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0.3 Stock B

; 04 % 25%
. 03 4 15
. Calculate the expected retum and st 30 5

- andard deviation of Stock A and Stock B.

b Ce an i
¢. Ifyou form a portfolio of Sto((i:foxrelatmn o 5 it between Stock A and Stock B?
and Stock B comprising 40 percent wealth in Stock A and

the rest in Stock B, calcyla :
o te the portfolio retun and standard deviation. Also interpret the
What advantage an investor |
! Can achieve by i ina hi : :
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VTR = AW, UA = ll.U?%; UB = 7_75% (b) COVAa:-QO; Oag=

34. 2079 Q.No. 18],

Consider the probabilit

y distribution of alternative rates of return associated with stock A and B

/

IO

= 0.98; (c) E(Re) = 15.8%; 0 =

0.94%

Fiven in the following.

State of economy Probability Stock A Stock B
1 0.3 -20% 5%
2 03 30% 25%
3 0.4 40% 30%

. Calculate the expected return a

a
b. What are the cova

c. Ifyou form a portfolio of Stoc
the rest in Stock B, calculate

nd standard deviation of Stock A and Stock B.

riance and correlation coefficient between Stock A and-Stock B?

the risk forming the portfolio?

d. Covariance between stock B and market is 140 and
percent. If risk free rate is 6 percent and market risk
required rate of retun on Stock - B.

Ans: (a) E(Rq) = 19%; E(Rq) = 21%; oa = 25.87%; 0 = 10.68% (b) COVaq = 276; pag

B5. 2078 Q.No. 18|

{Y\ahlﬂb

Key

w fe(l va

N o,

w - R D XE,
ny‘*“” Rafe fb return (Rg) =— Pg t (Km Kb

k A and Stock B comprising 70 percent wealth in Stock A and
the risk and return of your portfolio. Are you able to diversify

standard deviation of market is 9
premium is also 4 percent, calculate

Is Stock B overpriced or underpriced?

T6+3+3+3)
=0.9989 (c)

E(Re) = 19.6%; o, = 21.31% (d) ks = 12.92%
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* UbUb (€) CVa i the lowest, we would prefer stogf]] |

-[12.2071Q.No. § :
+ The past five years' rate of returr from-Stock A and Stock B are as below:
Year Return on Stock A Return on Stock B
2007 10% . 15%
2008 30 -10
2009 . -10 25
2010 5 20 Y
2011 10 15 | fe_
a. Compute the average return on Stock A and Stock B. ,
b. Determine thg standard deviation of return on Stock A and Stock B.
s D s s % ot o oo o ne oS
. um of the olio a i §
deviation. 'po 0 and the portfolio
d. Interpret the result . -‘
2070 aNe 7] Ans: (a) Ra 9%, Ro 13%; (b) o 14.32%, o 1351%: () Re 11%, o» 228
i — ——
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86

Asmila’s Question Bank- BBS 2™ Year

36. 2076 Q.No. 18

Consider the following probability distribution of market return and the return_on

Stock A:
Pmbﬂb"i‘y Market return Stock A's return
0.3 15% 20%
0.4 9 5

&7 What are the.expected retum and standard deviation of market and the Stock A?
\b/ Calculate the covariance between return from market anq the Stock A.
C.If'you form a portfolio investing 60% in market and 40% in Stock A, what are the ex

return and standard deviation of this portfolio? ‘
d. Calculate beta coefficient of Stock A. What does it indicate?
€. If risk-free rate of retum is currently 6%, what is the CAPM return for Stock A? s

ER m W

worth investing?- , . 343030
Ans: (a) E(Ru) 13.5%; E(Ra) 11.6%; ou 3.85%; 06.22% (b) 16.2 (c) 12.74% and 439%.@) 1,091 o) -
s\~
f(‘ojpa\o:\\‘\'j \ge \9
| 2 (Ra "ERDX
- -C¥n
P | R | R | Raxe |Rax® | G- E20YXE [ (Ra-cRa)X?|Rm-ce)
. . 0-675 7. 2\.6F5 7. —
0.3 |15 |Ro7 Ui, &1 /
6‘/ 2. %‘),‘[_ \()J\/ -
o-u | 9. 5 3.67/. o .
k 7 6. eS| o s - 2 ??7_
0.3 | (&1, | 21| sav | 36"
b F 4 2(Ra -CReYT
Serp= | 2R o TARm-ERWY a | vl
3.5y, el -85 = 38.(S~
3 = 2 RmxP
. sl more k(R )
@ Expected ebon o= =

(xgexee elretn (l)
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Unit: 5 Financial Assets Valuation

A) Bond Valuation (10,5+2)
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Unit 5: B} Stock Valuation
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i 2074 Q.No. A -

What is the value of a share of stock of Gama Company to an investor who requires
16 percent rate of return if Gama's expected dividend (D1) is Rs 20? Assume eamings an
dividends are expected to grow at a compound annual rate of 6 percent.

= Ans:Rs2r5
Alpha Company recently paid a dividend of Rs 30. Dividend is expected to grow at a constant (A '\?._
rate of 5 percent per year forever. The firm's cost of equity is 15 percent. | : .

¥ Calculate the intrinsic value of stock.

b. What s dividend yield for the first yea‘;’? Lt sk

C. ‘ e thira year, Fs. O+I+Z]
Calculate value of the stock at the end 0 y Jnkuna Eﬁ'f :
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m . R | =

‘
& percent for the next 3 years, and then grow forever al a constant rate, g, The ¢

 Price is,Rs 58,88, At what constant rate is the stock expected to grow following
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Chapter — 8: Basis of Capital Budgeting-llsdgah-? Cix
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Lumbini Fumiture (Pt) LI, is considering these two projects: Project X and Proje
expected net cash flows are as follows:

Year

Project X
(Rs. 20,000)
8,000
8,000
8,000

8,000 o
Calculate each project's payback period, net present value, and internal rate of retun
Whidiprojectorprojectsshwldbeaccep(edifmeya'eindependent? =8
Which project should be accepted if they are mutually exclusive? e
How might a change in the cost of capital produce a conflict between the

ranking of these two projects? Would this conflict exist if cost of capital were
Ans: (a) PBPx = 2.5 years; PBPy = 2.2 years; NPVx = Rs 2,840; NPVy = Rs 1,303; IRy = 21.86%; IRRy

 NPVx = Rs Rs 8,368; NPVy = Ry
. 2079 Q.No. 19 ==
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npv = 1,992

Internal Rate of Return (IRR) for project X

Step 1: Factor = PBP =2.5

Step 2: Referring to the PVIFA table, the factor 2.5 lies between the 4-year 21% and 22% rates, corresponding to

factors of 2.5404 and 2.4936.

