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SUB: FINANCIAL MANAGEMENT.

INSTRUCTIONS:

1. Q.1 AND Q.4 ARE COMPULSORY.

2. ATTEMPT ANY ONE FROM Q.2 AND Q.3.
I 3. ANSWERBOOKS WILL BE ASSESSED FOR THEIR CONCEPTUAL INTEGRITY
RATHER THAN ARITHMETICAL ACCURACY.

r 4. MARKS TO THE QUESTIONS ARE ALLOCATED AS FOLLOWS:

QUESTION TOPICS MARKS
NOS.
1. DELL'S CASE 40%
2. FIVE YEAR FINANCIAL PLAN 30%
3, INVETSMENT DECISIONS 30%
a. DESCRIPTIVE QUESTION 30%

MARKS WILL BE DEDUCTED FOR WANT OF NEATNESS AND PRESENTATION.

» 5. WISH YOU GOOD LUCK.

THE CODE OF HONOUR IN OPERATION & YOU ARE REQUIRED TO ADHERE TO THE SAME




Q.1)

DELL'S CASE

a) Discuss the profile of Dell as an outstanding Company. List the redeceming
features.

b) Apply all the financial Management & Management tools & techniques you
have studied so far in evaluating the performance of Dell in managing its

working capital.

c) Evaluate the roll of negative working capital in business, Dell or otherwise.
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Dell's Working Capital

Dell Computer Corporation had reported impressive growth for fiscalycar 1996 with its sales up
52% over the prior year. Industry analysts anticipated the personal computer market to grow 20%
annually over the next three years, and Michael Dell expected that his company, with its build-to-
order manufacturing system, would continue its double-digit growth. Although Dell Computer had
financed its recent growth irlernaly, management needed a plan for financing the future growth

Company Background
Dell Computer Coeporation was founded in 1984 by then nincteen-year-old Michael Dell. The
company designed, sold and serviced high performance personal computers (PCs)
mhmwmrm Initially, the company purchased [BM compatible personal
wm Mﬂmwmmumwmm
o its own = §
wﬂ&u E:‘:d market = brand personal coorputer, taking orders over 2

Selling directly to customers was Dell’s core strategy. Sales were primarily generated through
advertising in computer trade magazines and, evefitually, in a catalog. Dell combined this low cost

sales/distribution model with a production cycle that began after the company received a customar’s
order. This build-to-order model enabled Dell to deliver a custbmized order within a few days,

something its competitows could not do. Dell was also the first in the industry to provide woll-free
telephone and on-site tnchaics! support in an vifort 1o differentinte itsolf in customer secvice.

Dell’s Inventory Management

Dell built camputer systems alter the company reccived the customer’s onder. In contrast, the
industry leaders built lo forecast and maininined sizxable finished goods inventory in their stock or ot
theit channe! partners. Dell’s build-to-order manufacturing process yielded low finished geods
inventory balances Ilythcmidﬂ%&l’swt—in—pqmmmd finished goods Inventory as a
percent of total inventury ranged from 10% to 20%. This contrasted sharply with the indusiry
lcaders, such as Com pag, Apple and IBM, whose WIP and finished goods inventory typically mngued
from 50% to 70% of total inventory, not including inventory held by their resellecs.
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Dell maintined an invéntory of components. The cost of individual comsore's, sxch as
proccssor chips, comprised about 80% of the cost of 2 PC. As new technology replacud o =, tho prices
of components fell by an average of 30% a year.! Dell ordered components based on s2cs Soesaste.
Componeats were sourced from about 80 suppliers in the mid-1990s — down from a Egt o 220 or
more. Dell issued “releasts™ for a cortain amount of produkt from a su 8 invenlory or 3 mouar
besis, depending upon the forscast? Suppliers, many of whom had warchouses cisse 2 Sul’s
Anstin Texas and freland plants, delivered parts to Dell, often on a daily basis.

As Michael Dell explained, “other companics had to maintain high levels of inventory o sixcc
reseller and retail channels. Because we built only what our customers wanted when they wantod I,
we didn’t have a lot of inventory taking up space and soaking up capital.™ As such, Dell’s supply o
inventory was significantly lower than its competilors, providing a competitive advantage.

