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Chapter 1
Name _____________________________
Practice Quiz

Exercise 1.1. Marginal Value Added 

The manager of Parking Structures, Inc. believes that by adding new bright lighting to their main downtown parking garage, from Lighting Designs, Inc.  Usage of the new lighting will allow the revenues  from the garage to increase to $1,250,000 from the current level of $1,110,000, both in today’s dollars. The new lighting will cost $80,000 to install.  (Assume there are no other cash flows are involved.)

Determine the marginal (added) benefits of the new lighting and the net benefit of the proposed new lighting. Should the manager recommend the change?

Exercise 1.2. Accounting View versus Financial View

Parking Structures, Inc. purchased the lighting system described in Exercise 1.1 at the end of the year for $80,000. Assume that Lighting Designs’ cost of production and installation was $65,000.  What would be the accounting view and financial view of the sale, given the marginal changes in Lighting Designs’ income statement and cash flow statement?

Chapter 1
Solution to Practice Quiz
Solution 1.1. Marginal Value Added

	Benefits with new lighting
	$1,250,000

	Benefits with current lighting
	  1,110,000

	 Marginal benefits
	$   140,000

	Marginal benefits
	$   140,000

	Marginal cost
	       80,000

	 Net benefits
	$     60,000


The manager should recommend that the company replace the old lighting with the new lighting. Since
the marginal value added is positive, the wealth of the shareholders would be increased by accepting the change.

Solution 1.2. Accounting View versus Financial View

	Accounting View

(Accrual Basis)
	Financial View

(Cash Basis)

	Income Statement
	Cash Flow Statement

	Sales Revenue
	$80,000
	Cash Inflow
	$0

	Less: Cost
	$65,000
	Less: Cash outflow
	$65,000

	Net Profit
	$15,000
	Net cash flow
	($65,000)


Chapter 2
Name _____________________________

Practice Quiz

Exercise 2.1. Tax Liability

Calculate the tax liability for The Body Shop Fitness Centers, Inc. if before-tax earnings are:

a.
$84,000

b.
$150,000

c.
$1,300,000

Exercise 2.2. Impact of Tax Deductibility of Interest Expense

Tiger Brands, Incorporated and Lion Limited both have earnings before interest and taxes of $800,000.  Tiger Brands, Incorporated, has borrowed funds and pays $200,000 in interest expense.  Lion Limited has not borrowed any money to fund operations.  Both firms are in the 40% tax bracket.   Calculate the earnings after tax for both firms.

Chapter 2
Solution to Practice Quiz
Solution 2.1. Tax Liability

	
	Tax Calculation
	

	
Pretax Income
	
Base Tax
	
%
	Amount over Base
	
Tax

	$     84,000
	$  13,750
	
	[0.34
(
9,000]
	$  16,810

	150,000
	22,250
	
	[0.39
(
50,000]
	41,750

	$1,300,000
	$113,900
	
	[0.34
(
965,000]
	$442,000


Solution 2.2. Impact of Tax Deductibility of Interest Expense

	
	Tiger Brands
	Lion Limited

	Earnings before interest and taxes
	$800,000
	$800,000

	Less: Interest expense
	200,000
	0

	Earnings before taxes
	$600,000
	$800,000

	Less: Taxes (40%)
	240,000
	320,000

	Earnings after tax
	$360,000
	$480,000



Tiger Brands had $200,000 more interest expense than Lion Limited, but Tiger Brands’ earnings after taxes are only $120,000 lower. The difference is due to the fact that interest expense is a tax-deductible charge, reducing taxable income and taxes.

Chapter 3
Name _____________________________

Practice Quiz

Exercise 3.1. Financial Statement Preparation

The Glass Factory, Inc. has just ended the 2012 production year. The balance sheet and income statement are presented below. Two of the four key financial statements remain to be prepared for the stockholders’ report.

	Balance Sheet
Glass Factory, Inc.
December 31, 2011 and 2012

	
	
	
	2011
	
	
	
	2012

	Assets
	
	
	
	
	
	
	

	Cash
	
	
	$  1,000
	
	
	
	$     500

	Accounts receivable
	
	
	5,000
	
	
	
	4,500

	Inventory
	
	
	7,000
	
	
	
	6,000

	 Gross fixed assets
	$20,000
	
	
	
	$15,000
	
	

	 Accumulated depreciation
	  10,000
	
	
	
	    9,000
	
	

	Net fixed assets
	
	
	$10,000
	
	
	
	$  6,000

	Total assets
	
	
	$23,000
	
	
	
	$17,000

	Liabilities and stockholders’ equity
	
	
	
	
	
	
	

	Accounts payable
	
	
	$  2,000
	
	
	
	$  1,500

	Notes payable
	
	
	3,000
	
	
	
	2,500

	Accruals
	
	
	500
	
	
	
	500

	Long-term debt
	
	
	10,000
	
	
	
	6,000

	Common stock at par
	
	
	500
	
	
	
	500

	Paid-in capital in excess of par
	
	
	5,500
	
	
	
	5,500

	Retained earnings
	
	
	    1,500
	
	
	
	       500

	Total liabilities and stockholders’ equity 
	
	
	$23,000
	
	
	
	$17,000


	Income Statement
Glass Factory, Inc.
for the Year Ended December 31, 2012

	Sales
	$40,000

	Cost of goods sold
	  21,000

	Gross profits
	$10,000

	Operating expenses
	  13,000

	Operating profits
	$  6,000

	Interest expense
	    2,000

	Net profits before taxes
	$  4,000

	Taxes (40%)
	    1,600

	Net profits after taxes
	$  2,400


a.
Calculate the amount of cash dividends paid during 2012.

b.
Calculate the depreciation expense incurred during 2012.

c.
Prepare a statement of retained earnings for the year ended December 31, 2012.

d.
Prepare the statement of cash flows for the year ended December 31, 2012.

Exercise 3.2. Ratio Analysis

The Vanguard Group, Inc. has compiled the following financial statements and comparative financial ratios for the year-end review.

	Balance Sheet
Vanguard Group, Inc.
December 31, 2012

	Assets
	
	

	Current assets
	
	

	 Cash
	
	$   118,750

	 Accounts receivable
	
	296,250

	 Inventory
	
	     303,750

	 Total current assets
	
	$   718,750

	Gross fixed assets
	$625,000
	

	Less: Accumulated depreciation
	    93,750
	

	Net fixed assets
	
	     531,250

	Total assets
	
	$1,250,000

	Liabilities and stockholders’ equity
	
	

	Current liabilities
	
	

	 Accounts payable
	
	$   111,250

	 Notes payable
	
	211,250

	 Accruals
	
	     108,750

	  Total current liabilities
	
	$   431,250

	Long-term debt
	
	     235,000

	  Total liabilities
	
	$   666,250

	Stockholders’ equity
	
	

	 Common stock
	
	318,750

	 Retained earnings
	
	     265,000

	  Total stockholders’ equity
	
	$   583,750

	Total liabilities and stockholders’ equity
	
	$1,250,000


	Income Statement
Vanguard Group, Inc.
for the Year Ended December 31, 2012

	Sales revenue
	
	
	$1,680,000

	Cost of sales
	
	
	  1,362,480

	Gross profits
	
	
	$   317,520

	Less: Operating expenses
	
	
	

	Selling expense
	$   125,600
	
	

	General and administrative expense
	81,600
	
	

	Depreciation expense
	       24,000
	
	

	 Total operating expense
	
	
	$  231,200

	Operating profits
	
	
	$    86,320

	Less: Interest expense
	
	
	     15,600

	Net profits before taxes
	
	
	$    70,720

	Less: Taxes (40%)
	
	
	28,288

	Net profits after taxes
	
	
	$    42,432


	Historical and Industry Average Ratios
Vanguard Group, Inc.

