Answer Key Business Finance
Section -  A
1. Business finance refers to the management of money and other assets in a business. It involves the process of acquiring and using funds for various business activities, such as investments, operating expenses, and growth.
2. The time value of money is a financial concept that suggests money available today is worth more than the same amount in the future due to its potential earning ability. This principle reflects the opportunity cost of having money tied up in an investment or a decision.
3. Hedging is a risk management strategy used to offset potential losses in an investment or business operation by taking an opposite position in a related asset.
4. A business angel is an individual who provides financial backing and mentorship to early-stage startups or entrepreneurs in exchange for equity or convertible debt.
5. The Internal Rate of Return (IRR) is a financial metric used to evaluate the profitability of potential investments. It is the discount rate that makes the net present value (NPV) of all cash flows (both incoming and outgoing) from a particular project or investment equal to zero.
6. The Profitability Index (PI) is a financial tool used to evaluate investment projects. It is calculated by dividing the present value of future cash flows by the initial investment.
7. The cash cycle (also known as the cash conversion cycle) measures the time it takes for a business to convert its investments in inventory and other resources into cash flows from sales. It is the period between outlaying cash for inventory and receiving cash from product sales.
8. A credit policy is a set of guidelines established by a business to manage its credit sales and collections. It determines the terms under which credit is extended to customers, such as payment terms, interest rates, credit limits, and collection procedures.
9. Bootstrap financing refers to a method of financing a business using personal savings, revenues generated by the business, or funds from family and friends, rather than seeking external investors or loans.
10. A sinking fund is a reserve fund set aside by a company to repay its debt or bond obligations over time, typically by making periodic payments into the fund. It is a method of ensuring that the company can meet its future debt obligations without facing a large lump sum payment at maturity.
11. Capital rationing refers to the process of allocating limited financial resources among competing investment projects or capital expenditures. It occurs when a company faces budget constraints or has more good investment opportunities than it can afford. In such cases, the firm must prioritize projects with the highest returns or strategic value. The goal of capital rationing is to maximize the return on available capital while managing risk.
12. Factoring is a financial transaction in which a business sells its accounts receivable (invoices) to a third party, known as a factor, at a discount.






Section  -  B
13. Advantages of Leasing:
     1. Improved Cash Flow Management
    2. Flexibility in Asset Usage
     3. No Depreciation Concerns
    4. Tax Benefits
    5. Access to High-Quality Assets
14. Project A
Initial Investment = Rs. 50,000
Annual Cash Inflows = Rs. 5,000 (Estimated Surplus)
Payback Period for A=50,000/5,000=10 years 
Project B
Initial Investment = Rs. 50,000
Annual Cash Inflows = Rs. 10,000 (Estimated Surplus)
Payback Period for B=50,000/10,000=5 years 
 Project C
Initial Investment = Rs. 70,000
Annual Cash Inflows = Rs. 7,000 (Estimated Surplus)
Payback Period for C=70,0007,000=10 years 
Conclusion:
· Project B has the lowest payback period of 5 years, making it the most favourable in terms of payback period.

15. Maturity value of an Annuity: Annuity Amount x ((1+R) n -1)/R
	Annuity Amount = Rs.20,000
	R= Rate of Interest = 12%
	N= No. of Years =7
	Matuiry value of an Annuity = 20,000 x (1+0.12)7-1/ 0.12
			                      = 20,000 x 1.2107/0.12
				        = 20,000 X 10.09
				         = Rs.2,01,800

