Unit 6: 

	1.
	Question:
	Magee Company's stock has a beta of 1.20, the risk-free rate is 4.50%, and the market risk premium is 5.00%.  What is Magee's required return?

	 
	Your Answer:
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10.25%
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10.50%
   CORRECT
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10.75%
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11.00%
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11.25%
   



	 
	Instructor Explanation:
	RMagee = RRF + (RM – RRF) 

RMagee = 4.50% + 1.20(5.00%) = 10.50%

 

	 
	Points Received:
	4 of 4 

	2.
	Question:
	Parr Paper's stock has a beta of 1.40, and its required return is 13.00%.  Clover Dairy's stock has a beta of 0.80.  If the risk-free rate is 4.00%, what is the required rate of return on Clover's stock?  (Hint: First find the market risk premium.)

	 
	Your Answer:
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8.55%
   

        

[image: image7.wmf]
8.71%
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8.99%
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9.14%
   CORRECT
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9.33%
   



	 
	Instructor Explanation:
	First, you need to calculate the market risk premium.  You can do this using Parr Paper information:

RParr = RRF + (RM – RRF) 

13.00% = 4.00% + 1.40(RM – RRF)

6.43% = (RM – RRF)

Using this information, we can now calculate the require return for Clover:

RClover = RRF + (RM – RRF)

RClover = 4.00% + .80(6.43%) = 9.14%

	 
	Points Received:
	4 of 4 

	3.
	Question:
	Suppose you hold a diversified portfolio consisting of $10,000 invested equally in each of 10 different common stocks.  The portfolio’s beta is 1.120.  Now suppose you decided to sell one of your stocks that has a beta of 1.000 and to use the proceeds to buy a replacement stock with a beta of 1.750.  What would the portfolio’s new beta be?

	 
	Your Answer:
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0.982
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1.017
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1.195
   CORRECT
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1.246
   

        

[image: image15.wmf]
1.519
   



	 
	Instructor Explanation:
	We need to calculate the beta of the portfolio’s nine stocks that we are keeping.  These nine represent 90% of the total value of the portfolio and 90% of the beta:

.9x + .1(1.00) = 1.120

.9x = 1.02

x = 1.1333

If we add one stock with a beta of 1.75, we get:

.9(1.1333) + .1(1.75) = 1.02 + .175 = 1.195

	 
	Points Received:
	4 of 4 

	4.
	Question:
	A mutual fund manager has a $20.0 million portfolio with a beta of 1.50. The risk-free rate is 4.50%, and the market risk premium is 5.50%.  The manager expects to receive an additional $5.0 million which she plans to invest in a number of stocks.  After investing the additional funds, she wants the fund’s required return to be 13.00%.  What must the average beta of the new stocks added to the portfolio be to achieve the desired required rate of return?

	 
	Your Answer:
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1.12
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1.26
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1.37
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1.59
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1.73
   CORRECT


	 
	Instructor Explanation:
	First, we need to figure out what the beta of the new portfolio will be:

Rnew = RRF + Beta(RM – RRF)

13% = 4.50% + Beta(5.50%)

8.50% = Beta(5.50%)

1.5455 = Beta of the NEW $25MM portfolio

Now we can calculate the beta of the new stocks (New Beta). We know that the size of the portfolio will now be $25 million and that $20 million has a beta of 1.50: (another weighted average!!!)

($20M / $25M) 1.50 + ($5M / $25M)New Beta = 1.5455

1.20 + .20(New Beta) = 1.5455

.20(New Beta) = .3455

New Beta = 1.7275 or about 1.73

 

	 
	Points Received:
	4 of 4 

	5.
	Question:
	A stock is expected to pay a dividend of $1 at the end of the year.  The required rate of return is rs = 11%, and the expected constant growth rate is 5%.  What is the current stock price?

	 
	Your Answer:
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$16.67

   CORRECT
        

[image: image22.wmf]
$18.83
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$20.00
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$21.67
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$23.33

   



	 
	Instructor Explanation:
	P0 = D1 / (rs – g)

P0 = $1 / (.11 - .05)

P0 = $16.67

 

	 
	Points Received:
	4 of 4 

	6.
	Question:
	 A stock just paid a dividend of $1.  The required rate of return is rs = 11%, and the constant growth rate is 5%.  What is the current stock price?

	 
	Your Answer:
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$15.00
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$17.50

   CORRECT
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$20.00
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$22.50
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$25.00

   



	 
	Instructor Explanation:
	P0 = D1 / (rs – g)

First, we need to calculate the dividend next year.  