Step 3: Interpolation

IRR = LR% + LR factor — Factor / LR factor — HR factor * (HR—LR ) %

—

=21% + 2.5404 - 2.5 / 2.5404 — 2.4936 * ( 22-21)

=21.86%
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IRR for project Y unequal cash flow
Step 1: Fake Annuty = 120_00+7000+5000+4000/4'
| = 7000
Step 2 : Fake factor = Intial investment / fake annuty
=20,000/7000 = 2.8571
Step 3: Referring to the PVIFA table, the factor 2.8571 lies between 15% and 1§%

Step 4 : Calculation of NPV

YeoT b Pvityey| PV

o | -206° A - 20,80

D zess [ 03333 1o o2

2 le 0'69\{\‘ L'\r%g\/ 60/—‘%\20/5
3 [= o s18] | 2894 pay . =P 2 ¢
L\ ( NPV = =2

5—‘r'c\0 s Tnker Vo\\u\;; “

‘j_\Q\Q - (R .1
‘\\PVLP‘ N ?VH\’L

st T \/”50’3”/ C =
(303 1316

- ,]6‘02'/,

NPV e (Hﬁrlﬂ)a/-
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(b) Which project or projects should be accepted if they are independent?
If projects X and Y are independent, we accept all projects with:
o Positive NPV
¢ IRR greater than the cost of capital
Given: \/
« NPVx = Rs 2,840, IRRx = 21.86% X
o NPVy =Rs 1,303, IRRy = 19.02%
Both have positive NPVs and IRRs greater than typical cost of capital (e.g., 10%).

Answer (b):
Both Project X and Project Y should be accepted if they are independent.

(c) Which project should be accepted if they are mutually exclusive?
If projects are mutually exclusive, we can choose only one. In this case, we accept the one with:
e Higher NPV (primary decision rule) ]
¢ IRRis considered only if NPVs are equal or similar
Given:
e NPVx=Rs 2,840
e NPVy=Rs 1,303

Answer (c):
Project X should be accepted if the projects are mutually exclusive, because it has the higher
NPV.
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2079 Q.No. 1

. Generation X Ltd. has identified the following
Year
e

4 B0 i
a. Whatismelntunalrateofretumforead\dmseptqmmyw‘

rule, which project should the company accept? Is this decision neces
b. If the required return is 11 percent, what is the NPV for each of

ﬁvo}ectwm choose if you apply the NPV decision rule?
c. merewery::cmﬂidb&weeanRmdNPVdeddonmmw

d. Why the projects become mutually exclusive?
Ans: (a) IRRa = 14.96%; IRRs = 11.40% (b) NPV, = Rs 8,584; NPVs

W) (A Lo A
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g e oS USUUITE MULUAlY eXClusive? [6+6+2+1]
Ans: (2) IR = 14.96%; IRRs = 11.40% (b) NPV, = Rs 6,584; NPV = Rs 724 (c) NPV method
5. 2078 Q.No. 19| :

Lumbini- Transportation (Pvt.) Ltd. is considering to run micro bus service from Butwal to
Pokhara. A deluxe bus costs Rs. 2,000,000 and it will run th bus service for 5 years to come.
Annual net cash inflows for five years will be as follows: -
Year 1 2 3 4 5
Cash flows (Rs.) 600,000 800,000 800,00 600,000 500,000
a. What is the payback period of the project? Should Lumbini Transportation (Pvt.) Ltd. run Hﬂle;
?) the bus service from Butwal to Pokhara if its maximum cost recovery period is 3 years? s e
j b. If the required rate of return of the project is 1Q percent, what is the NPV of the project? bw
Should Lumbini Transportation (Pvt.) Ltd. run the bus service? MNa
c.  Calculate internal rate of return (IRR) of each project. Should the company run the bus 3
service? N
d. Which method of evaluating the project is supérior? Why? . [3+5+5+2] "l
; Ans: (a) 275 years (b) Rs. 527,870 (c) 20.22% |
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Unit 7 : Capital Structure and Leverage 2+10Marks
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W|

Afim has DOL of 2 times and DFL of 3 times. Its net income is Rs 200,000. What is its degree

ofotal leverage? If sales increases by 10 percent, what will be its new net income?
| ~ Ans: Rs 64,000
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ASAS CASMSI A am——— )
Lumbini Sugar Mills has degree of operating leverage (DOL) of 2 at its current produycti
ting income figure is Rs. 1,000. - J

sales level of 10,000 units. The resulting opera :
20 percent from the current 10,000 units.

a. If sales are expected to increase by
position, what would be the resulting operating profit figures? , ‘
what is the firm's new DOL

b. At the company's new sales position of 12,000 units,

Ans: (a) Rs 1,400; (b) 1
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Tawr gy —— -y -

sell their products at Rs 8 per unit. However, variab
d that for Company B is Rs 4. The fixed operating ct

B.__2076 Q.No. 16
Company A and Company B both

per unit for Company A is Rs 4.8 an
Company A is Rs 80,000 and for company B is Rs 120,000.

a. Whatis the break even point for Company A? Company B?
verage? Explain. ¢ 4

b. Which company should have higher degree of operating leverage .
eam the same level of operating profit? [6+2

c. Atwhat sales levelin units do both companies
Ans: (a) 25,000 units and 30,000 units (c) 50,
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B. 2074 Q.No. 16|