16. Advantages of Financing Startups by Angel Investors
1. Access to Capital:Angel investors provide essential funding to startups that might not be able to secure traditional financing through banks or venture capitalists due to the high-risk nature of their business or lack of established credit history.
2. Flexible Terms: Angel investors may offer more flexible investment terms compared to banks or venture capitalists. They are often willing to accept higher risk and can be open to negotiating terms that align with the startup's needs.
3. Expertise and Mentorship: Many angel investors are successful entrepreneurs or professionals with substantial business experience. In addition to funding, they can provide valuable guidance, mentorship, and industry connections, helping the startup grow and navigate challenges.
Disadvantages of Financing Startups by Angel Investors
1. Equity Dilution:In exchange for their investment, angel investors typically demand equity in the startup. This means the founders will own a smaller portion of their company, which could result in losing some control over decision-making.
2. Potential for Loss of Control: Angel investors often want to be involved in key decisions to ensure the success of their investment. This may result in founders losing some level of control or autonomy over the company’s direction.
17. Adjusted Credit Sales = Credit Sales – Sales Returns
		                = 1,40,000 – 10,000 =  1,30,000
     Average Debtors = Opening Drs + Closing Drs/2
		      = 8,000 + 12,000 /2
		      = 20,000/2 = 10,000
 Debt Collection Period = Average Drs / Credit sales per day
Credit sales per day = Adjusted credit sales/ 365 = 1,30,000 /365 = 356.16
Debt Collection period = 10,000/356.16 = 28.07 days
18. Computation of EOQ
	EOQ = √2AB/CS
	EOQ=√2×6,400×75/1.5 
EOQ ​​=√960,000/1.5
EOQ​​=√640,000​ ≈800units
Number of Orders Per annum = Annual Consumption/ EOQ
Number of Orders per Annum=6,400/800​=8 orders per year

Section – C
20. 	NPV=∑(1+r)tCt​​−C0​ 
Ct​ = Cash inflows in year t
r = Discount rate (10% or 0.10)
t = Year
C0​ = Initial cost of the project
NPVX​=18,181.82+33,057.85+45,084.29+61,477.18+74,569.46−1,40,000 NPVX=2,32,370.60−1,40,000=92,370.60
NPVY​=90,909.09+66,115.70+30,059.76+13,658.13+12,419.42−1,40,000 NPVY=2,13,262.10−1,40,000=73,262.10
Profitability Index X​=​NPVX​+C0/C0​​=92,370.60+1,40,000​/1,40,000 
=2,32,370.60/1,40,000 =1.66
Profitability Index Y​=​NPVY+C0/C0 =73,262.10+1,40,000/1,40,000
​=2,13,262.10/1,40,000 ​=1.52
NPV for Project X = Rs. 92,370.60
NPV for Project Y = Rs. 73,262.10
Profitability Index for Project X = 1.66
Profitability Index for Project Y = 1.52

21. Firm Cash Cycle:
	Average Age of Inventory  		90 days
	Add: Average age of a/c receivables 	75 days
						_______
						165 days
	Less: Average age of a/c payables	45 days
						________
				Cash Cycle	120 days
	Cash Turnover:
		Cash Turnover = No. of days in a year/ cash cycles in a day
				= 360/120= 3 times
	Minimum cash balance = Total annual operating outlay/ cash turnover
				= 15,00,000 / 3 times = Rs.5,00,000
	New cash cycle = 42 days + 75 days – 45 days
			= 72 days
	New cash turnover = 360 / 72 = 5 Times
	Minimum cash balance = Total annual operating outlay/ cash turnover
				= 15,00,000 / 5 times = Rs.3,00,000
	Reduction in Investment  = 5,00,000 – 3,00,000 = Rs.2,00,000
	Savings due to reduction in investment = 2,00,000 * 10% = Rs.20,000

