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Financial Management Answers
Question 1
A. Taxable income = $701,500
Tax Payable: = 50000*15%+(75000-50000)*25%+(701500-75000)*34%

= 7500+6250+213010

=$226,760
Additional Surtax : = (335000-10000)= 235000*5%=$11750

Therefore, total tax liability is $226,760 + $11750 = $238,510.
B. All incomes tat individuals and corporations earn as either capital gains or from businesses with the incomes from other sources included are subject to taxation. The tax is payable to the government. Indeed, taxes are the fact of life, and businesses like individuals must pay taxes on income. 
Question 2
A. Expected Return (Stock A) = 0.30*12% + 0.40*16% + 0.30*18% = 15.4%
Expected Return (Stock B) = 0.20*15% + 0.30*6% + 0.30*13% + 0.20*21% = 12.9%
Variance (Stock A) = 0.30*(12-15.4)^2 + 0.40*(16-15.4)^2 + 0.30*(18-15.4)^2 = 5.64%
Variance (Stock B) = 0.20*(15-12.9)^2 + 0.30*(6-12.9)^2 + 0.30*(13-12.9)^2 + 0.20*(21-12.9)^2 = 28.56
Standard Deviation (Stock A) = (5.64)^0.5 = 2.37%
Standard Deviation (Stock B) = (28.56)^0.5 = 5.34%
Stock A is better for Investment
B. 
i. Types of Risks
Market Risks. These are the risk of investments declining in value due to economic development and even other events affecting the entire market. Some examples of market risks include equity risks, currency risk and interest rate risks.
Liquid risks. Refers to the risks of one being unable to sell their investment at a fair price and get their money back when they want.
Concentration risk. Refers to the risks of loss since one’s money is concentrated in one type of investment.
Credit risk. Refers to the risk of the corporation or government body that issued a bod will go into financial difficulties and be unable to pay interests. 
Reinvestment risk. The risks of loss from reinvesting principle at a lower interest rate.
Inflation risk. Risk of loss in purchasing power since the value of one’s investment doesn’t keep up with inflation.
Horizon risk. Risk of investment horizon being shortened by unforeseen activities or events.
Longevity risk. Refers to the risk of outliving your savings.
Foreign investment risk. The risk of investing in foreign countries.
ii. Diversification reduces risks
Diversification technique requires that we should allocate investments among various financial instruments, industries and even categories. Investment ion different areas that react differently to the same event helps reduce risks. In the long run, diversification maximizes investment returns. 
iii. Common measures of Risk.
There are five measures of risk that is standard deviation, chance of loss, the magnitude of loss and beta ratios. 
Question 3	
A. 
	Holy Cross Industries
Income Statement
For the Year Ending December 31


	Particulars 
	
	Amount

	Revenues
	
	

	Sales
	
	123,000

	Less: Cost of goods Sold
	
	(62,000)

	Gross Profit
	
	61,000

	Less: Expenses
	
	

	Utility expenses
	8,000
	

	Salary expenses
	22,000
	

	Interest Expenses
	4,500
	

	Total expenses
	
	(34,500)

	Income Before Tax
	
	26,500

	Less: Income Tax expense
	
	(4,500)

	Net Income
	
	22,000





	Holy Cross Industries
Balance Sheet
As at December 31, 2018

	Assets
	Amount
	

	Current Assets
	
	

	Cash
	15,000
	

	Accounts Receivable
	34,000
	

	Inventory 
	82,000
	

	Prepaid Expenses
	12,000
	

	Trademark
	6,000
	

	Total Current Assets
	
	149,000

	Fixed Assets
	
	

	Building
	231,000
	

	Equipment
	76,000
	

	Total Fixed Assets
	
	[bookmark: _GoBack]307,000

	Total Assets
	
	456,000

	Liabilities and Stockholder’s Equity
	
	

	Liabilities
	
	

	Current Liabilities
	
	

	Accounts payable
	57,000
	

	Short-term notes payable
	44,000
	

	Total current Liabilities
	
	101,000

	Long-term liabilities
	
	

	Long-term liability
	35,000
	

	Loan from bank
	320,000
	

	Total long-term liabilities
	
	355,000

	Total Liabilities and  Stockholder’s Equity and Capital
	
	456,000



B. In deed the scope of finance functions is very wide Finance remains to be one of the major pillars of any organization. There are various roles that the finance department is tasked to perform within the organizations. Some of the many roles that the furnace department plays include bookkeeping, management of company’s cash flow, budgets and forecasting, advising and sourcing longer-term financing, management of taxes, management of company’s investments, financial reporting and analysis, assist and managers in making key strategic decisions, 
Question 4
A. 
	Financial Ratios
	McDonald's Corporation
	Industry Average

	1. Firm Liquidity

	[image: equation]
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	0.70
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	0.40
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	6.5 days
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	56.2 times/yr
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	35 times/yr

	2. Operating Profitability
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	11.6%
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	6.1%
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	1.9
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	56.2 times/yr
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	35 times/yr
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	3.2

	3. Financing Decisions
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	69%
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	3.3