Your company is planning to market mineral water in Pokhara. The marketing department has

suggested that it could be sold at Rs 30 per bottle. It is estimated that the annual fixed

operating costs, including Rs 200,000 depreciation, will be Rs 1,000,000 and the variable costs

per bottle will be Rs 10. LY o

~a. Whatis the operating break even point?

b. What minimum number of bottles should the company must sell to attain cash break even
point?

c.  What should be the sales volume to achieve after tax profit of Rs 150,000? Assume 25
percent corporate tax rate.

d. Calculate and interpret the operating leverage at sales volume of 80,000 bottles. [3+2+2+43]
Ans: (a) 50,000 bottles (b) 40,000 bottles (c) 60,000 bottles (d) 2.67 times
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| MGt H
0, 2073 Q.No. 12b - 215 Fundamentals of Finapeis '
‘? Management 105

Star company produces

RSZOO.g‘OO for 25,000 unitasn g;?;l: 30' !:'blsad‘ unit is sold for Rs .

degree o operating lever . Yanable costs arg 8 30; the fixed costs are

operation leverage yoy ca'z;t::jsales of 15,000 mmﬂm ﬁem price. Wﬁ:?s :’l:
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| Nt
Everest Batteries Manufactyring Company has 5 e Ans: 3 times
leverage (DOL) of

2 times at its current Production ' 9
ol fure i Rs 2 OO%I'td sales level of 50,000 units of batteries. The resulting

a. If sales are expected 1o incr
what would be the resulting mm:gm the current 50,000 unit sales position

b. At the company's new i
i r&eult:a'es position of 60,000 units, what is the company’s new DOL?

2. 2069 Q.No.
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Unit 2: Financial Statement Analysis -2/10+15
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[ Cash and marketable Rs. 10,000

Fixed assets Rs. 28,350 | Netincome Rs. 5,000
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sales outstanding (DSO0) f 40 days | Retum on equity (ROE) - 120% ]
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e. Historical in nature

d? ¢ Window dressing possible
e No standard benchmarks
e Ignores qualitative factors
o Affected by inflation
e Industry differences
e Shows static picture
e Depends on accuracy of data
¢ Not a substitute for judgment
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Unit 1: Introduction to Financial Management

1. What do you mean by wealth maximization goal of the firm? / What is value (wealth)
maximization?

Wealth Maximization is the primary goal of a financial manager and the firm. It refers to the
process of increasing the net worth (i.e., the market value of equity shares) of a company for its
shareholders. Unlike profit maximization, which focuses on short-term accounting profits,
wealth maximization is a long-term goal that considers the risks and uncertainties of future cash
flows, the time value of money, and the dividend payment policy. The ultimate objective is to
maximize the market price of the company's stock, which directly benefits the shareholders by
increasing their wealth.

el HTARAHIRIT SRl HETAD THT e Tl THel HETeilchl AWYeAgEeh! A
aF (377d, 3TFTE AIETH! TR Hed) T3 FThATATS SIS | o JHTUHAHTRIOT
HART HoUdTolldd IGT ITHAT Shiead g 9o, o7 3T aHetor SIepreieT o8 &
STel ASTeR! FATH YdTgeh! SNWH T AT, HEThT FHAT Hed, T THIA STl
AT STET FRMEE TR IEs | T AT 3T HFdeirehl AIHT TR Hodells
HTRAH T3] &Y, ST IMaT AEeAEEe! FFT Ee o |

2. What are the functions of managerial finance? (2079 Q.No. 1)
The functions of managerial finance, also known as financial management, are crucial for the
effective operation of any business. Key functions include:

¢ Investment Decision (Capital Budgeting): Deciding which long-term assets (e.g., plants,
machinery) or projects to invest in.

e Financing Decision (Capital Structure): Determining the best mix of debt and equity to
finance the company's operations and investments.

¢ Dividend Decision: Deciding how much profit to distribute to shareholders as dividends
and how much to retain in the business for reinvestment.

¢ Liquidity Decision (Working Capital Management): Managing day-to-day finances to
ensure the company has enough cash to meet its short-term obligations.

o Financial Planning and Forecasting: Estimating future financial needs and performance.

o Risk Management: Identifying, analyzing, and mitigating various financial risks.
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3. Write the meaning of financial management. (2078 Q.No. 1)

Financial Management is the strategic planning, organizing, directing, and controlling of
financial undertakings in an organization. It involves the application of general management
principles to the financial resources of a company. Its core purpose is to achieve the wealth
maximization goal for shareholders by making optimal decisions regarding the acquisition,
allocation, and control of financial resources.
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4. Where do finance graduates may seek career opportunities? (2076 Q.No. 1)

Finance graduates have a wide range of lucrative career opportunities in various sectors,

including:

Banking: Commercial banks, investment banks, development banks.
Insurance Companies: In roles like actuarial, underwriting, and risk management.

Investment Firms & Brokerage Houses: As financial analysts, portfolio managers, or
stockbrokers.

Corporate Sector: In companies as financial managers, financial analysts, or treasury
managers.

Government Agencies: In revenue departments, central banks (like Nepal Rastra Bank),
and other regulatory bodies.

Audit and Consulting Firms: As auditors or financial consultants.
Non-Profit Organizations: Managing their funds and grants.

Academia: As teachers and researchers in universities and colleges.
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5. Why do we study financial management?

We study financial management for several critical reasons:

To Make Sound Financial Decisions: It provides the knowledge and tools needed to
make informed decisions about investing, financing, and dividends.

To Maximize Shareholder Wealth: It teaches how to increase the value of the firm,
which is the ultimate goal.

To Manage Resources Efficiently: It helps in the optimal utilization of scarce financial
resources.

To Understand Financial Markets: It provides insight into how capital markets work and
how to raise funds from them.