$1 * 1.05 = $1.05

P0 = $1.05 / (.11 - .05)

P0 = $17.50

 

	 
	Points Received:
	4 of 4 

	7.
	Question:
	The Lashgari Company is expected to pay a dividend of $1 per share at the end of the year, and that dividend is expected to grow at a constant rate of 5% per year in the future.  The company's beta is 1.2, the market risk premium is 5%, and the risk-free rate is 3%.  What is the company's current stock price?

	 
	Your Answer:
	        

[image: image31.wmf]
$15.00
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$20.00
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$25.00

   CORRECT
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$30.00
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$35.00

   



	 
	Instructor Explanation:
	First, we need to calculate the required return on the stock, rs.  This we can get from the CAPM:

Rs = RRF + (RM – RRF)

Rs = 3% + 1.2(5%)

Rs = 9%

Now we can use this in the DCF formula to calculate the current price:

P0 = D1 / (rs – g)

P0 = $1 / (.09 - .05)

P0 = $25.00

 

	 
	Points Received:
	4 of 4 

	8.
	Question:
	An increase in a firm’s expected growth rate would normally cause its required rate of return to

	 
	Your Answer:
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Increase.
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Decrease.
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Fluctuate.
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Remain constant.
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Possibly increase, decrease, or have no effect.

   CORRECT


	 
	Instructor Explanation:
	The expected growth rate of a firm is only one input into the calculation of the required return.  The other components include the price of the stock and the expected dividend.  If all else is held equal, an increase in the growth rate will cause the required return to increase, but if the dividend increases with the expected growth rate, this have the effect of lowering the required return.  Without knowing what happens to the other inputs, the best answer is “e”, possibly increase, decrease or have no effect.

	 
	Points Received:
	4 of 4 

	9.
	Question:
	Harrison Clothiers' stock currently sells for $20 a share.  It just paid a dividend of $1.00 a share (that is D0 = $1.00).  The dividend is expected to grow at a constant rate of 6 percent a year.  What stock price is expected 1 year from now?  What is the required rate of return?

 

	 
	Your Answer:
	Part A: $21.20 Part B: 11.30%

	 
	Instructor Explanation:
	P0 = $20; D0 = $1.00; g = 6%; P1 = ?; rs = ? 

P1 = P0(1 + g) = $20(1.06) = $21.20.

rs = D1 / P0 + g =  ($1.00 * 1.06) / $20 + 0.06
rs = $1.06 / $20 + 0.06 = 11.30%.  rs = 11.30%.

	 
	Points Received:
	4 of 4 

	10.
	Question:
	A stock is expected to pay a dividend of $0.50 at the end of the year (that is, D1 = 0.50), and it should continue to grow at a constant rate of 7 percent a year.  If its required return is 12 percent, what is the stock's expected price 4 years from today?

 

	 
	Your Answer:
	$13.11

	 
	Instructor Explanation:
	First, solve for the current price. 

Po = D1/(Rs - g)

P0 = $0.50/(0.12 - 0.07)

P0 = $10.00.

If the stock is in a constant growth state, the constant dividend growth rate is also the capital gains yield for the stock and the stock price growth rate.  Hence, to find the price of the stock four years from today:

P4 = P0(1 + g)4

P4 = $10.00(1.07)4

P4 = $13.10796 or $13.11.

Alternatively, you could solve by calculating the expected dividend five years from now:

D5 = 0.50 * 1.074 = 0.66

P4 = 0.66 / (.12 - .07) = 13.11

	 
	Points Received:
	4 of 4 


Unit 7: 

	1.
	Question:
	 You were hired as a consultant to Keys Company, and you were provided with the following data:  Target capital structure:  40% debt, 10% preferred, and 50% common equity.  The after-tax cost of debt is 4.00%, the cost of preferred is 7.50%, and the cost of retained earnings is 11.50%.  The firm will not be issuing any new stock.  What is the firm’s WACC?

	 
	Your Answer:
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7.55%
   

        

[image: image42.wmf]
7.73%
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7.94%
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8.10%

   CORRECT
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8.32%

   



	 
	Instructor Explanation:
	  

 

           Weight

            Cost

Debt

40%

4.00%

Preferred

10%

7.50%

Common

50%

11.50%

WACC = Wdrd + Wprp + Wsrs
WACC = .40(4%) + .10(7.50%) + .50(11.50%) = 8.10%

	 
	Points Received:
	4 of 4 

	2.
	Question:
	Several years ago the Haverford Company sold a $1,000 par value bond that now has 25 years to maturity and an 8.00% annual coupon that is paid quarterly.  The bond currently sells for $900.90, and the company’s tax rate is 40%.  What is the component cost of debt for use in the WACC calculation?