	
	
	
	
	Industry
Average

	Ratio
	2010
	2011
	2012
	2012

	Current ratio
	1.6
	1.7
	—
	1.6

	Quick ratio
	0.9
	1.0
	—
	0.9

	Inventory turnover
	6.0
	5.0
	—
	8.4

	Average collection period
	40 days
	50 days
	—
	40 days

	Total asset turnover
	1.5
	1.5
	—
	1.75

	Debt ratio
	60%
	56%
	—
	50%

	Times interest earned
	2.5
	3.5
	—
	4.0

	Gross profit margin
	20%
	19.7%
	—
	20%

	Operating profit margin
	4.7%
	4.8%
	—
	6%

	Net profit margin
	2.0%
	2.3%
	—
	3%

	Return on investment
	3.0%
	3.5%
	—
	5.25%

	Return on equity
	7.5%
	7.95%
	—
	10.5%


a.
Calculate the firm’s 2012 financial ratios.

b.
Analyze the firm’s performance from both time-series and cross-sectional viewpoints.

c.
Comment on the firm’s overall financial condition and performance.

Chapter 3

Solution to Practice Quiz

Solution 3.1. Financial Statement Preparation

a.
Dividends paid 
net profits after taxes  change in retained earnings




$2,400  ($1,500  $500)




$1,400

b.
Depreciation expense 
change in gross fixed assets  change in net fixed assets




$5,000  $4,000




$1,000

c.


	Statement of Retained Earnings
Glass Works, Inc.
for the Year Ended December 31, 2012

	Retained earnings balance (January 1, 2012)
	$   500

	Plus: Net profits after taxes
	2,400

	Less: Cash dividends on common stock
	 (1,400)

	Retained earnings (December 31, 2012)
	$1,500


d.



Step 1:


	Statement of Sources and Uses of Cash
Glass Factory, Inc.
between 2011 and 2012

	
	
	
	
	Classification



	
	     2012
	     2011
	      Change
	Source
	  Use

	Assets
	
	
	
	
	

	Cash
	$  1,000
	$     500
	
$

500
	
	$   500

	Accounts receivable
	5,000
	4,500
	


500
	
	500

	Inventory
	7,000
	6,000
	

1,000
	
	1,000

	Gross fixed assets
	$20,000
	$15,000
	

5,000
	
	5,000

	Accumulated depreciation
	10,000
	9,000
	

1,000
	$1,000
	

	Liabilities and stockholders’ equity
	
	
	
	
	

	Accounts payable
	$  2,000
	$  1,500
	


500
	500
	

	Notes payable
	3,000
	2,500
	


500
	500
	

	Accruals
	500
	500
	0
	
	

	Long-term debt
	10,000
	6,000
	

4,000
	4,000
	

	Common stock at par
	500
	500
	0
	
	

	Paid-in capital in excess of par
	$  5,500
	5,500
	0
	
	

	Retained earnings
	1,500
	500
	

1,000
	  1,000
	                         

	  Totals
	
	
	
	$7,000
	$7,000

	Step 2:

Statement of Cash Flows for 2012
Glass Works, Inc.

	Cash flow from operating activities
	
	

	Net profits after taxes
	$2,400
	

	Depreciation
	1,000
	

	Increase in accounts receivable
	(500)
	

	Increase in inventory
	(1,000)
	

	Increase in accounts payable
	      500
	

	 Cash provided by operating activities
	
	$2,400

	Cash flow from investment activities
	
	

	Increase in gross fixed assets
	($5,000)
	

	 Cash used in investment activities
	
	(5,000)

	Cash flow from financing activities
	
	

	Increase in notes payable
	$   500
	

	Increase in long-term debt
	4,000
	

	Change in stockholders’ equity*
	0
	

	Dividends paid
	  (1,400)
	

	 Cash provided by financing activities
	
	  3,100

	 Net increase in cash
	
	$   500


*Exclusive of retained earnings, which are reflected in net profit after taxes and dividends.

Solution 3.2. Ratio Analysis

a.


	Historical and Industry Average Ratios
Vanguard Group, Inc.

	
	
	
	
	Industry
Average

	Ratio
	2010
	2011
	2012
	2012

	Current ratio
	1.6
	1.7
	1.67
	1.6

	Quick ratio
	0.9
	1.0
	0.96
	0.9

	Inventory turnover
	6.0
	5.0
	4.5
	8.4

	Average collection period
	40 days
	50 days
	64 days
	40 days

	Total asset turnover
	1.5
	1.5
	1.34
	1.75

	Debt ratio
	60%
	56%
	53%
	50%

	Times interest earned
	2.5
	3.5
	5.5
	4.0

	Gross profit margin
	20%
	19.7%
	18.9
	20%

	Operating profit margin
	4.7%
	4.8%
	5.1%
	6%

	Net profit margin
	2.0%
	2.3%
	2.5%
	3%

	Return on investment
	3.0%
	3.5%
	3.4%
	5.25%

	Return on equity
	7.5%
	7.95%
	7.3%
	10.5%


b.


	Ratio
	Time-Series Analysis
	Cross-Sectional Analysis

	Liquidity
	
	

	Current ratio
	Stable
	On target

	Quick ratio
	Stable
	On target

	Activity
	
	

	Inventory turnover
	Unfavorable trend; possible obsolete overstocked inventory
	Significantly below average; poor inventory management

	Average collection period
	Significantly below average; poor collection efforts; takes firm too long to collect A/R 
	Well above average; investigate credit policies

	Total asset turnover
	Downward trend; unfavorable; too few sales dollars for the level of total assets
	Significantly below average; investigate reason for low sales or high asset levels

	Debt
	
	

	Debt ratio
	Debt reduction since 2010
	Closer to average; slightly more leveraged than average

	Times interest earned
	Significant increase in ability to cover interest obligations; favorable
	More favorable than average; better ability to pay debt obligations

	Profitability
	
	

	Gross profit margin
	Downward trend; unfavorable
	Slightly less profitable than industry; could be caused by low sales prices or high cost of goods sold

	Operating profit margin
	Upward trend; favorable Possibly bringing cost of goods in line
	Less profitable than industry; caused by high operating expenses

	Net profit margin
	Favorable upward trend
	Less profitable than industry

	Return on investment
	Slight improvement
	Significantly lower than industry; unfavorable; caused by poor profit margin and poor total asset turnover

	Return on equity
	Decline from previous year; unfavorable
	Significantly below average; a result of poor profitability and poor activity


c.
Overall financial performance of the Vanguard Group is poor. Although liquidity and debt are in line with the industry, activity and profitability are below expected performance levels. The firm is carrying too much inventory, and accounts receivable are not being collected on time. These two factors contribute to the poor asset turnover ratio. All profitability ratios are poor in comparison to the industry. The poor profitability, combined with poor asset turnover, results in a low return on equity.

Chapter 4
Name _____________________________
Practice Quiz

Exercise 4.1. Pro Forma Balance Sheet

A financial manager at Los Angeles Cutlery has gathered the financial data required to prepare a pro forma balance sheet for cash and profit planning purposes for the coming year ending December 31, 2013. Using the following financial data, prepare the pro forma balance sheet. What, if any, is the firm’s external financing requirement?