For Career Advancement: It is essential for anyone pursuing a career in finance, banking,
corporate management, or entrepreneurship.

For Personal Financial Planning: The principles of financial management are equally
applicable to managing personal finances effectively.

gt [y sgawuras fohel qgol seaiehl O Agcaqul HRUGE ool
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e Question: How does wealth maximization goal overcome the drawbacks of the profit
maximization goal? / What is wealth maximization? Why should a firm concentrate
primarily on wealth maximization instead of profit maximization?

Introduction:

The primary objective of financial management has evolved from the traditional concept of
profit maximization to the modern concept of wealth maximization. While profit
maximization aims to increase the accounting profits of a firm, it is often criticized for its
short-sightedness and ignorance of other critical factors. Wealth maximization, on the other
hand, focuses on maximizing the net present value (NPV) of a firm, which is reflected in the
market price of its shares. This goal is considered superior as it aligns the interests of the
management with those of the shareholders, who are the ultimate owners of the company.

Wealth Maximization Overcomes the Drawbacks of Profit Maximization in the Following
Ways:

1. Considers the Time Value of Money (TVM):

o Profit Maximization: Ignores TVM. It treats a rupee received today and a rupee
received five years later as of the same value.

o Wealth Maximization: Explicitly recognizes that money has a time value. It
discounts future cash flows to their present value, ensuring a more accurate
assessment of a project's true worth.

2. Accounts for Risk and Uncertainty:

o Profit Maximization: Pursues higher profits without regard to the associated risk.
A project with high returns but extreme risk might be accepted.

o Wealth Maximization: Incorporates risk into the decision-making process. It
demands higher returns for undertaking higher risk, leading to more balanced
and sustainable decisions.

3. Focus on Cash Flows, Not Accounting Profits:

o Profit Maximization: Focuses on accounting profit, which includes non-cash
items (e.g., depreciation) and can be manipulated.
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o Wealth Maximization: Focuses on the timing and magnitude of actual cash
flows, which are more objective and directly determine the firm's ability to
create value.

4. Long-Term Orientation:

o Profit Maximization: Often leads to short-term decisions (e.g., cutting R&D or
maintenance costs) to boost immediate profits, which can harm the firm's long-
term health.

o Wealth Maximization: Is a long-term goal. It may involve sacrificing short-term
profits to invest in projects that will generate greater cash flows in the future,
thereby ensuring sustainable growth.

5. Considers the Impact on Share Price:
o Profit Maximization: Has no clear correlation with the market price of a share.

o Wealth Maximization: Directly aims to maximize the market value of the
company's shares. Since the market considers all available information, including
risk and timing of returns, a higher share price is a direct indicator of increased
shareholder wealth.

6. Objective and Clear Decision Criterion:

o Profit Maximization: Is ambiguous (e.g., which profit? short-term or long-term?
before-tax or after-tax?).

o Wealth Maximization: Uses a clear criterion: accept all projects with a positive
Net Present Value (NPV). This removes ambiguity and provides a unified goal for
the firm.

Conclusion:

In conclusion, while profit maximization seems like a simple and intuitive goal, its numerous
drawbacks make it an inadequate and often dangerous objective for a firm. Wealth
maximization successfully overcomes these limitations by incorporating the time value of
money, risk, cash flows, and a long-term perspective. It provides a precise, unambiguous, and
shareholder-centric objective that guides management towards decisions that truly enhance
the owners' economic welfare, making it the universally accepted supreme goal of financial
management.
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e Question: Will profit maximization always result in stock price maximization? Discuss.

Introduction:

The relationship between profit maximization and stock price maximization is a topic of
significant debate in financial management. While one might assume that higher profits
automatically lead to a higher stock price, this is not always the case. Stock price is determined
by the market's expectation of the firm's future cash flows, discounted for risk and time, not just
its current accounting profits.

Reasons Why Profit Maximization May NOT Lead to Stock Price Maximization:

1. Ignores Risk: A firm might achieve high profits by taking on extremely risky projects. The
stock market will discount these high profits due to the high risk, potentially leading to a
lower stock price despite high current earnings.

2. lIgnores Time Value of Money: A strategy that generates a large profit in the distant
future is less valuable than one that generates smaller but earlier profits. Profit
maximization does not distinguish between the two, but the stock market, through
discounting, absolutely does.

3. Focus on Accounting Profits: Profit maximization focuses on accounting figures, which
can be manipulated using different depreciation methods, inventory valuations, etc. The
market looks beyond these accounting tricks to the underlying cash-generating ability of
the firm.

4. Short-Termism: To maximize short-term profits, management might cut essential
expenses like research & development (R&D), marketing, and maintenance. This harms
the firm's long-term competitive advantage and growth prospects, causing investors to
lose confidence and the stock price to fall.

5. lIgnores Dividend Policy: Profit maximization does not consider shareholders' preference
for dividends versus retained earnings. A policy of retaining all profits for uncertain
future growth, when shareholders prefer dividends, can lead to dissatisfaction and a
drop in stock price.

When Might It Align?

In some simple, short-term scenarios with no risk differences and immediate payoffs, profit
maximization might coincidentally align with an increase in stock price. However, this is the
exception, not the rule.
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Conclusion:

In conclusion, profit maximization does not guarantee stock price maximization. The goal of
profit is too narrow, often short-term, and ignores the critical factors of risk, timing, and
sustainability that the stock market values. Therefore, a blind pursuit of profit maximization can
actually be detrimental to shareholder wealth. Wealth maximization, which inherently considers
all these factors, is the reliable path to achieving the ultimate goal of maximizing the firm's
share price.
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10. Explain the primary responsibilities of a corporate financial manager.

Introduction: A corporate financial manager is responsible for making key decisions that affect
the financial health and value of a firm. Their primary goal is to ensure the company has enough
funds to operate and grow while maximizing shareholder wealth.