Table A Days Supply of Inventory (DSIP 1

1993* 19948, 1995%
Ded CaTputer 55 33 2
Apoie Compedtar 85 54
Compaq Computer 72 80 73
18k 64 57 48

2

Source Dell Computer Corporation Fiscal 1993-1995 Annim] Reports; case wriler estimates from Apple Commputer, Compaq
Coenputer, and 1BM Fiscal 19921994 Annual Reports

* DS = (Net Ending Inventory )/ (Quarierly COGS/%0 Days)

PDedl's Bscal calendar ends in January; Apple’s in Sepieeber; Compag and [EM's in Decernher. The DS for 1995 reprewents
Dell's DSl for the quarter ended on 1/25/95, Apple’s on 9/30/94, and Compag's and TBMs on 12/31/94

September 1990 - August 1993

In 1990, Dell had only 1% of the US. PC market share’ Michael Dell anticipated that the
fragmented PC industry was ready for a consolidation and that Dell was too small to survive o
consolidation. At the time Michael Dell explained, *1 realized we had to decide whother we should
stay the size we were —and face the consequences — or go for big lime growth...Obviously, we went
for growth — in one big leap.™

On September 10, 1990, in an attempt to capture sales from small businesses and first time
comsumers, Dell announced it was broaking from its dircct-only business moded and woukd begin 1o

L

| Anan, “Selfing 'Cs like Baninas,” The Seomnari; | ondon, Uctobee S, 199, p. K1

2 Clare Goldshvrry, “Computer Mikers May Overcom= [IT Troubles,” Platics News, August 15,1954 . 20

3 Mfichaed el with Cathorine Frevdman, =1 Snx from 13, Sirtegies. Tt Revalutioned an hadiedey," 1999, p. 22

4 jan Rivhin and Mictoel Iarker, “Makching 1el™ 1IBS cioee V92 15, June dy 199, o 15,

5 Mlichoel [ell with Cather ine Frvanian, *1irect frans DI, Steateggies Fhat Revoluboniznd an ledustry,” 199, p. 4.
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Delt's Wocking Capital

sell its PCs* through CompUSA {formerty SoftWarehousc Superstores). Over the next two and 2 haif
years, Dell expanded this indirect distribution channel by adding other mass market retilers fie.,

Staples, Inc) and marketing its Precision line exclusively through Price Club. Additionally the
o pany continued aggressive pursuit of foreign markets, relying on resellers to distribute Dcll
product when timing limitations or infrastructure obstacles complicated direct distribution. Annual
sales increased by 268% within two years, compared to industry growth of 5%, and moved Dell ino
the top five in worldwide tharket share” Exhibit 1 details sales growth for Dell and the PC industry

I August 1993, Dell reported a $76 million dollar loss for the second quarter of 1993, its first loss.
The loss was tied to S71 million in charges relating to the sell-off of exess inventory and the cos: of
scrapping a disappointing notebook computer line.® The company also took restructuring charges to
consolidate European operations that had become redundant and inefficient. Dell’s profit margin fell
to 2% for the first quarter, ending May 2, 1993, — well below the companiy’s target of 5% that they had
achieved or excceded for 11 consecutive quarters. With 532 million in cash and cash cquivaients,
analysts thought Dell had enough cash and credit to last at least another year, but many wor dered if
the company had the resources to keep pace should the battle for market share intensify.’

Like many companies, we were always focused on our profit and loss statement. But cash
flow was not a regularly discussed tupic. [t was as if we were driving along, watching only
the speedometer, when in Ssct we were running out of gas. !0

September 1993 — January 1996

Dell shifted its focus from exclusively growth to liquidity, profitability, and growth. it adooted
company-wide metrics around the new focus, requiring cach business unit to provide detailed profit
& loss statements. In july 1994, less than a year after shifting the company’s focus, Dell exited the
low margin indirect retail channel where, CRO Tom Meredith noted, “we were losing our shirts ™ ©
Laks in 1995, Dell instituted goals cn ROIC (Retum on Invested Capital) and CCC {Cash Conversfon
Cycic). mzmmﬂ:ﬂ:ﬂm The company took measures to improve is
intornal systems for forccasting, reporting, and invenlory control. nmwvmdurmhﬁuﬁon
progmm was pul In place, reducing e number of supplicrs, ensuring component quality, wnd
Improving delivery performance. Dell also brought in scasoned managers to lead the company
during Its next stage.

These changes, combined with Dell’s reentry into the notebook market, and its rapid introduction

of computer systems besed on Intel Corparation’s new Penium microprocessor chip, fucled the
company’s recovery. Dell’s direct contact with customers helped it anticipate demand for newly

- developed Pentium-based -and its low inventory of 386 and 486 technology made it less

costly for it o move qu . Dell beat the competition to the market place with Pentium-based

* Systeems 30k through the remil channed were fimited i crrinin predetrrmined configuralions and weres not Custorizrd.
7 Jan Rividn and Michas! Porter, “Matching Dell,” (185 Case 795158 June &, 1999, p. IS
IJ-T'HCWMLHHM , Backs Awsy From Forecast of Rebound,” Wisll Strert Journel, Augu 15,