(
The firm estimates sales will be $1,750,000 in 2013.

(
The firm maintains a minimum cash balance of $45,000.

(
Accounts receivable represent 12% of sales.

(
Inventory represents 35% of sales.

(
A new piece of manufacturing equipment costing $262,500 will be purchased in 2013.

(
Total depreciation for 2013 will be $131,250.

(
Accounts payable represent 15% of sales.

(
There will be no change in notes payable, accruals, and common stock.

(
The firm plans to retire a long-term note of $200,000.

(
Dividends of $100,000 will be paid.

(
The firm predicts a 7% net profit margin.

	Balance Sheet
Los Angeles Cutlery
December 31, 2012

	Assets
	

	Current assets
	

	 Cash
	$     45,000

	 Accounts receivable
	210,000

	 Inventory
	     525,000

	  Total current assets
	$   780,000

	Net fixed assets
	      875,000

	  Total assets
	$1,655,000

	Liabilities and stockholders’ equity
	

	Current liabilities
	

	 Accounts payable
	$   140,000

	 Notes payable
	612,500

	 Accruals
	       87,500

	  Total current liabilities
	$   840,000

	Long-term debt
	     263,000

	  Total liabilities
	$1,103,000

	Stockholders’ equity
	

	 Common stock
	$   315,000

	 Retained earnings
	  237,000

	  Total stockholders’ equity
	$   552,000

	Total liabilities and stockholders’ equity
	$1,655,000


Chapter 4

Solution to Practice Quiz

Solution 4.1. Pro Forma Balance Sheet

	Pro Forma Balance Sheet

Los Angeles Cutlery

December 31, 2013
	

	Assets
	
	

	Current assets
	
	

	Cash
	$     45,060
	

	Accounts receivable
	210,000
	

	Inventory
	     612,500
	

	 Total current assets
	$   867,500
	

	Net fixed assets
	  1,006,250
	1

	 Total assets
	$1,873,750
	

	Liabilities and stockholders’ equity
	
	

	Current liabilities
	
	

	Accounts payable
	$   262,500
	

	Notes payable
	612,500
	

	Accruals
	       87,500
	

	 Total current liabilities
	$   962,500
	

	Long-term debt
	       63,000
	

	 Total liabilities
	$1,025,500
	

	Stockholders’ equity
	
	

	Common stock
	$   315,000
	

	Retained earnings
	     259,500
	2

	Total stockholders’ equity
	$   574,500
	

	External financing requirement
	     273,750
	3

	Total liabilities and stockholders’ equity
	$1,873,750
	

	1Beginning balance net fixed assets
	$   875,000
	

	Plus: Purchase of new equipment
	262,500
	

	Less: Depreciation expense
	     131,250
	 

	Ending balance net fixed assets
	$1,006,250
	

	2 Retained earnings January 1, 2013
	$   237,000
	

	Plus: Net income for 2013
	122,500
	

	Less: Dividends paid during 2013
	     100,000
	

	Retained earnings December 31, 2013
	$   259,500
	

	3 Total assets at December 31, 2013
	$1,873,750
	

	Less: Liabilities and stockholders’
	
	

	
equity at December 31, 2013
	  1,600,000
	

	External financing required
	$   273,750
	


Chapter 5
Name _____________________________

Practice Quiz

Exercise 5.1. Present and Future Values

a.
Find the future value of $10 received today and deposited for 2 years at 5%.

b.
Find the present value of $10 to be received 2 years from now, assuming an opportunity cost of 5%.

c.
Find the future value of an ordinary annuity of $10 each year for 2 years, deposited at 5%.

d.
Find the present value of an ordinary annuity of $10 each year for 2 years, deposited at 5%.

Exercise 5.2. Present and Future Values—Mixed Stream

a.
Find the present value of $500 received at the end of Year 1, $400 received at the end of Year 2, and $300 received at the end of Year 3, assuming an opportunity cost of 7%.

b.
Find the future value of $500 received at the end of Year 1, $400 received at the end of Year 2, and $300 received at the end of Year 3, assuming an opportunity cost of 7%.

Exercise 5.3. Loan Payment

Find the actual end-of-period loan payment in each of the following situations.

a.
Jennifer borrows $15,000 for a new car. The terms of the loan are 12% interest with monthly payments for 2 years.

b.
Anderson Equipment purchases a new lathe for $35,000. The lathe is financed with a bank loan with an interest rate of 7%, to be repaid in five equal annual installments.

Exercise 5.4. Amortization Schedule

Prepare an amortization schedule for a $100,000 loan with an interest rate of 8%, to be repaid in four equal annual installments.

Exercise 5.5. Present Value—Mixed Stream

Find the present value of the following stream of cash flows, assuming the firm’s opportunity cost is 20%.

	Years
	Amount

	1–6
	$23,000

	7–10
	$58,000


Chapter 5

Solution to Practice Quiz
Solution 5.1. Present and Future Values

	a.
	N  2, I  5%,PV  $10
	b.
	N  2, I  5%, FV  $10

	
	Solve for FV  $11.02
	
	Solve for PV  $9.07

	
	
	
	

	c.
	N  2, I  5%,PMT  $10
	d.
	N  2, I  5%, PMT  $10

	
	Solve for FV  $20.50
	
	Solve for PV  $18.59


Solution 5.2. Present and Future Values—Mixed Stream

a.
C0  $0, C1  $500, C2  $400, C3  $300


Set I  7%


Solve for NPV  $1,061.55

b.
This exercise requires a bit more thought. Note when the sum is received, at the beginning or end of the year. If you receive $500 at the end of Year 1, it will earn interest for 2 years; $400 received at the end of Year 2 will earn interest for 1 year; $300 received at the end of Year 3 will not earn any interest.

	End of
Years
	Compounding 
Periods
	
Compounding Rate
	
PMT
	
    FV

	1
	2
	7%
	$500
	$   572.45

	2
	1
	7%
	400
	428.00

	3
	0
	7%
	300
	     300.00

	
	
	
	
	$1,300.45



An alternative is to compound the present value found in part a by 7%.


N  3, I  7%, PV  $1,061.55


Solve for FV  $1,300.44

Solution 5.3. Loan Payment

	a.
	N  24, I  12%,PV  $15,000
	b.
	N  5, I  7%,PV  $35,000

	
	Solve for PMT  $706.10
	
	Solve for PMT  $8,536.17


Solution 5.4. Amortization Schedule

	
	Determine Payment N  4, I  8%,PV  $100,000

	
	
	Solve for PMT  $30,192.08


	Amortization Schedule

	


Year
	
Beginning 
Balance
(1)
	
Interest
(1) ( 0.08
(2)
	

Payment
(3)
	
Principal
(3) – (2)
(4)
	Ending
Balance
(1)  (4)
(5)

	1
	$100,000.00
	$8,000.00
	$30,192.08
	$22,192.08
	$77,807.92

	2
	77,807.92
	6,224.63
	30,192.08
	23,967.45
	53,840.47

	3
	53,840.47
	4,307.24
	30,192.08
	25,884.84
	27,955.63

	4
	$  27,955.63
	$2,236.45
	$30,192.08*
	$27,955.63
	$         0.00


*In this case the payment is exactly what is necessary to make the interest payment and pay off the beginning balance.

Solution 5.5. Present Value—Mixed Stream

C0  $0, C1  $23,000, F1  6, C2  $58,000, F2  4

Set I  20%

Solve for NPV  $126,770.53

Chapter 6
Name _____________________________

Practice Quiz

Exercise 6.1. Yield Curves

The following yield data on three U.S. Treasury securities, each having a different maturity, are measured at three points in time.

