Corporate Finance
Q.1: An Indian FMCG company is experiencing rapid sales growth but is facing frequent cash flow shortages, leading to delayed supplier payments and missed opportunities for bulk inventory discounts. The CEO is concerned that poor liquidity management could undermine the company’s reputation and growth prospects. The finance manager must analyze the situation and implement effective working capital management strategies to optimize cash flow and maintain smooth operations. How should the finance manager apply working capital management principles to resolve the company’s liquidity challenges, ensuring operational efficiency and the ability to capitalize on new business opportunities?
Answer:
Introduction:
Working capital management is a critical aspect of financial management that ensures a company can meet its short-term obligations while maintaining smooth operations. For an Indian FMCG company experiencing rapid sales growth, effective working capital management becomes even more essential, as high revenue does not automatically translate into liquidity. Rapid growth often leads to increased inventory requirements, higher accounts receivable, and pressure on cash reserves, which can result in delayed supplier payments and missed opportunities for bulk discounts. Poor liquidity can damage the company’s reputation among suppliers, disrupt production schedules, and hinder its ability to seize market opportunities, thereby affecting long-term profitability and growth. The finance manager plays a pivotal role in analyzing the company’s cash flow patterns, identifying bottlenecks, and implementing strategies to optimize working capital.
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Q2 (A) A perpetuity pays Rs.25,000 at the end of each year. However, due to inflation, the payment increases by 4% annually. The appropriate discount rate is 10%. After 15 years, the perpetuity is expected to be replaced by a new instrument that pays a fixed Rs.60,000 per year in perpetuity, discounted at 8%. Calculate the present value of this entire cash flow stream as of today, considering the change in payment structure and discount rates after year 15.
Answer:
Introduction:
The valuation of cash flows is a critical concept in finance, especially when dealing with perpetuities and inflation-adjusted payments. In this problem, we are asked to determine the present value (PV) of a cash flow stream that initially grows with inflation and later changes into a new perpetuity with a different fixed payment and discount rate. Understanding this requires applying the formulas for a growing perpetuity, discounting future cash flows, and adjusting for changes in discount rates over time. Accurately calculating this PV helps investors assess the current worth of expected future payments and make informed financial decisions.

Q2 (B) A company issues Rs.50,00,000 in 8% redeemable preference shares at a 5% premium, redeemable at par after 6 years. Annual dividend is paid on face value. The issue expenses are 2% of the face value. Calculate the cost of preference shares, considering the effect of issue expenses and premium, and interpret how this cost would impact the company’s overall cost of capital if preference shares constitute 20% of the capital structure. Show all intermediate steps.
Answer:
Introduction:
Preference shares are a type of hybrid financing instrument that carries characteristics of both equity and debt. They provide a fixed dividend to shareholders before any dividend is paid to equity shareholders. When a company issues redeemable preference shares, it promises to pay the nominal value at the time of redemption. The cost of preference shares represents the effective rate of return required by investors and is an important component of a company’s overall cost of capital. Calculating the cost of preference shares accurately is critical because it affects investment decisions, financing strategy, and ultimately the weighted average cost of capital (WACC) for the firm.