Primary Responsibilities:

1. Investment Decision: Evaluating and deciding which long-term projects or assets (like
new machinery or plants) the company should invest in. This is also known as capital
budgeting.
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2. Financing Decision: Determining the best mix of debt and equity (loans vs. shares) to
finance the company's operations and investments. This is called capital structure
planning.

3. Dividend Decision: Deciding how much of the company's profit to distribute to
shareholders as dividends and how much to retain in the business for future growth.

4. Liquidity Management: Ensuring the company has enough cash and liquid assets to
meet its day-to-day expenses and short-term obligations without risking insolvency.

5. Financial Planning & Forecasting: Estimating future financial needs and preparing
budgets to guide the company towards its goals.

6. Risk Management: Identifying and mitigating financial risks related to currency rates,
interest rates, and credit.
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11. What is wealth maximization? Why is wealth maximization a superior goal to profit
maximization?

Introduction: Wealth Maximization is the primary objective of financial management. It aims to
increase the net present value of a firm, which is reflected in the maximization of the market
price of its shares.

What it is: It is the process of maximizing the market value of the company's equity shares,
thereby increasing the shareholders' wealth.

Why it is superior:

1. Considers Time Value of Money: It values money received today more than money
received in the future.

2. Accounts for Risk: It considers the risk of future cash flows; higher risk requires higher
returns.

3. Focus on Cash Flow: It is based on actual cash flows, not accounting profits which can be
manipulated.

4. Long-term Objective: It promotes long-term, sustainable growth over short-term profit
gains.

5. Clear Decision Criterion: It uses the Net Present Value (NPV) rule for accepting or
rejecting projects.

TREH: gl 3fIRAAUT G caaedads! rafAd 3652 8l Tde HHP! A
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12. “Maximization of stakeholder’s welfare should be the ultimate goal of modern corporate
firm.” Discuss.

Introduction: This statement argues that a firm's goal should extend beyond just shareholders
to include all parties affected by its actions, known as stakeholders.

Discussion:

o Stakeholders include employees, customers, suppliers, creditors, the community, and
the government, alongside shareholders.

e Pros: Focusing on stakeholder welfare can build a positive reputation, ensure employee
loyalty, attract customers, and lead to sustainable long-term success, which ultimately
benefits shareholders as well.

e Cons: It can be a vague and conflicting goal. It is difficult to balance the often competing
interests of different stakeholder groups (e.g., higher wages for employees vs. higher
profits for shareholders).

e Conclusion: While considering stakeholder welfare is crucial for ethical and sustainable
business, Wealth Maximization remains the primary, measurable financial goal. A firm
that ignores stakeholders will ultimately fail, but its core financial objective is to
maximize owner wealth, which provides a clear direction for decision-making.

TRET: A FUA HHDB! T AIYAATHCT T THH HIIEEREINT T god TS
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13. What is financial management? Explain the importance of financial management.

Introduction: Financial Management is the strategic planning, organizing, directing, and

controlling of all financial activities and resources within an organization.

What it is: It involves making decisions about investment, financing, and dividends to achieve

the overall goal of wealth maximization.

Importance:
1. Helps in Financial Planning: Ensures adequate funds are available at the right time.
2. Guides Investment Decisions: Helps in selecting the best projects that generate
maximum returns.
3. Improves Profitability: By reducing costs of funds and using resources efficiently.
4. Increases Firm's Value: Good financial decisions lead to a higher share price.
5. Ensures Survival & Growth: Manages risks and ensures liquidity for smooth operations.
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6. Maximizes Shareholder Wealth: It is the core objective of the discipline.

14. Why is shareholders’ wealth maximization a better operating goal than profit
maximization?

Introduction: While profit is important, Shareholders' Wealth Maximization is a more
comprehensive and superior goal for guiding a firm's operations.

Why it is better:

1. Long-term vs. Short-term: Wealth maximization is a long-term goal, while profit
maximization can encourage harmful short-term actions.

2. Risk Consideration: It accounts for risk; profit maximization ignores it.

3. Time Value of Money: It incorporates the concept that money today is worth more than
money tomorrow.

4. Objective Measure: It is measured by share price, which is a market-based, objective
measure. Profit can be manipulated.

5. Focus on Cash Flow: It is based on cash flows, which are real, not accounting profits.
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15. Briefly explain the finance in the organization structure of the firm.

Introduction: In a typical corporate structure, the finance function is a critical department
headed by a top executive, usually the Chief Financial Officer (CFO).

Structure:
¢ The Board of Directors and shareholders provide overall guidance.

e The Chief Financial Officer (CFO) is responsible for all financial strategies and reports to
the CEO.

e Under the CFO, there are usually two key controllers:

1. Treasurer: Manages external financial activities like cash management, raising
capital (financing), banking relations, and risk management.

2. Controller: Manages internal financial activities like accounting, taxation,
financial reporting, and budgeting.

IRET: Ush WA corporate HIATAT, [dd T Teh Hgedqul T8I 81 ST sicjed
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2. A ==a® (Controller): 3T=aker A afafafdss e o, &Y, fadir faavo,
T SAfET STITATIT TS|

16. Which goal would you like to recommend to a firm stock price maximization or profit
maximization? Discuss.

Introduction: | would unequivocally recommend Stock Price Maximization (a measure of
wealth maximization) over Profit Maximization as the primary goal for a firm.

Discussion:

o Stock Price Maximization is synonymous with shareholder wealth maximization. The
market price of a stock reflects all available information about the firm's future cash
flows, risk, and growth prospects.

e Itinherently considers the time value of money and risk.
e |tis a long-term and objective goal.

¢ Profit Maximization is a narrow goal that can be achieved through accounting
manipulations and by taking excessive risks, which can destroy long-term value.

o Therefore, by focusing on maximizing stock price, a firm automatically works towards
sustainable growth, efficient resource allocation, and ultimately, maximizing owner
wealth.
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17. [Implied Question from years 2062, 2058, 2056: Goals of Financial Management]

Introduction: The recurring question from these years concerns the debate over the
appropriate goal of financial management, primarily between Profit Maximization and Wealth
Maximization.