	
	
	Yield %
	

	Time to Maturity
	5 Years Ago
	2 Years Ago
	Today

	6 months
	10.00
	9.5
	15.2

	1 year
	10.75
	9.6
	15.0

	5 years
	11.50
	9.7
	13.0

	10 years
	12.00
	9.8
	12.5

	20 years
	13.50
	9.9
	11.0


a.
On the same set of axes, draw the yield curve at each of the points in time given.

b.
Describe each curve in part a as to its general shape (downward sloping, flat, upward sloping), and discuss the general interest rate expectations existing at each point in time.

Exercise 6.2. Bond Valuation

a.
Marigold Merchants has an outstanding issue of $1,000 par value bonds with an 8% coupon interest rate. The issue pays interest annually and has 15 years remaining to its maturity date. Bonds of similar risk are currently yielding a 10% rate of return. What is the value of these Marigold Merchants bonds?


Is the bond selling at a discount or premium, and why?

b.
Marigold Merchants also has an outstanding issue of $1,000 par value bonds with a 12% interest rate. The issue pays interest semiannually and has 10 years remaining to maturity. Bonds of similar risk are currently selling to yield a 10% rate of return. What is the value of these Marigold Merchants bonds?


Is the bond selling at a discount or premium, and why?

Chapter 6

Solution to Practice Quiz

Solution 6.1. Yield Curves

a.
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b.
5 years ago, the yield curve was upward sloping, indicating that investors expected interest rates to rise. 2 years ago, the yield curve was flat, indicating that investors expected interest rates to remain stable. Today, the yield curve is downward sloping, indicating that investors expect interest rates to fall.

Solution 6.2. Bond Valuation

a.
N  15, I  10%, PMT  $80, FV  $1,000


Solve for PV  $847.88


Since similar-risk bonds are being issued with a higher coupon rate, this bond is selling at a discount.


(The present value factors used are for 10%, the market rate of return.)

b.
N  20, I 5%, PMT  $60, FV  $1000


Solve for PV  $1,124.62


Since similar-risk bonds are being issued with a lower coupon rate, this bond is selling at a premium.


Note: Since this bond pays interest semiannually, both the rate of return on the bond and the current yield bonds of similar risk must be divided by 2. The years to maturity on similar-risk bonds must be multiplied by 2. We therefore use 20 periods and 5%.

Chapter 7
Name _____________________________

Practice Quiz

Exercise 7.1. Common and Preferred Stock Characteristics

Identify whether the characteristic listed below describes common stock (CS) or preferred stock (PS).

_____
  (1)
May have cumulative and participating features.

_____
  (2)
Increases the firm’s borrowing power.

_____
  (3)
Used often in mergers.

_____
  (4)
Source of financing that places minimum constraints on the firm.

_____
  (5)
Frequently includes a call feature.

_____
  (6)
Reserves a preemptive right allowing stockholders to maintain their proportionate share in the firm.

_____
  (7)
Last to receive earnings or distribution of assets in the event of bankruptcy.

_____
  (8)
May be convertible into another type of security.

_____
  (9)
Potential dilution of earnings and voting power.

_____
(10)
Fixed financial obligation.

Exercise 7.2. Preferred Stock Valuation

Boston Seafood Limited has an outstanding preferred issue of stock with a par value of $100 and an annual dividend of 12% (of par). Similar-risk preferred stocks are yielding a 14% semiannual rate of return. What is the current value of the outstanding preferred stock?

Exercise 7.3. Common Stock Valuation

Cargo Point, Inc. has a beta of 1.10. The risk-free rate of interest is currently 6%, and the required return on the market portfolio is 13%. The company plans to pay a dividend of $2.91 in the coming year and anticipates that its future dividends will increase at an annual rate consistent with that of the 2009–2011 period:

	Year
	Dividend

	2011
	$2.67

	2010
	$2.45

	2009
	$2.25


Estimate the value of Cargo Point, Inc. stock.

Exercise 7.4. Free Cash Flow Valuation Model

RMB Enterprises wishes to asses the value of its Rhythm Unit that produces band instruments such as drums and bass viola that mainly supply rhythm. This division has incurred debt with a market value of $825,000 and has no preferred stock. Beyond 2015, the estimated free cash flow is expected to grow at 
a 3% rate. Using the free cash flow model, an 11% required rate of return, and this information, estimate the Rhythm unit’s divisional value as of December 31, 2012.

	Year:
	2013
	2014
	2015

	Free cash flow:
	$455,000
	$480,000
	$500,000
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Solution 7.1. Common and Preferred Stock Characteristics


1.
PS

2.
CS

3.
PS or CS

4.
CS

5.
PS

6.
CS

7.
CS

8.
PS

9.
CS
10.
PS
Solution 7.2. Preferred Stock Valuation

PS0

Annual dividend ( (1 ( kP)

PS0

$12 ( (1 ( 0.14)

PS0

$85.71

Solution 7.3. Common Stock Valuation

Estimate required rate of return

ks
 RF  [b ( (km  RF)]

ks
 6%  1.10 ( (13%  6%)

ks
 6%  7.7%

ks
 13.7%

Estimating growth rate in dividends

FV  Dividends in expected year: $2.91

N  3 years

Solve for I  8.95%  (rounded to 9% below)
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Solution 7.4. Free Cash Flow Valuation Model


Step 1: Estimate value of free cash flow after 2015 as of the end of 2015:


Free cash flowBeyond 2015  [$500,000 (1  0.03)] ( [0.11 – 0.03]






 $515,000 ( 0.08  $6,437,500


Step 2: Identify the free cash flows for the final year with a specific forecast:


Total free cash flow2015  $500,000  $6,437,500  $6,937,500


Step 3: Discount the free cash flows in 2009 and 2010, plus the amount found in Step 2.

	Year(t)
	N
	FCF(t)
	Present Value at 11%

	2013
	1
	$   455,000
	$5,872,128.89

	2014
	2
	480,000
	

	2015
	3
	$6,937,500
	


The total value of RBM’s Rhythm Unit is $5,872,128.89. The equity value of RMB’s Rhythm Unit after paying off the $825,000 in debt is $5,047,128.89.
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Exercise 8.1. Assessing Return and Risk

Eclipse Sun Products (ESP) must choose between two asset purchases. The annual rate of return and related probabilities given below summarize the firm’s analysis.
	Asset A
	Asset B

	Rate of Return
	Probability
	Rate of Return
	Probability

	  8%
	20%
	7%
	20%

	13%
	60%
	17%
	60%

	18%
	20%
	27%
	20%


a.
For each project compute:

1.
The expected rate of return.

2.
The standard deviation of the expected return.

3.
The coefficient of variation of the return.

b.
Which asset should ESP select?
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Solution 8.1. Assessing Return and Risk

a.
1.
Expected rate of return: 
 EMBED Equation.2  
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3.
CV  Standard deviation of the expected return ( expected rate of return

	CVA
	 3.16 ( 13
	CVB
	 6.32 ( 17

	
	 0.24
	
	 0.37


b.
ESP should select Asset A. The coefficient of variation is a valuable statistical tool for evaluating assets with unequal expected returns. Asset A has a lower expected return and a lower standard deviation than Asset B. Simply by comparing expected returns and standard deviations, one cannot make a proper decision. The coefficient of variation provides the measure of relative risk, and since Asset A has a lower CV, it should be chosen.
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Exercise 9.1. Integrative–WACC, WMCC, and IOS
The Hurrah Party Supply Company has compiled the following data relative to current costs and for various ranges of financing for its basic sources of external capital: long-term debt, preferred stock, and common stock equity.