? Petes Burrows and Stephantie Andenson Forest, “Dell Computer Goes Ink the Shop,* Businrss Went, July 1990, p. 38
" Michoel Dell with Catherine Fredsiun, “Direct froc DFLL., Stmtegies That Revolutionized an Industry,” 1999, p.
"1 Rahel Jacob, “The Resurrection of Michael Defl,” Forfams, Septessber 18, 1955, p. 117,
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products and was the first in the industry to achieve volume production of systems with the 120 mhz
Pentium processor.* Exhibil 3 presonts Ddr:pumdm:ymuhbymtrp&

In July 1995, Dl became the fiml manafactures 1o convert its enlire major product ling fo the
Pentium technology.? By that time, In loes than two yoars, the Pentium chip was at 133 MHz — the
ninth upgrade. Dell was able to offer faster systoms at the same price that rivals were marketing
older Pentium technology. Becausé of its low finished goods inventory, Dell didn’t have to dismantle
PCs to replace the microprocessor when Intel Corporation discovered ite Pentium chip was flawed in
1934. 1t was able to quickly manufacture systoms with tho “updated” Pentium while othess (Le.,
Compaq) were still selling flawed systems from ipventory. In a similer veln, Doll was able to begin
shipping its Dell Dimension systems equipped with Microsoft Corpomation’s new Windows 95
oporafing system on August 25, 1995 — the very dey Microsoft launched the product. As a direct
marketer, Dell was able to bring new component technology to the market wvithin an average of 35
days ~ a third of the time it took competitors to move a new product through indirect channels. ™

The Future

For its 1996 fiscal year, ended January 31, 1996, Dell reported revenue of §5.3 billion with net
income of $272 million, or 5.1% of sales. Revenue was up 52% over the prior year compared with an
incustry increase of 31%. Exhibits 4 and 5 presents Dell’s Income Statement and Balance Sheet,
respectively. Though favorable, the 1996 results sulfered somewhat from component shortages.
Michpel Dell predicted the company’s growth rate for the next year would again outpace the
industry’s growth. -

12 anon, “Dell First to Ship Systems with New Fentium Processos,” PR Newsire, Apeil 19, 1935,
13 Ancm, “Dell Taking Ovders for Faciory-Instalied Windows ‘35 on Dell Dimension Deskiop POL” PR Newswirr, August .
1555, :
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Dell's Working Capital w1029
I
Exhibit1 [ Dell’s annual worldwide sales dollar growth versus industry.
_Calendar Year _Del Industry
1991 63% 2%
1992 1285 T
1883 i 43% 15%
1594 i I
1995 - 52% N%
Sottree:  Delll Computer Carporation Fiscal 1996 Annunl Report; case writer estimates from industry market share data from
International Data Corporation.
ell’s Fcal pear chosest in afignment to calendar year stabed. h o
Exhibit2 Working Capital Financial Ratios for Dell.
s psts - pro* .ooct
a1 40 % 48 48
QI 44 51 55 40
Qha 47 52 51 48
B3 BS 54 53 56
cHod 55 58 55 57
Q294 41 53 43 51
Qa4 3 53 45 a1
Qb 3 50 42 41
Q158 32 53 45 40
0283 a5 49 44 40
Q85 35 50 45 39
Q488 aQ a7 44 as
Qiss 4 47 42 39
aese 36 50 43 43
Qe kg a9 43 43
Q498 a1 42 23 40
Source: Dedl Computer Corporation fiscal 1993-1996 annual and quarterty sepors.
DS [Dys Salkes of Inventory) = Net Inveniory / (Quarterly OOGS/ 903
050 (Deys Sales Cutsianding) = Net Accounts Recoivabies / (Quarterly Sales/50)
€ DPFO (Days Payables Outstanding) = Accoants Payables / ({Quarterty COCS/S0)
4COC (Cash Conversion Cycle) = DS{ + DSO - DIO.
Exhibit3 Percent of Dell Computer Systerns Sales by Microprocessor.
Compater Systems Frod Frss FY96
388 modais 7% 0% 0%
488 models 2% . TR 25%
_Pentim modets _ % 29% 75%
Source: Dell Computer Corparabion Fiscal 195496 Annual Reports.
. s e e S e —— !
Copying of postfing Is an Infringement of conyright. or 817-TB3-7860.



' C

Ll

Exhibit4 Profit & LossStatements for Dell Computer Corporation (millions of dollars).

Sowsce: I:;nlﬂnp-lrrn-pnﬁ—:ﬁnﬂ 199 Ancuis) Repoet.

