degree of operating leverage 5:1 6:1 2:1
Degree of financial leverage 3:1 4:1 2:1
Corporate tax rate 30% 30% 30%

You are required to prepare their income statements.
(12 marks)



11 PP—FTFM-December 2011
Answer 5(a)

Expected rate of Individual Securities

fa=r +Ba (fm-1y)
Where :

I

Ba

'm

Risk free rate = 6%
Beta of the security

Expected market return =15%

ra of X Ltd. = .06 + 1.3 (.15 - .06) = .06 + .117 = .177
ra of YLtd.=.06 + 1.4 (.15 -.06) =.06 + .126 = .186
ra of ZLtd. = .06 + 0.9 (.15 - .06) = .06 + .081 = .141

(i) Expected rate of Portfolio

Company Amount (%) Weight (w) B, ra WX ra

X Ltd. 6,00,000 0.6 1.3 0.177  0.1062
Y Ltd. 3,00,000 0.3 1.4 0.186  0.0558
Z Ltd. 1,00,000 0.1 09 0.141 0.0141

10,00,000 0.1761

So the expected return of the portfolio is 0.1761 or 17.61%
(i) Expected B of the portfolio

= W+ W+ W

p 3 °3
= 13x06+14x03+0.9x0.1
= .78 + .48+ .09
= 1.29
p
Answer 5(b)
Income Statement
Particulars X Ltd. (in%) Y Ltd. (in<) ZLtd. (in<)
Sales * 5,00,000 9,60,000 8,00,000
Less : variable cost 3,50,000 7,20,000 4,00,000
(70% of sales) (75% of sales) (50% of sales)
Contribution 1,50,000 2,40,000 4,00,000

Less : fixed cost 1,20,000 2,00,000 2,00,000
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Particulars X Ltd. (in%) Y Ltd. (in%) ZLtd. (in%)
EBIT 30,000 40,000 2,00,000
Less: Interest expense 20,000 30,000 1,00,000
EBT 10,000 10,000 1,00,000
Less : Corporate tax @30% 3,000 3,000 30,000
EAT 7,000 7,000 70,000
*Working notes:

Particulars X Ltd. (in%) Y Ltd. (in%) ZLtd. (in%)
Calculation of EBIT

Interest Expense 20,000 30,000 1,00,000

Degree of financial Leverage= 3= EBIT/ EBIT-20,000 4 = EBIT/ EBIT- 30,000

Earning before interest and

2= EBIT/ EBIT- 1,00,000

tax/ EBIT —Interest 3 EBIT -60,000 4 EBIT -1,20,000 2 EBIT -
= EBIT = EBIT 2,00,000 = EBIT
2 EBIT= 60,000 3 EBIT= 1,20,000 EBIT=
EBIT= 30,000 EBIT= 40,000 2,00,000
EBIT= 2,00,000
Calculation of Contribution
Degree of operating leverage = 5= 6= 2=
Contribution/ Contribution = Contribution =
Rs.30,000 Rs.40,000 <2,00,000
Contribution/EBIT Contribution = Contribution = Contribution =
1,50,000 2,40,000 4,00,000
Calculation of fixed cost
Fixed cost = Contribution - EBIT 1,20,000 2,00,000 2,00,000
Variable cost 70% 75% 50%

Calculation of Sales

Sales = contribution/sales

1,50,000/100-70

2,40,000/100-75

4,00,000/100-50

(in %) (in %) (in %)
—variable cost (%) 1,50,000/ 30 % 2,40,000/ 25% 4,00,000/ 50%
=<5,00,000 =79,60,000 =78,00,000
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Unichem Ltd. sells its products on a gross profit margin of 20% on sales. The following
figures and ratios are extracted from its annual accounts for the year ended 31st

March, 2010 :
Sales for the year (all credit) < 40,00,000
Fixed assets turnover (Cost of goods sold basis) 1.6
Stock turnover (Cost of goods sold basis) 8
Liquid ratio 1:1
Current ratio 1.8 : 1
Debtors collection period 1 Month
Reserves and surplus to share capital 06 : 1
Capital gearing ratio 0.5
Fixed assets to net worth 125 : 1

On the basis of above details, you are required to prepare —
(i) Balance sheet of the company,; and

(i) The statement showing working capital requirement, with a provision for
contingencies @ 10% of net working capital. (20 marks)

Answer 6(i)

Balance Sheet of Unichem Ltd. as on 31st March 2010

Liabilities Amount (?) Assets Amount (?)
Share Capital 10,00,000 Fixed Assets 20,00,000
Reserve and Surplus  6,00,000 Closing Stock 4,00,000
Long term debts 8,00,000 Debtors 3,33,333
Current Liabilities 5,00,000 Cash 1,66,667
29,00,000 29,00,000

Working Notes:

(@) Cost of goods sold

(b) Closing Stock

(c) Fixed Assets

(d) Current Assets
Current ratio=1.8:1

Sales — gross profit (20 % of sales)