	Source of Capital
	After-tax Cost
	Range of Total New Financing

	Long-term debt
	9%
	$0 $800,000

	
	10%
	$800,001  $1,200,000

	
	12%
	$1,200,001 and above

	Preferred stock
	21%
	$0  $400,000

	
	23%
	$400,001 and above

	Common stock
	22%
	$0  $300,000

	
	26%
	$300,001  $650,000

	
	28%
	$650,001  $900,000

	
	32%
	$900,001 and above


The firm expects to have $165,000 of current retained earnings in the coming year at a cost of 22%; once these retained earnings are exhausted, the firm will issue new common stock. The company’s target capital structure proportions used in calculating the weighted average cost of capital are:

	Source of Capital
	Target Capital Structure

	Long-term debt
	35%

	Preferred stock
	10%

	Common stock equity
	55%


a.
Calculate the weighted average cost of capital for the firm prior to issuing new common stock.

b.
Calculate the weighted average cost of capital for the firm once the retained earnings have been used up. (Use a total new financing requirement of $500,000.)

c.
Given the following information on available investment opportunities, determine which projects should be selected and explain your choice.

	Investment Opportunity
	Initial Investment
	Internal Rate
of Return

	A
	$100,000
	24%

	B
	100,000
	23%

	C
	100,000
	21%

	D
	100,000
	19%

	E
	200,000
	18%

	F
	300,000
	18%
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Solution 9.1. Integrative–WACC, WMCC, and IOS
a.
ka

wiki  wpkp  wrkr



(0.35)(9%)  (0.10)(21%)  (0.55)(22%)




3.15%  2.1%  12.1%




17.35%


To determine which component costs to use in the weighted average cost of capital, the text of the problem should be carefully interpreted. The firm expects $165,000 of current retained earnings at a cost of 22%. The cost of common stock equity increases to 26% when total new financing exceeds $300,000. (Retained earnings are used up at total new financing of $165,000 ( 0.55  $300,000. $165,000 is the amount of retained earnings and 0.55 is the percent of common equity in the target capital structure.) So, assuming the financing requirement does not exceed $300,000 (i.e., only retained earnings are used and no new common stock is issued), for each component cost, use the cost shown in the table which falls within the range of less than $300,000.

b.
ka

wiki  wpkp  wrkr



(0.35)(9%)  (0.10)(23%)  (0.55)(26%)




3.15%  2.3%  14.3%




19.75%

c.
Investments A, B, and C should be accepted. As calculated in part b, the weighted marginal cost of capital for total new financing up to $500,000 is 19.75%. The first $300,000 of investment opportunities (A, B, and C) may be accepted since all of their IRRs exceed 17.35%, the WACC for up to $300,000 in new financing. If Investment D of $100,000 is added, the cumulative investment is $400,000, but the IRR for D is 19%. Since the IRR is below the WMCC of 19.75% for more than $300,000 of total new financing, D should not be accepted.
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Exercise 10.1. Capital Budgeting Decision

Kaufman Chemical is evaluating the purchase of a new multi-stage centrifugal compressor for its wastewater treatment operation that costs $750,000 and requires $57,000 to install. This outlay would be partially offset by the sale of an existing compressor originally purchased five years ago for $490,000. It is being depreciated using a five-year recovery schedule under ACRS and can currently be sold for $150,000. The existing compressor’s maintenance costs are increasing, and the new compressor could reduce operating costs before depreciation and taxes by $280,000 annually for the next five years. The new equipment will be depreciated under a five-year recovery schedule using ACRS. The firm has an 18% cost of capital and a 40% tax of ordinary and capital gain income.

Evaluate whether Kaufman Chemical should replace its existing wastewater treatment equipment with the new compressor. (Do not consider the terminal value of the new compressor in your analysis.)

Chapter 10
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Solution 10.1. Capital Budgeting Decision

	Initial Investment
	
	

	Installed cost of new equipment 
	
	

	
Cost of new equipment
	$750,000
	

	 installation costs
	    57,000
	

	
Total installed cost
	
	$807,000

	 After-tax proceeds from sale of old asset 
	
	

	
Proceeds from sale of existing equipment
	(150,000)
	

	 taxes on sale of existing equipment *
	    50,200
	

	
Total after-tax proceeds—old asset
	
	  (99,800)

	Initial investment
	
	$707,200


Book value

$490,000 ( [1  (0.20  0.32  0.19  0.12  0.12)]



$24,500

Recaptured depreciation

$150,000  $24,500



$125,500

Tax

$125,500 ( 0.40



$50,200*
Since the problem gives the incremental cost savings, the first step is to determine the incremental depreciation.

	
Year
	Depreciation of 
Existing Equipment
	Depreciation 
of New Equipment
	Incremental
Depreciation

	1
	0.05 ( $490,000  $24,500
	0.20 ( $807,000
	
	$161,400
	$136,900

	2
	0
	0.32 ( $807,000
	
	258,240
	258,240

	3
	0
	0.19 ( $807,000
	
	153,330
	153,330

	4
	0
	0.12 ( $807,000
	
	96,840
	96,840

	5
	0
	0.12 ( $807,000
	
	96,840
	96,840

	6
	$         0
	0.05 ( $807,000
	
	$  40,350
	$  40,350


	Calculation of Incremental Operating Cash Inflows

	

Year
	Profits before
Depreciation
and Taxes
	
Depre- 
ciation
	Net Profits 
before 
Taxes
	

Taxes
	
Net Profits 
after Taxes
	Operating 
Cash 
Inflows

	1
	$280,000
	$136,900
	$143,100
	$ 57,240
	$ 85,860
	$222,760

	2
	280,000
	258,240
	21,760
	8,7004
	13,056
	271,296

	3
	280,000
	153,330
	126,670
	50,668
	76,002
	229,332

	4
	280,000
	96,840
	183,160
	73,264
	109,896
	206,736

	5
	280,000
	96,840
	183,160
	73,264
	109,896
	206,736

	6
	$           0
	$  40,350
	$(40,350)
	$(16,140)
	$(24,210)
	$  16,140


	Calculation of Net Present Value

	Year
	Cash Flow
	Discount Rate
	Present Value

	1
	$222,760
	18%
	$726,175.87

	2
	271,296
	
	

	3
	229,332
	
	

	4
	206,736
	
	

	5
	206,736
	
	

	6
	16,140
	
	

	Total
	
	
	


NPV

Present value of cash inflows  initial investment

NPV

$726,975.87  $707,200

NPV

$18,975.87
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Since the NPV is greater than zero and the IRR is above the cost of capital, Kaufman Chemical should replace its existing equipment with the new compressor.
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Exercise 11.1. Integrative–Determining Relevant Cash Flow

Stanforth Research is evaluating the purchase of a highly sensitive temperature measurement equipment (TME) device. The new device will replace an existing piece of equipment that was purchased two years ago for $60,000 and is being depreciated using a five-year recovery period under ACRS. This equipment has 5 years of useful life and 4 years of depreciation expense (Years 3,4,5,6) remaining. The new TME will cost $105,000 plus $3,000 to install and is expected to remain useful for 5 years. The projected profits before depreciation and taxes are shown for both pieces of equipment. The existing equipment can currently be sold for $25,000. The firm is subject to a 40% tax rate on both ordinary income and capital gains and has a required return of 7% on projects of this nature.