22. P.V of Annuity = Cash inflow*1/(1+R)n	
     PV after 1 Year = 60,000*1/(1+0.2)11  
		   = Rs.49,998
   PV after 2 year = 60,000*1/1.44
		= Rs.41,664
PV after 3 year = 60,000 *1/1.728
	 	= Rs.34,722
PV after 4 year =  60,000 *1/2.0736
		= Rs.28,938
Total PV of Annuity – 49,998+41,664+34,722+28,938 = Rs.1,55,322
23. Methods of Risk Management
	Risk management is the process of identifying, assessing, and prioritizing risks, followed by coordinated efforts to minimize, monitor, and control the probability and impact of unfortunate events or to maximize the realization of opportunities. Various methods are employed to manage risks effectively.
Risk Avoidance - Risk avoidance involves altering plans or actions to completely eliminate the risk or prevent the possibility of it occurring. 
Risk reduction - Risk reduction involves taking steps to reduce the likelihood or impact of a risk occurring.
Risk Acceptance - Risk acceptance means acknowledging the existence of risk but deciding to take no action because the cost of mitigation or avoidance is greater than the potential impact of the risk. 
Diversification - Diversification involves spreading investments or efforts across various areas to reduce exposure to any single risk. This can be applied in investment strategies, business models, or project portfolios.
Risk Monitoring -  Risk monitoring and review involves continuously assessing risks to ensure that the risk management strategies are effective and that new risks are identified and addressed promptly.
24. Leasing is a financial arrangement where the owner of an asset (the lessor) allows another party (the lessee) to use the asset in exchange for periodic rental payments over a specified period. Leasing is a way for businesses and individuals to use assets such as machinery, vehicles, equipment, or property without the need for a large upfront investment. Instead, the lessee pays rent for the asset's use, often with an option to purchase the asset at the end of the lease term.
Types of Lease Agreements
Operating Lease - An operating lease is a short-term lease where the lessor retains the risks and rewards of ownership. At the end of the lease term, the asset is usually returned to the lessor.
Finance Lease - A finance lease is a long-term lease in which the lessee essentially gains most of the risks and rewards of ownership. The lease term typically covers the majority of the asset's useful life.
Operating Lease: Short-term, asset returned at the end of the lease, maintenance is the lessor’s responsibility. 
Finance Lease: Long-term, the lessee typically assumes responsibility for the asset, including maintenance and costs, and often has the option to purchase the asset at the end of the term.
Sale and Leaseback- In a sale and leaseback arrangement, the owner of an asset sells it to a lessor and immediately leases it back, allowing the original owner to continue using the asset while receiving cash from the sale. 
25. Objectives of Cash Management
Cash management refers to the process of collecting, managing, and investing cash in a manner that ensures a business has sufficient liquidity to meet its obligations while optimizing the use of its available cash resources. 

1. Ensure Liquidity:
The primary objective of cash management is to ensure that the business has enough cash on hand to meet its day-to-day operational expenses, including paying suppliers, employees, and meeting other financial commitments. This helps to avoid any liquidity crises or insolvency risks.

2. Optimize Cash Flow:
Effective cash management ensures that cash flows into and out of the business are balanced. Businesses aim to time their cash inflows (such as customer payments) and outflows (such as supplier payments) to avoid cash shortfalls. The goal is to maximize cash inflows while minimizing unnecessary cash outflows.
3. Minimize Idle Cash:
Cash that is sitting idle (not generating any returns) should be minimized. The objective is to ensure that surplus cash is either invested in short-term assets or used effectively in the business to generate returns rather than sitting in a non-productive form.
4. Maximize Interest Earnings:
Surplus cash that is not immediately required should be invested in short-term instruments like money market funds or other low-risk investments to earn interest, thereby increasing the business's overall returns on available funds.
5. Cost Control:
Managing cash properly can help reduce borrowing costs and the need for short-term credit. By having enough cash available, a business can avoid borrowing or using overdraft facilities that could incur high interest rates.
Advantages of Cash Management
1. Improved Liquidity:
One of the major advantages is the ability to maintain enough liquidity to meet short-term financial obligations. This minimizes the risk of running into cash flow problems, ensuring smooth operations.
2. Reduced Financing Costs:
By managing cash efficiently, a business can avoid borrowing or relying on credit lines for day-to-day operations. This leads to reduced interest expenses and helps the company save money on borrowing costs.
3. Increased Profitability:
When surplus cash is properly invested in short-term, interest-bearing instruments, it can generate additional income. This can increase the overall profitability of the business.





4. Better Decision-Making:
Cash management enables more informed decision-making, as businesses can plan for the future by analyzing cash flow patterns, determining the timing of cash inflows and outflows, and planning for expansion or investment opportunities.
5. Avoidance of Cash Shortfalls:
Effective cash management ensures that businesses avoid situations where they don’t have enough cash to meet their obligations. This can prevent disruptions in business operations, supplier relationships, or even damage to the company's reputation.