Answer:
The most appropriate and recommended goal for a firm is Wealth Maximization, often
measured by Stock Price Maximization. This goal is superior because:

1. Itis clear and unambiguous.
2. It considers the timing and risk of returns (cash flows).

3. It focuses on increasing the market value of the firm, which benefits shareholders

directly.

4. It aligns with the economic welfare of the owners.
Profit maximization is rejected due to its ignorance of risk, time value of money, and its
potential to promote short-termism.
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Unit 9: Working Capital Management
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 cash conversion cycle? If Zocco's annual safes ars R 3,431 g e ol of the fim's
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x} 4 < -
2068 Q.No. 781 | Ans: CCC 83 days; Investment AR Rs 366,250
(soven, ~ s} G sely axe wr cre dof
= 7% )
== ! wy fmvv-&\'wwﬂl A ﬂcmun\* veeoeéle =
- 28
pey = J,)O ve-o @ oLl -r-u(y
pop = 3% RelP X Avey "/
-¢oP 75
1Q\o*\QLP - ag A BU2ig Lot
ces - 3¢5
g - 3°
S )
3> 494 - B, 3’5'6’;'25'_‘:3 /“‘ff
B %7 aNo 75 ORE SR

- Youare given the following information:
- Sales for the year just ended were Rs 60,000 and cost of goods sold was 60 percent of sales.
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B)Inventory Management
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B.__2079QNo.7] : _ )
- Sindhu Company has been procuring in a lot size of 1,000 (EOQ) units, material cost per unit

Rs. 20, ordering cost is Rs. 100 and estimated holding cost is 20 percent of unit cost per un

What is the annual requirement in units?
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Unit 10: Distribution to Shareholders
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should company's dividend payout ratio be next year? ’ o
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Ans: 50%

2. 2077 Q.No. 10| .
A Company has a target capital structure that consists of 70 percent debt and 30 percent
equity. The company anticipates that its capital budget for upcoming year will be
Rs 8,000,000. If the company has net income of Rs 5,000,000 and it follows residual dividend

payout policy, what will be its dividend payout ratio? 2)
) Ans: 52%
8. 2076 Q.No. 9] - _
A company, whose current market price per share is Rs 600, declares 20 percent stock
dividend. What will be its market price per share after stock dividend? [2]
Ans: Rs 500
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B._2075Q.No. 1

Shikhar Company has a target capital structure, which consists of 60 percent debt _
40 percent equity. The company anticipates that its capital budget for the upcoming year wij
Rs 1,500,000. If t € company reports net income of Rs 1,200,000 and it follows a r

dividend payout policy, what will be the amount of dividend?
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Unit 9 Working Capital Management Theory

ain !he concept and importance of working capital management in Nepalese manufacturing
l’adll'lg company. [1 0]

Working capital management refers to the administration of current assets (like cash, inventory,
receivables) and current liabilities (like creditors, short-term borrowings) to ensure smooth day-to-day
operations of a business. For Nepalese manufacturing and trading companies, effective working capital
management is crucial because it directly affects liquidity, profitability, and the sustainability of the

business. RIMTel Yoil cTGEATTT $Foilel Tool HETeATS AT TTe] FFUTT (STEcT 9T, T,

oelee 3T3e]et Tehe) T HTe] ElAcdg® (S RUT, 8o1eR) oS dfoleh STGHRT HodTelelehl
A THTGRRT dARFTer STTEUTIT el IThAT &T| AUTeIhl IcUTGsT AT SATITRE FFTeigehl
ifar el Ioft saaeume 3= Sied g0 fohelfoh THe FFAeAIRT eI, AT HaT3a
&TAAT T Erdhlelel fEAcaAT UcTeT 3R S|

Importance of Working Capital Management

e Ensures Liquidity — Helps maintain enough cash and assets to pay short-term obligations.

e Smooth Production & Trading Operations — Proper inventory and credit management avoid
stock-outs or overstocking.

¢ Improves Profitability — Reduces unnecessary financing costs and increases return on assets.

¢ Maintains Creditworthiness — Timely payments to suppliers build goodwill and strong business
relationships.

e Supports Growth & Expansion — Adequate working capital ensures that funds are available for
business opportunities.

¢ Reduces Financial Risk — Minimizes chances of insolvency and business failure due to lack of
cash flow.
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. 2078 Q.No. 11

Explain the significance of working capital management.
R 20740 N~ 14l

Working capital management refers to the efficient administration of a company’s current assets (such as
cash, accounts receivable, and inventory) and current liabilities (such as accounts payable and short-term
debts) in order to maintain a proper balance between liquidity and profitability.

Significance of Working Capital Management
1. Ensures Liquidity

o Working capital management helps a company maintain enough current assets like cash
and receivables to meet short-term obligations. Without proper liquidity, even profitable
firms may face financial distress.

2. Smooth Business Operations

o By managing inventory, debtors, and creditors effectively, companies can avoid
production stoppages, stock shortages, or delayed supply, ensuring smooth trading and
manufacturing activities.

3. Improves Profitability

o Efficient use of working capital reduces financing costs, minimizes idle funds, and
increases the return on assets, which ultimately improves profitability.

4. Maintains Creditworthiness

o Timely payments to suppliers and creditors help build trust and goodwill. Strong
creditworthiness allows the company to get favorable terms on credit purchases and
loans.

5. Supports Business Growth and Expansion

o Adequate working capital ensures availability of funds to seize new opportunities,
expand production, or enter new markets without liquidity problems.

6. Reduces Financial Risk

o Proper management minimizes the chances of insolvency, bankruptcy, or business
failure by ensuring steady cash flow and timely repayment of obligations.