	Profits before Depreciation and Taxes

	
Year
	Existing
Equipment
	New
TME

	1
	$156,000
	$175,000

	2
	160,000
	175,000

	3
	160,000
	180,000

	4
	165,000
	180,000

	5
	$170,000
	$185,000


a.
Calculate the initial investment associated with the purchase of the new TME.

b.
Calculate the incremental operating cash inflows associated with the replacement of the existing equipment. (Note: Be sure to consider the depreciation in Year 6.)

c. 
Calculate the payback, NPV, and IRR of this project.

Exercise 11.2. NPV and RADR
The Happy Pappy Puppy Company has compiled the following data for adding a new line of pets to their stores. The chief analyst, Bill, has chosen to use the RADR model. What NPV is calculated using this method? The initial investment in the project is $45,000. The firm’s cost of capital is 12%, however projects in this risk class have a 14% required rate of return. The risk-free rate is 8%.

	Year
	Cash Inflow

	1
	$23,000

	2
	19,000

	3
	15,000

	4
	13,000

	5
	$10,000
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Solution 11.1. Integrative–Determining Relevant Cash Flow

	a.
	Initial Investment
	
	

	
	Installed cost of new asset 
	
	

	
	 Cost of new TME
	$105,000
	

	
	
 Installation cost
	      3,000
	

	
	
Total installed cost-new
	
	$108,000

	
	 After-tax proceeds from sale of old asset 
	
	

	
	
Proceeds from sale of existing equipment
	(25,000)
	

	
	
 Tax benefit from sale of existing machine*
	     (1,520)
	

	
	
Total after-tax proceeds—old asset
	
	  (26,520)

	
	Initial investment
	
	  $81,480

	
	*Book value  $60,000 ( [1  (0.20  0.32)]  $28,800

	
	Since the equipment is being sold for less than book value, the tax effect is a benefit.

Tax benefit  ($25,000  $28,800) ( 0.40  $3,800 ( 0.40  $1,520


b.


	Calculation of Operating Cash Inflows

	


Year
	Profits
before
Depreciation
and Taxes
	

Depre-
ciation
	
Net Profits
before 
Taxes
	


Taxes
	
Net Profits
after 
Taxes
	
Operating
Cash
Inflows

	Existing
Equipment
	
	
	
	
	
	

	1
	$156,000
	$11,400
	$144,600
	$57,840
	$ 86,760
	$ 98,160

	2
	160,000
	7,200
	152,800
	61,120
	91,680
	98,880

	3
	160,000
	7,200
	152,800
	61,120
	91,680
	98,880

	4
	165,000
	3,000
	162,000
	64,800
	97,200
	100,200

	5
	170,000
	0
	170,000
	68,000
	102,000
	102,000

	6
	$           0
	$         0
	$           0
	$         0
	$          0
	$          0

	New TME
	
	
	
	
	
	

	1
	$175,000
	$21,600
	$153,400
	$61,360
	$ 92,040
	$113,640

	2
	175,000
	34,560
	140,440
	56,176
	84,264
	118,824

	3
	180,000
	20,520
	159,480
	63,792
	95,688
	116,208

	4
	180,000
	12,960
	167,040
	66,816
	100,224
	113,184

	5
	185,000
	12,960
	172,040
	68,816
	103,224
	116,184

	6
	$           0
	$  5,400
	$  (5,400)
	$ (2,160)
	$  (3,240)
	$    2,160


	Calculation of Incremental Operating Cash Flows

	Year
	New TME
	Existing Equipment
	Incremental Cash Flow

	1
	$113,640
	$ 98,160
	$15,480

	2
	118,824
	98,880
	19,944

	3
	116,208
	98,880
	17,328

	4
	113,184
	100,200
	12,984

	5
	116,184
	102,000
	14,184

	6
	$    2,160
	$          0
	$  2,160


c.
Payback



Remaining investment outstanding after five years:



   $81,480  $15,480  $19,944  $17,328  $12,984  $14,184  $1,560


              $81,480  $79,920  $1,560



Portion of Year 6 cash flow needed to cover remaining investment:



   $1,560 ( $2,160  0.72



Hence, the payback is 5.72 years.


NPV Calculation


C0  $81,480, C1  $15,480, C2  $19,944, C3  $15,328,


C4  $12,984, C5  $14,184, C6  $2,160


Set I  7%


Solve for NPV  $13,990.31


IRR Calculation


C0  $81,480, C1  $15,480, C2  $19,944, C3  $15,328,


C4  $12,984, C5  $14,184, C6  $2,160


Solve for IRR  0.25%


With a negative NPV (and an IRR less than 7%), this TME device should not be purchased.
Solution 11.2. NPV and RADR
	
Year
	
CF
	Risk-adjusted Discount Rate
	Net Present Value

	1
	$23,000
	14%
	$12,810.63

	2
	19,000
	
	

	3
	15,000
	
	

	4
	13,000
	
	

	5
	10,000
	
	


Because the NPV is positive, the project should be taken despite its higher than normal level of risk.
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Exercise 12.1. Breakeven Analysis, DOL, DTL, EBIT Sensitivity

LED Pencil, Inc. is evaluating two different operating structures: one with high fixed costs and low variable costs and another with low fixed costs and high variable costs. The characteristics of the two operating structures are outlined below. The firm has annual interest expense of $100,060, a tax rate of 40%, and 50,000 shares of common stock outstanding.

	
	Fixed Costs
	Sales Price per Unit
	Variable Cost per Unit

	Operating Structure A
	$750,000
	$45
	$10

	Operating Structure B
	$340,000
	$45
	$20


a.
For each operating structure, calculate:

1.
Sales, variable costs, earnings before interest and taxes (EBIT), and earnings per share (EPS) for sales of 25,000, 35,000, and 45,000 units, respectively.

2.
The degree of operating leverage (DOL) and degree of total leverage (DTL) if sales drop from 35,000 units to 25,000 units.

3.
The operating breakeven point in units.

b.
Which operating structure has greater operating leverage and business risk?

c.
Graph the two operating structures separately on cost/revenue and units sold axes.

d.
Which operating structure is recommended if LED Pencil, Inc. projects sales of

1.
20,000 units

2.
50,000 units

Exercise 12.2. EBIT-EPS and Capital Structure

Percy’s, Inc. is considering the purchase of a small company which supplies the firm with a major component used to manufacture its main product. The purchase would be financed by the sale of common stock or a bond issue. The financial manager needs to evaluate how the two alternative financing plans would affect the earnings potential of the firm. Total financing required is $3.0 million. The firm currently has $7,000,000 of 10% bonds and 200,000 shares of common stock outstanding. The firm can arrange financing of the $3.0 million through either a 12% bond issue or the sale of 50,000 shares of common stock. The firm’s tax rate is 40%.

a.
At what EBIT level will EPS  $0 for each financing plan?

b.
Graph the two financing plans on a set of EBIT  EPS axes. (Calculate and plot EPS at EBIT levels of $250,000, $500,000, $1,000,000, $1,500,000, $2,500,000, and $3,500,000.)

c.
According to your graph, at what EBIT level does the bond financing plan become superior?

d.
If the firm estimates EBIT of $3,000,000, which financing plan would you recommend?
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Solution 12.1. Breakeven Analysis, DOL, DTL, EBIT Sensitivity

a.
1.