¥ 40,00,000 - 8,00,000 = X 32,00,000
Cost of goods sold / Stock turnover

¥ 32,00,000/8 = ¥ 4,00,000

Cost of goods sold / Fixed Assets turnover

% 32,00,000/1.6 = ¥ 20,00,000
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Liquid ratio=1:1
Closing stock =1.8-1=0.8

Hence, Current Assets

4,00,000 x 1.8
0.8
%9,00,000

(e) Liquid Assets (Debtors + cash) = Current Assets — Closing Stock
= ¥9,00,000 —% 4,00,000 =% 5,00,000

Sales x Debtors Collection period
12

% 40,00,000 x1 /12 =% 3,33,333
(g0 Cash = Liquid Assets — Debtors
% 5,00,000-% 3,33,333=%1,66,667
(h) Net Worth = Fixed Assets / 1.25
= <20,00,000/1.25=% 16,00,000
() Reserve and Surplus = Reserves + Share capital
06+1
% 16,00,000x0.6/1.6 =% 6,00,000
() Share capital = Net worth — Reserve and Surplus
= <16,00,000-% 6,00,000 =% 10,00,000
(k) Current Ratio = Current Assets / Current Liabilities
= <9,00,000/1.8 =% 5,00,000
() Longterm debts =

(f) Debtors =

Capital gearing ratio = Long term Debts / Net worth
Long term debts =¥ 16,00,000 x 0.5 =¥ 8,00,000

Answer 6(ii)

Statement Showing Working Capital Requirement

Particulars Amount (in%) Grand Total (in<3)

A. Current Assets
Closing Stock 4,00,000
Debtors 3,33,333
Cash 1,66,667 9,00,000
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Particulars Amount (in<) Grand Total (in<)

B. Current Liabilities 5,00,000 5,00,000

Working capital before provision
(A-B) 4,00,000

Add: Provision for Contingencies
@10 % of working capital including
provision or 1/9 of working Capital
before provision

34,00,000 x 1/9 44,444 44,444
Net Working Capital Requirement 4,44,444
Question 7

Write notes on any four of the following :

(i) Forfaiting

(i) Financial distress

(i) Cost of retained earnings

(iv) Advantages of commodity trading

(v) Services provided by venture capital fund. (5 marks each)

Answer 7(i)
Forfaiting

It is the method of export trade financing, especially when dealing in capital (which
have long payment periods) or with high risk countries. In forfeiting, a bank
advances cash to an exporter against invoices or promissory notes guaranteed by the
importer’s bank.

The amount advanced is always ‘without recourse’ to the exporter, and is less than
the invoice or note amount as it is discounted by the bank. The discount rate depends
on the terms of the invoice/note and the level of the associated risk

Answer 7(ii)
Financial Distress

Generally, the affairs of the firm should be managed in such a way that the total risk-
business as well as financial borne by equity shareholders is minimized and is manageable,
otherwise the firm will obviously face difficulties. If cash inflow is inadequate, the firm will
face difficulties in payment of interest and repayment of principal. If the situation continues
long enough, a time will come when the firm would face pressure from creditors. Failures
of sales can also cause difficulties in carrying out production operations. The firm would
find itself in a tight spot. Investors would not invest further. Creditors would recall their
loans. Capital market would heavily discount its securities. Thus, the firm would find
itself in a situation called distress.
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Answer 7(iii)
Cost of Retained Earnings

Retained earnings are reinvested in the firm. Since there is no explicit payout from
the retained earnings, it has been argued that there is no cost to the firm for carrying
these retained earnings. It is further stated that these retained earnings acquire the
character of owners’ perpetual capital and as such, the return on investment of the firm is
ultimately proportional to the rate of growth of retained earnings. The capital that is
reinvested in business carry some cost if that is ideal and the firm bears a cost on it
which affects the profitability of the firm. Therefore, the cost of retained earnings is the
opportunity cost of returns obtained in a similar investment elsewhere.

Answer 7(iv)

Advantages of commodity trading
— Good low risk portfolio diversifier.
— Less volatile as compared to equity trading
— Better risk adjusted returns

— Ahighly liquid asset class, acting as a counter weight to stocks, bonds and real
estate.

— Investors can leverage their investment and multiply potential earnings.

— Agood hedge against any downturn in equities or bonds as there is little correlation
with equity and bond market.

— High correlation with changes in Inflation.
Answer 7(v)
Services Provided by venture capital fund

Venture Capital (VC) is risk capital invested in privately held companies by Venture
Capital firms, through the underwriting of newly issued stock and/or convertible bonds.
Services offered by venture capital are:

— Finance new and rapidly growing companies, typically knowledge based,
sustainable, up scaleable companies

— Purchase equity/quasi- equity securities
— Assist in the development of new products and services
— Add value to the company through active participation

— Take higher risks with the expectation of higher rewards having a long term
orientation.
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