7. Efficient Utilization of Resources

o Working capital management avoids underutilization or overinvestment in current
assets. It ensures that every rupee invested in working capital contributes effectively to
business performance.
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Types of Working Capital Management

o Aggressive Working Capital Management
e  Conservative Working Capital Management
e Moderate (or Hedging) Working Capital Management

{7. 2078 Q.No. 17]

Why is the management of working capital important in a business? How does the good Cregy
policy of a firm helps in management of working capital? Explain. - : [9+
B. 2077 Q.No. 17l : : - ‘

The management of working capital is important because it directly affects the liquidity, profitability,
and sustainability of a business. Proper control over current assets and current liabilities ensures
smooth daily operations, reduces financial risk, and supports business growth.

Importance of Working Capital Management

» Ensures Liquidity — Maintains sufficient cash to pay short-term obligations.
Smooth Operations — Prevents production delays and supply chain disruptions.
Profitability Improvement — Avoids idle funds and reduces financing costs.
Creditworthiness — Builds trust with suppliers, creditors, and banks.

Business Growth — Provides funds for expansion and new opportunities.

Risk Reduction — Minimizes the chances of insolvency and bankruptcy.

YV V VvV V V VY

Efficient Resource Utilization — Ensures proper use of assets without under or over-investment.

How Good Credit Policy Helps in the Management of Working Capital

A good credit policy means providing credit to customers in a balanced way — neither too strict (which reduces sales) nor
too liberal (which increases bad debts). It directly helps in the management of working capital in the following ways:

1. Maintains Cash Flow — Timely collection of receivables ensures that the company has enough cash to meet its short-
term obligations.

2.  Reduces Bad Debts — A well-framed credit policy sets clear terms, reducing the chances of non-payment.
3. Improves Liquidity — Quick collection of dues maintains adequate liquidity in the business.

4. Supports Sales Growth — Reasonable credit attracts more customers and increases sales without creating financial
problems.

5. Balances Risk and Profitability — A good policy maintains a balance between higher sales through credit and the risk
of non-collection.

6. Efficient Working Capital Cycle — Credit terms aligned with supplier payments ensure smooth cash conversion cycle.
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2075 Q.No. 17]

What is working capital management? Why is the management of working capital important y
El business‘LExplain the role of cash budget in the management of working capital. [3+6+]

Role of Cash Budget in the Management of Working Capital

A cash budget is a financial plan that estimates expected cash inflows and outflows during a specific period. It

plays a vital role in managing working capital by:

1.

2.

Forecasting Cash Needs — Helps estimate future cash requirements for smooth operations.

Avoiding Shortages — Prevents liquidity crises by ensuring timely availability of cash.

Efficient Utilization — Guides the firm in using surplus funds effectively (e.g., short-term investments).
Controlling Expenditure — Helps avoid unnecessary spending by setting cash limits.

Improving Credit Position — Ensures timely payments to suppliers, maintaining goodwill.

Supporting Decision-Making — Provides reliable data for working capital planning and financing.

iz : | :
~nat are the motives for holding cash?

1. Transaction Motive

English: Cash is needed to carry out routine business transactions such as payment of wages, salaries,
rent, interest, and purchase of raw materials.

Nepali: ffAd FRISR STE Teld, 78T, AT foel TAT FHear Jerd foheet A9 3T gool

2. Precautionary Motive

English: Firms keep cash as a precaution against unexpected events like sudden price increases, delay in
collection from customers, emergencies, or unforeseen expenses.

Nepali: 3TehTEH T, 3Telh HoAda e, AGehaTe Teell e, aT MTehiEHS GHhT oIl
fercarhr fgaree @9 AW |

3. Speculative Motive

English: Cash is held to take advantage of unexpected profitable opportunities such as purchasing raw
materials at a discount, investing in special offers, or taking quick investment decisions.

Nepali: 3R EHE STCTIHR AT (SIEd TeAT WA fohed, [aAT @il 3raer foreT) @ wrger
ot s191g UTE=o|



134

Unit — 10 Distribution to shareholders Theory Only

Stock repurchase, also known as share buyback, refers to the process where a company buys back its
own outstanding shares from existing shareholders. The repurchased shares are either canceled or kept
as treasury stock. The main objective is to reduce the number of shares in the market, increase earnings
per share (EPS), support the share price, and return surplus cash to shareholders.

» Increase Earnings Per Share (EPS):
» Utilization of Surplus Cash:
» Support Share Price & Market Value:

Eon Q.No. 52075 Q.No. g

ions should a firm consider the use ot stock dividend?

stability and growth of sales affect the dividend of a firm?

I mmm A‘ ("Mbo

a1d

1. To preserve cash for operations or expansion.

2. To signal confidence in future growth.

3. To increase marketability of shares by lowering per-share price.
4. To reward long-term shareholders without cash outflow.

5. To maintain regular dividend policy while conserving cash.

6. For equity restructuring or adjusting capital structure.

7. To reduce tax burden on shareholders (if applicable).
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Q.N3
Effect of Stability and Growth of Sales on Dividend:
1. Stable Sales
o Firms with stable sales can predict profits more reliably.
o They are more likely to pay regular and consistent dividends.
2. Growing Sales
o Firms with growing sales usually have higher earnings.
o This increases the capacity to pay higher dividends or issue special dividends.
3. Volatile Sales

o If sales are unpredictable, firms may retain earnings instead of paying dividends to
safeguard liquidity.

major factors affecting dividend pblicy of a firm.
2071 Q.No. 10c} , .

Major Factors Affecting the Dividend Policy of a Firm:

1. Profitability of the Firm
o Higher profits increase the capacity to pay dividends.
o Low or irregular profits may lead to lower or no dividends.
2. Stability and Growth of Earnings
o Firms with stable and growing earnings can maintain regular and predictable dividends.
o Volatile earnings may result in irregular or cautious dividend payments.
3. Cash Flow Position / Liquidity
o Adequate cash is required to pay dividends.
o  Firms with liquidity constraints may retain earnings instead of paying cash dividends.
4. Future Investment Plans / Expansion
o  Firms with major growth or expansion plans may retain earnings to finance projects.
o Dividend payments are reduced if internal financing is needed.
5. Access to Capital Markets

o  Firms that can easily raise external funds may pay higher dividends.
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o  Firms with limited access to funds may retain earnings for reinvestment.