	
	Units

	
	25,000
	35,000
	45,000

	Structure A
	
	
	

	Sales
	$1,125,000
	$1,575,000
	$2,025,000

	Less: Fixed costs
	750,000
	750,000
	750,000

	
Variable costs
	    250,000
	     350,000
	     450,000

	EBIT
	$   125,000
	$   475,000
	$   825,000

	Less: Interest
	    100,000
	    100,000
	     100,000

	Net profits before taxes
	25,000
	375,000
	725,000

	Taxes at 40%
	      10,000
	    150,000
	     290,000

	Net profits after taxes
	$     15,000
	$   225,000
	$   435,000

	Earnings per share*
	$         0.30
	$         4.50
	$         8.70

	Structure B
	

	Sales
	$1,125,000
	$1,575,000
	$2,025,000

	Less: Fixed costs
	340,000
	340,000
	340,000

	
Variable costs
	     500,000
	     700,000
	     900,000

	EBIT
	$   285,000
	$   535,000
	$   785,000

	Less: Interest
	     100,000
	     100,000
	     100,000

	Net profits before taxes
	185,000
	435,000
	685,000

	Taxes at 40%
	       74,000
	     174,000
	     274,000

	Net profits after taxes
	$   111,000
	$   261,000
	$   411,000

	Earnings per share*
	$         2.22
	$         5.22
	$         8.22



[image: image15.wmf]*

Net profit after tax
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(with no preferred dividends, NPAT  EACS)

2.
Degree of Operating Leverage
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3.
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b.
Structure A has the highest degree of business risk as reflected in its DOL of 7 versus the DOL of B which is 2.2. Structure A has much greater fixed costs ($740,000 versus $340,000).

c.
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d.
1.
If projected sales are 20,000 units, operating structure B is preferred.


2.
If projected sales are 50,000 units, operating structure A is preferred.

Solution 12.2. EBIT-EPS and Capital Structure

a.
The financial breakeven point (EPS  $0) occurs at EBIT  $Interest.


Plan 1:


$3,000,000 new debt financing @ 12%
$   360,000


$7,000,000 existing debt @ 10%

700,000


Total interest

$1,060,000


Therefore, financial breakeven is $1,060,000.


Plan 2:


Total interest is $700,000 from existing bonds; financial breakeven is $700,000.

b.


	
	EPS Calculations Using Debt Financing
(all numbers are in thousands except per share amounts)

	EBIT
	$ 250
	$ 500
	$1,000
	$1,500
	$ 2,500
	$3,500

	Less: Interest
	  1,060
	 1,060
	   1,060
	   1,060
	   1,060
	  1,060

	EBT
	($ 810)
	($ 560)
	($     60)
	$   440
	$ 1,440
	$2,440

	Taxes at 40%
	   (324)
	   (224)
	       (24)
	     176
	      576
	     976

	Net profits after taxes
	($ 486)
	($ 336)
	($     36)
	$   264
	$    864
	$1,464

	EPS
	($2.43)
	($1.68)
	($  0.18)
	$  1.32
	$   4.32
	$  7.32


	
	EPS Calculations Using Equity Financing
(all numbers are in thousands except per share amounts)

	EBIT
	$   250
	$   500
	$1,000
	$1,500
	$2,500
	$3,500

	Less: Interest
	      700
	     700
	     700
	     700
	     700
	     700

	EBT
	($ 450)
	($ 200)
	$   300
	$   800
	$1,800
	$2,800

	Taxes at 40%
	   (180)
	     (80)
	     120
	     320
	     720
	  1,120

	Net profits after taxes
	($ 270)
	($ 120)
	$   180
	$   480
	$1,080
	$1,680

	EPS
	($1.08)
	($0.48)
	$  0.72
	$  1.92
	$  4.32
	$  6.72


[image: image27.png]EPS ($000)

Plan 1—EBIT/EPS Analysis

Debt Financing —p

4—
Equity Financing

O T T T T 1
) 0 1000 1500 2000 2500 3000 3500 4000

EBIT ($000)




c.
Debt financing becomes superior above the EBIT of $2,500,000.

d.
At the EBIT level of $3,000,000, Percy’s should pursue debt financing.
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Practice Quiz

Exercise 13.1. Cash and Stock Dividend and Stock Split

Han Manufacturing Company has the stockholders’ equity account shown below. The firm’s common stock currently sells for $50 per share.

	Preferred stock
	$  1,250,000

	Common stock (5,000,000 shares @ $1 par)
	5,000,000

	Paid-in capital in excess of par
	20,000,000

	Retained earnings
	30,000,000

	Total stockholders’ equity
	$56,250,000


a.
What is the maximum dividend per share that Han Manufacturing can pay? (Assume legal capital includes par value and paid-in capital.)

b.
Recast the stockholders’ equity accounts to show independently:

1.
A 2 for 1 common stock split.

2.
A cash dividend of $3.50 per share.

3.
A stock dividend of 10% on the common stock.

c.
At what price would you expect the Han Manufacturing stock to sell after:

1.
The stock split?

2.
The stock dividend?

Chapter 13

Solution to Practice Quiz

Solution 13.1. Cash and Stock Dividend and Stock Split

a.
Maximum dividend per share:


$30,000,000 retained earnings ( 5,000,000 shares  $6

b.


	
	(1)
2:1 Split
	(2)
Cash Dividend
	(3)
Stock Dividend3

	Preferred stock
	$  1,250,000
	$  1,250,000
	$  1,250,000

	Common stock (at par)
	5,000,0001
	5,000,000
	5,500,000

	Paid-in capital in excess of par
	20,000,000
	20,000,000
	44,500,000

	Retained earnings
	  30,000,000
	   12,500,0002
	    5,000,000

	Total stockholders’ equity
	$56,250,000
	$38,750,000
	$56,250,000


1No changes occur in the balances, except that now 10,000,000 shares are outstanding at $0.50 par value.

25,000,000 shares ( $3.50 per share  $17,500,000 cash dividends

Retained earnings balance: $30,000,000  $17,500,000  $12,500,000

3A 10% stock dividend results in 500,000 new shares.

Common stock (at par)
5,500,000 shares @ $1

$5,500,000

Paid-in capital
$20,000,000  $24,500,000*

$44,500,000




*$25,000,000  $500,000

$24,500,000

Retained earnings
$30,000,000  $25,000,000

$5,600,000

c.
1.
After the 2 for 1 stock split, ceteris parabus, the price of the outstanding shares will sell for
$25 ($50 ( 2).


2.
After the 10% stock dividend, ceteris parabus, the price of the outstanding shares will sell for $45.45 ($50 ( 1.10).
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Practice Quiz

Exercise 14.1. Cash Conversion Cycle and Financing Required

Lunar Calendar Company is analyzing the performance of its cash management department. The firm has inventory that turns 7.2 times per year, an average payment period of 40 days, and an average collection period of 60 days. The firm’s total annual outlays are $2,500,000. (Assume a 365-day year.)

a.
Calculate the firm’s operating and cash conversion cycles.

b.
Calculate the amount of resources needed to support the firm’s cash conversion cycle.

c.
The firm is considering speeding the collection of accounts receivable by using lockboxes. The lockboxes would reduce the average collection period by 4 days and cost $2,000 in fees. If the firm can earn 9% on its short-term investments, what recommendation would you make to the firm regarding the lockbox system?

Exercise 14.2. Cash Management Definitions

Match each collection or disbursement technique with its description.

a.
Playing the float

b.
Concentration banking

c.
Preauthorized check

d.
Wire transfers

e.
Overdraft system

f.
Direct send

g.
Lockbox

1.
A future check written against a customer’s checking account for an agreed-upon amount by the firm to which it is payable.