_Flsral Year 1996 1995 1954 1954 1992
Sales $5.208 $3.475 2,873 2014 $850
Cost of Sales 4229 2737 2440 .lﬁ 5.3
Gross argin 1,067 738 433 2a2
Operaling Expences - &30 489 472 810 A H
Operating Income a7 243 (as) 139 67
Firencing & Other Incoma 8 {38) 0 4 7
incoms Taxes 1 64 (3 a1 23
MNet Profit 2T 149 (38) 102 51

ExhibitS Balance Sheets for Dell Computer Corporation (millions of déliars).

Year Ended
January 28, January 29, January 30,
; 1996 1985 1994
Cumant Assets: .
Cash 55 43 3
Shorl Term Invesiments 59 484 a4
Accounts Recaivables, nel 725 534 a1
invardarias 429 2pa 20
Cthar 156 12 g0
Total Curmant Assels 1,957 1.470 1,048
Propesty, Plant & Equipment. nel : 178 17 87
Other 12 i 2
Tots! Assets 2148 1,594 1,140
Currant Liahites:
Accounts Payabls 465 403 NA
Accrusd and Other LiabSiies 473 49 NA
Total Current Liabiliies 839 s 5=
Loung Tean Debt 113 113 100
Other Liabilities 123 n 21
Total Liabilities 1175 942 669
Stockholders’ Equity;
Prefemred Stock® & 120 NA
Common Stock® 430 242 NA
Rstained Eamings 570 311 NA
Other (33) (21) * NA
Total Stockholders’ Equity 973 652 am
2,148 1,504 1.140
Source Dedl Computer Corporation Fsoal 1994-1956 Axovma! Reporti.
1,150,000 shares of preferned siock comverted ko common siock i fiscal year 1998,
G -
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Q.2) Develop a five-year financial plan for a company based on the following
assumptions:
Year Year Year Year Year
1 2 3 4 5
Net assets (104) $1.500 % = = =
Debt/Equity 0.25:1 0.25:1 0.50e1 0.50:1 0.50:1
Return on Net Assets (after 8% 9% 10 10%% 10%
.~ |taxes)
Interest rate (after taxes) 4.5 4.5 5.0 5.0 5.0
Dividend payout 2f. 2. s V4 s
200,000 |- - - -

'- MNumber of shares

findings.

growth in equity by varying the conditions in Year 5 as follows:

a) Calculate all relevant financial results, such as earnings per share, return on

equity, growth in equity and growth in earnings. Discuss your assumptions and

b) Demonstrate the sensitivity of eamings per share, return on equity and

debt/equity, 0.75:1; return on net assets, 11 percent; interest rate, 4.5 percent:

and dividend payout, two thirds. Discuss your findings.

il
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Q.3) An investment proposition costing $60,000 is expected to result in the following ©

aftertax cash inflows over seven years:
Year

] $10,000
2 15.000
3 15,000

_ 4 20,000
5 15,000
6 10,000
7 5.000

+a4) Calculate the net present value at 10 percent and at 16 percent.
b) Determine the internal rate of return (yield) of the proposition.
«} If the annual cash flows were an even $13, 000 per vear for seven years, what
would be the net present value at 10 percent?
d) What level of annual cash flows would be required to yield a 16 percent
return?
e) How would the results of (a) and (b) change if there is a cash inflow (salvage
value) of $10,000 at the end of Year 7?7
f) How would the result of (d) change if there were a cash inflow (salvage value)
of $10,000 at the end of Year7?

Comdd ----1o
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Q.4) Discuss the following in the context of what you have understood from the
proceedings in the class: (any five)
1. Liquidity and Profitability are at loggerheads.
More sales do not mean more profits.
More Assets mean more Profits.
More Sales or Assets mean Higher Market Capitalisation.
Debt is cheaper than Equity.
Leverage will always boost Return on Equity.
Nominal Rates of Interest versus Real Rates of Interest.

Negative or Zero Working Capital helps to maximize ROI.

o TR S

Ratios are only guide to decision making. In fact, decision making starts where
formulag ends.

10.NPV is superior to IRR.

11.Physical Planning Precedes financial planning.

12.Minimum Acceptable Rate of Return is always greater than or equal to Cost of
Capital
Thus: R > Ko
R = minimum acceptable rate of return.
Ko = cost of capital

13. Tax Adjusted inputs drive investments decisions.

14. Operating Leverage v/s Financial Leverage.

15.Stakeholders Welfare v/s Shareholders Welfare.

N. B. Answers must be brief, focused and to the point.

Contd -=--1)
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Present Valoe of Single Sum of $1 Received or

Paid =t End of Period
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t Value of $1 per Period Received or Paid at End of Period (Annuity)
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