6. Tax Considerations
o Dividend decisions can be influenced by taxation on dividends for shareholders.
o Companies may prefer stock dividends in high-tax environments.

7. Legal and Contractual Restrictions

o Companies must follow company law and loan agreements which may restrict dividend
payments.

8. Shareholder Preferences

o Some shareholders prefer regular income (cash dividends), while others may prefer capital gains
(retained earnings increasing share value).

9. Inflation and Economic Conditions
o During inflation or economic uncertainty, firms may retain earnings to protect financial stability.
10. Market Considerations / Signaling Effect

o Dividend changes can signal management’s confidence about future earnings.

“WE=—""" s on dividend payout sch
> notes on dividend pay emes
wiie ST |

Major Schemes:
1.  Cash Dividend
O  Payment of dividend in cash.
O  Most common and preferred by shareholders seeking regular income.
2.  Stock Dividend (Bonus Shares)
O  Payment of dividend in the form of additional shares instead of cash.
O  Helps conserve cash and rewards shareholders.
3. Property Dividend
O  Dividend paid in the form of assets or property of the company.
O  Rarely used and usually in-kind distribution.
4.  Scrip Dividend (Promissory Notes)
O  Dividend is paid as a promise to pay later, usually when cash is insufficient.
5.  Liquidating Dividend

O  Dividend paid out of capital rather than profits, usually during partial or full liquidation of the company.
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Q.NO.° '
x:; snould firm pay dividend? What are the procedures in dividend payment?
23 :

Why Should a Firm Pay Dividend?

1.

2.

3.

4.

5.

Reward Shareholders — Provides income to shareholders as a return on their investment.

Signal Financial Health — Regular dividends indicate the firm’s profitability and stability.

Maintain Investor Confidence — Encourages long-term investment and loyalty.

Share Price Support — Consistent dividends may help maintain or increase market price of shares.

Legal/Contractual Obligation — Some firms are legally required to pay dividends if profits are available.

Procedures in Dividend Payment

1.

2.

Declaration by Board of Directors — Board recommends dividend amount based on profits and reserves.
Approval in General Meeting — Shareholders approve dividend in the Annual General Meeting (AGM).
Record Date / Eligibility Date — Date on which shareholders eligible for dividend are recorded.

Payment of Dividend — Dividend is paid in cash, shares, or other forms as declared.

Filing/Reporting — Legal and regulatory requirements must be filed with authorities if applicable.

What are the factors influencing dividend policy? Also explain the types of dividend payout
schemes. )

(10+10]

Factors Influencing Dividend Policy

1.

2.

8.

9.

Profitability of the Firm — Higher profits allow higher dividends; low profits restrict dividend payments.

Stability and Growth of Earnings — Stable and growing earnings encourage regular dividends; volatile earnings lead to cautious or
irregular payments.

Cash Flow Position / Liquidity — Adequate cash is necessary for paying dividends; liquidity constraints may reduce or delay dividends.
Future Investment Plans / Expansion — Firms retaining earnings for growth may reduce dividend payouts.

Access to Capital Markets — Firms with easy access to external funds can afford higher dividends.

Tax Considerations — Taxation on dividends may affect dividend decisions.

Legal and Contractual Restrictions — Company laws or loan agreements may limit dividends.

Shareholder Preferences — Some shareholders prefer cash dividends, others prefer capital gains.

Economic Conditions / Inflation — Uncertain conditions may lead to retaining earnings.

10. Market Considerations / Signaling Effect — Dividend changes can signal management’s confidence in future earnings.

Types of Dividend Payout Schemes

1.

2.

3.

4.

Cash Dividend — Dividend paid in cash; most common and preferred by shareholders seeking regular income.
Stock Dividend (Bonus Shares) — Dividend paid as additional shares, conserving cash while rewarding shareholders.
Property Dividend — Dividend paid in the form of company assets; rare in practice.

Scrip Dividend (Promissory Notes) — Dividend promised to be paid later, useful when cash is insufficient.
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1. Common Stock (Ordinary Shares)

Definition: Shares representing ownership in a company.
Features: Voting rights, dividend after preference shareholders, capital gain opportunity.

2. Preference Stock

Definition: Shares with fixed dividend paid before common stockholders.
Features: Fixed return, usually no voting rights, priority in liquidation.

3. Stock Split

Definition: Division of existing shares into more shares to reduce per-share price.
Effect: Total capital remains same; per-share market price decreases.

4. Right Share

Definition: Additional shares offered to existing shareholders at a discounted price.
Purpose: Maintain proportionate ownership.

5. Declaration of Dividend

Definition: Formal process by which a company decides to distribute profits to shareholders.
Procedure: Board recommends - Shareholders approve - Payment made (cash/stock/property).

6. Retained Earnings

Definition: Profits kept in the business after paying dividends.
Use: Expansion, debt repayment, reserves.

7. EPS (Earnings Per Share)

Definition: Profit allocated to each share of common stock.
Formula: EPS = Net Profit + Outstanding Shares.

8. DPS (Dividend Per Share)

Definition: Dividend paid per share of stock.
Formula: DPS = Total Dividend + Outstanding Shares.

9. Additional Paid-Up Capital (Share Premium)
Definition: Amount received over par value when shares are issued at premium.
10. Reverse Stock Split

Definition: Consolidation of shares to reduce the number of shares.
Effect: Per-share price increases; total capital unchanged.

11. Advantages of Stock Dividend
1.  Conserves cash.
2. Rewards shareholders without cash outflow.
3. Increases marketability of shares.
4.  Signals company growth confidence.
12. Rules & Regulations of Company (Company Act)

Definition: Legal framework that governs company operations.
Key Points:

° Must register with company registrar.
(] Maintain statutory books and accounts.

(] Follow dividend declaration rules.
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®  Conduct AGM/EGM as required.

(] Comply with share issuance, capital maintenance, and reporting requirements.