2.
Writing a check against money not currently in a checking account.

3.
The bank automatically covers all checks presented, even if there are insufficient balances.

4.
Telegraphic communications that, via bookkeeping entries, remove funds from the payer bank and deposit them in the account of the payee bank.

5.
Funds are transferred from the firm’s regional bank to its central disbursing bank on a when-needed basis.

6.
The bank collects receipts in a post office box for the firm.

7.
Express mail is used to transport the check directly to the bank on which it is drawn.

Exercise 14.3. Relaxing Credit Standards

Jonah’s Boats, Inc. is considering relaxing its credit standards in order to meet a competitor’s change in credit policy. As a result of the proposed change, sales during the coming year are expected to increase 15%, from 5,000 boats to 5,750 boats, the average collection period is expected to increase from 35 days to 45 days, and bad debts are expected to increase from 2% to 3%. The average sale price per unit is $1,000 and the variable cost per unit is $850. The firm’s required return on investment is 10%.

Evaluate the proposed change in credit standards and make a recommendation to the firm.

Chapter 14
Solution to Practice Quiz
Solution 14.1. Cash Conversion Cycle and Financing Required

a.
AAI

365 ( 7.2




50.69 days


OC

AAI  ACP




50.69 days  60 days




110.69 days


CCC

OC  APP



110.69 days  40 days




70.69 days

b.
Resources needed

(total annual outlays ( 365) ( CCC



($2,500,000 ( 365) ( 70.69




$6,849.32 ( 70.69




$484,178.08

c.
Benefit of lockbox

(daily expenditure ( reduction in CCC) ( financing rate




($6,849.32 ( 4) ( 0.09




$2,465.76


The firm should accept the lockbox system since the cost ($2,000) is less than the savings ($2,465.76).

Solution 14.2. Cash Management Definitions

a.
3

b.
1

c.
5

d.
4

e.
2

f.
7

g.
6
Solution 14.3. Relaxing Credit Standards

	Additional profit contribution from sales:
	
	

	  (5,750 boats  5,000 boats) ( ($1,000  $850)
	
	$112,500.00

	Cost of marginal investment in accounts receivable:
	
	

	  Average investment, proposed plan:
	
	

	  
 EMBED Equation.2  
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	602,651
	

	  Average investment, present plan
	
	

	  
 EMBED Equation.2  
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	  407,478
	

	  Marginal investment in A/R
	$195,173
	

	  ( Required return on investment
	        0.10
	

	  Cost of marginal investment in A/R
	
	($ 19,517.30)

	Cost of marginal bad debt expenses:
	
	

	  Bad debts, proposed plan: [0.03(5,750) ( $1,000]
	$172,500
	

	  Bad debts, present plan: [0.02(5,000) ( $1,000]
	$100,000
	

	  Cost of marginal bad debts
	
	   (72,500.00)

	Net benefit of proposed plan
	
	$  20,482.70

	The relaxation of credit standards is recommended.
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Practice Quiz

Exercise 15.1. Permanent versus Seasonal Funds Requirement

Wave Satellite Dish, Inc. has determined several factors relative to its financing mix:

(
Management defines an aggressive financing strategy as one that uses long-term funds to finance permanent needs and short-term funds to finance seasonal needs.

(
The firm pays 11% on short-term funds.

(
The firm pays 13% for long-term funds.

(
The firm’s monthly current, fixed, and total asset requirements for the previous year are summarized in the table below:

	
Month
	Current
Assets
	Fixed
Assets
	Total
Assets

	January
	$25,000
	$500,000
	$525,000

	February
	40,000
	500,000
	540,000

	March
	50,000
	500,000
	550,000

	April
	60,000
	500,000
	560,000

	May
	60,000
	500,000
	560,000

	June
	100,000
	500,000
	600,000

	July
	150,000
	500,000
	650,000

	August
	200,000
	500,000
	700,000

	September
	250,000
	500,000
	750,000

	October
	175,000
	500,000
	675,000

	November
	100,000
	500,000
	600,000

	December
	50,000
	500,000
	550,000


Calculate:

a.
The monthly average permanent funds requirement.

b.
The monthly average seasonal funds requirement.

c.
The annual financing costs using an aggressive strategy.

d.
The annual financing costs using a conservative strategy.

Exercise 15.2. Cost of Forgoing a Cash Discount

MernoMate, a manufacturer of phone answering machines, is analyzing the credit terms of three of its suppliers, shown below. Its cost of borrowing from its bank is 14%.

	Supplier
	Credit Terms

	1
	1/10 net 45

	2
	2/15 net 30

	3
	2/10 net 35


From which, if any, of the suppliers should the cash discount be taken, and why?

Chapter 15

Solution to Practice Quiz
Solution 15.1. Permanent versus Seasonal Funds Requirement

a.
Monthly average permanent funds requirement  $525,000; since current assets never fall below $25,000, this is added to the $500,000 of fixed assets.

b.
Monthly average seasonal funds requirement is the sum of the monthly seasonal requirement 
divided by 12:

	Month
	Current
Assets
	Fixed
Assets
	Total
Assets
	Permanent Funds
Requirement
	Seasonal
Funds
Requirement

	January
	$   25,000
	$  500,000
	$  525,000
	$  525,000
	$           0

	February
	40,000
	500,000
	540,000
	525,000
	15,000

	March
	50,000
	500,000
	550,000
	525,000
	25,000

	April
	60,000
	500,000
	560,000
	525,000
	35,000

	May
	60,000
	500,000
	560,000
	525,000
	35,000

	June
	100,000
	500,000
	600,000
	525,000
	75,000

	July
	150,000
	500,000
	650,000
	525,000
	125,000

	August
	200,000
	500,000
	700,000
	525,000
	175,000

	September
	250,000
	500,000
	750,000
	525,000
	225,000

	October
	175,000
	500,000
	675,000
	525,000
	150,000

	November
	100,000
	500,000
	600,000
	525,000
	75,000

	December
	50,000
	500,000
	550,000
	525,000
	    25,000

	
	
	
	
	Total $960,000

	Monthly average
	
	
	$  525,000
	$  80,000


c.
Using the aggressive strategy, seasonal needs are financed with short-term funds and permanent needs with long-term funds:


Permanent needs
$525,000 ( 13%

$68,250


Seasonal needs
$80,000 ( 11%

8,800


Annual financing cost


$77,050

d.
Using the conservative strategy, the firm will finance its maximum need of $750,000 for the entire year with long-term funds:


Annual financing cost
$750,000 ( 13%  $97,500

Solution 15.2. Cost of Forgoing a Cash Discount

Cost of foregoing cash discount 
[image: image30.wmf]cash discount365
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	Supplier
	Credit Terms
	Cost of Foregoing Cash Discount
	Evaluation *

	
	1/10 net 45
	(0.01 ( 0.99)  ( (365 ( 35)  10.53%
	Forgo

	
	2/15 net 30
	(0.02 ( .98)    ( (365 ( 15)  49.66%
	Borrow

	
	2/10 net 35
	(0.02 ( .98)    ( (365 ( 25)  29.80%
	Borrow


*The firm must compare the cost of forgoing the cash discount to the 14% annual interest rate from the bank 
and borrow if the cost of foregoing the cash discount exceeds the borrowing cost.

Recommendation:

Borrow in order to take the cash discount from Suppliers 2 and 3; forgo the cash discount from Supplier 1.
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