	4. Return on common equity
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	12.78%




B. Advantages and Disadvantages of ratio analysis
Advantages of ratio analysis
a. It is extremely simple to calculate and never includes any complex calculation.
b. It helps in precise and easy comparison with competitor’s financial performance.
c. Helps in easy identification of any corporation problems and precisely compatre4s the problem with the corporation standards. Generally, ration analysis helps in the identification of the debt repaying capacity, solvency, operation efficiency liquidity, and the profitability.
d. Ratio analysis helps simplify complex accounting statements and financial data into simple ratios.
Limitations of ratio Analysis
a. Ratio analysis only points out problems and never offers solution to the problems. 
b. Ratio analysis utilizes the historical data and is used in future performance prediction which is not reliable. 
c. Sometime, ratios becomes manipulated especially if there is window dressing of the financial statements hence providing misleading results. 
d. Ratios usually ignore the level of changes due to inflations. 
Question 5
A. Current assets required to achieve anticipated sales for next year;
$15,000,000*25% = $3,750,000
Additional current assets required = current assets required next year – current assets available
$3,750,000 – 4,000,000 = -$250,000
Net fixed assets required to achieve anticipated sales for next year;
$15,000,000*50% = $7,500,000
Additional net fixed assets required = current assets required next year – current assets available
$7,500,000 - $6,000,000 = $1,500,000
Current liabilities with anticipated sales for next year;
$15,000,000*25% = $3,750,000
Increase in current liabilities = $3,750,000 – $4,000,000 = -$250,000
Total financing requirements = additional current assets required + additional net fixed assets required – increase in current liabilities
-$250,000 + $1,500,000 – (-$250,000) = $1,500,000
Net funding requirements = total financing requirement – retained earnings
$1,500,000 - $1,100,000 = $400,000
B. Financial planning = financial resources + financial techniques
Generally, financial planning is the estimation of the general capita; required by an organization. There are three types of financial planes namely short-term financial plan (prepared for maximum of 1 year), medium-term financial plan (prepared for a period between 1 and 5 years) and long-term financial plan (prepared for periods exceeding 5 years). 
Question 6
Payback Period = Base Year + (Initial Investment – cumulative of Base Year)/(Cash Inflow of Next Year)
	
	Project M
	Cumulative for Project M
	 PV for M
	Project N
	PV for N
	Cumulative PV for N

	Year 1
	10,000
	10,000
	11,001
	25,000
	25,000
	27503

	Year 2
	15,000
	25,000
	18160
	25,000
	50,000
	30266

	Year 3
	20,000
	45,000
	26631
	25,000
	75,000
	33289

	Year 4
	25,000
	70,000
	36603
	25,000
	100,000
	36603

	Year 5
	30,000
	100,000
	48309
	25,000
	125,000
	40258


 
Payback period for project M = 1+ (100,000 – 10,000)/15,000
					= 1+6 = 7 years
Payback period for project N = 1+ (100000 – 25,000)/25,000 
				= 1+3 = 4 years
ARR = (Average profit/Average Investment)*100
ARR for Project M = (0/25000)*100% = 0%
ARR for project N = (25,000/25,000)*100% = 10%
Net Present Value for M = 140,704 – 100,000 = $40,704
Net Present Value for N = 167,919 – 100,000 = $67,919
Profitability Index = PV of future cash flows/Initial investment
Profitability Index for M = 140,704/100,000 = 1.41
Profitability Index for N = 167,919/100,000 = 1.68
C. According to the NPV, project n should be developed since it has higher NPV value.
According to the ARR, project N should be developed since it shows higher profitability margins.
According to the profitability index, project N should be developed since it has higher profitability index value.
According to the payback period, project N should be developed since it has lowest payback period.
Question 7
i. Risk-return trade off
Risk-return trade off generally states that the potential returns usually rises with an increase in the risks. Investors usually associate the low levels of uncertainties with low returns. On the other hand high potential returns are associated with high levels of uncertainties. Acceptance of high levels of possibility of losses makes an investor render higher profits. 
ii. Time value of money
Time value of money generally implies that the money currently available is more worth than the identical sum in the future due to the potential earning capacity of money. Holding the same principle, investors usually prefer receiving money now rather than the same amount of money in the future since they believe that money has the growth potential over a given period.
iii. Cash is king 
Cash is king generally depicts that money is more valuable than any other form of investment tool. The slang is mostly used in the security market when investors try to save their money when security prices are high so as to purchase the securities when the prices decrease. 
iv. Incremental cash flow count
This is the additional operating cash flows that is gained by an organization taking in a new project. In this case, the company cash flow increases with the acceptance of the new project.
v. It’s hard to find really profitable projects
It is always hard to find a profitable project since the capitalistic system usually creates competition between organizations. The les the competition, the more profitable a project can be.
vi. Efficient capital market
In an efficient capital market, security prices usually adjust rapidly to the arrival of new information hence making the current prices of securities to reflect all information about the security. 
vii. The agency problem
The agency problem generally refers to a conflict of interest that is available in any relationship where one o0f the transacting party is expected to act in another’s best interest. This is most experienced between the company management and the company shareholders where the shareholders expect the management to act in their interest. 
viii. Taxes bias business decisions
Taxes being part of operating environment, they precisely affect the human decisions, taxes are designed to affect decisions rather than to raise revenue. 
ix. All risks are not equal
Not all risks come with expected reward. For instance market-correlated risks are compensated with higher expected returns. Additionally, investors believe that there is no reason to take an investment risk not unless one is being compensated for it hence the reason why not all risks are equal. 
x. Ethical dilemmas are everywhere in finance
Ethical behavior generally implies doing what is right. When used in finance, investors and other business people are required to do what is right. However, “what is right” in this case differs from one financial institution to another. Additionally, the difference is experienced from one investor to another hence implying the existence of ethical dilemmas in finance. 
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