	 
	Your Answer:
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5.40%

   CORRECT
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5.73%
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5.98%
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	Instructor Explanation:
	You need to calculate the YTM on this bond.  You can do this on the calculator with the following inputs:

N 100; PV -900.90; PMT 20; FV 1,000; I/YR ??; I/YR = 2.25% which is the quarterly rate, so the annual rate is 2.25 * 4 = 9%

This YTM is the before-tax cost of debt.  We need the after-tax cost of debt which is:

rd (1 – T) =  9% * (1 - .40) = 5.40%

 

	 
	Points Received:
	4 of 4 

	3.
	Question:
	Tapley Inc. recently hired you as a consultant to estimate the company’s WACC.  You have obtained the following information.  (1)  Tapley's bonds mature in 25 years, have a 7.5% annual coupon, a par value of $1,000, and a market price of $936.49.  (2) The company’s tax rate is 40%. (3) The risk-free rate is 6.0%, the market risk premium is 5.0%, and the stock’s beta is 1.5.   (4) The target capital structure consists of 30% debt and 70% equity.  Tapley uses the CAPM to estimate the cost of equity, and it does not expect to have to issue any new common stock.  What is its WACC?

	 
	Your Answer:
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 9.89%
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10.01%
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10.35%
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10.64%
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10.91%

   CORRECT


	 
	Instructor Explanation:
	WACC, equity from retained earnings, must find YTM  Answer: e  HARD

First, you need to calculate the cost of debt by calculating the YTM on the bonds.  On a calculator, you can do this by entering:

N 25; PV -936.49; PMT 75; FV 1,000; I/YR ??;  I/YR = 8.10%  

This is the before tax cost of debt.  We need the after-tax cost of debt which is:

rd (1 – T) =  8.1% * (1 - .40) = 4.86%

Next, we need to calculate the cost of equity capital using the CAPM:

rs = rRF + (rM - rRF)

rs = 6% + 1.5(5.0%) = 13.5%

Now we can solve for the WACC:

WACC = Wdrd + Wsrs
WACC = .30(4.86%) + .70(13.5%) = 10.91%

 

	 
	Points Received:
	4 of 4 

	4.
	Question:
	Wagner Inc estimates that its average-risk projects have a WACC of 10%, its below-average risk projects have a WACC of 8%, and its above-average risk projects have a WACC of 12%.  Which of the following projects (A, B, and C) should the company accept?

	 
	Your Answer:
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Project A is of average risk and has a return of 9%.
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Project B is of below-average risk and has a return of 8.5%.

   CORRECT
        

[image: image58.wmf]
Project C is of above-average risk and has a return of 11%.
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None of the projects should be accepted.
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All of the projects should be accepted.

   



	 
	Instructor Explanation:
	The project whose return is greater than its risk-adjusted cost of capital should be selected.  Only Project B meets this criterion.

	 
	Points Received:
	4 of 4 

	5.
	Question:
	 The Nunnally Company has equal amounts of low-risk, average-risk, and high-risk projects.  Nunnally estimates that its overall WACC is 12%.  The CFO believes that this is the correct WACC for the company’s average-risk projects, but that a lower rate should be used for lower risk projects and a higher rate for higher risk projects.  However, the CEO argues that, even though the company’s projects have different risks, the WACC used to evaluate each project should be the same because the company obtains capital for all projects from the same sources. If the CEO’s opinion is followed, what is likely to happen over time?

	 
	Your Answer:
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The company will take on too many low-risk projects and reject too many high-risk projects.
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The company will take on too many high-risk projects and reject too many low-risk projects.

   CORRECT
        

[image: image63.wmf]
Things will generally even out over time, and, therefore, the firm’s risk should remain constant over time.
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The company’s overall WACC should decrease over time because its stock price should be increasing.  
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The CEO’s recommendation would maximize the firm’s intrinsic value.

   



	 
	Instructor Explanation:
	By not adjusting the cost of capital for project risk, the firm will tend to reject low-risk projects since their returns will be lower than the average cost of capital, and it will take on high-risk projects since their returns will be higher than the average cost of capital.  For this reason, statement b is true, while all remaining statements are false.

	 
	Points Received:
	4 of 4 

	6.
	Question:
	Percy Motors has a target capital structure of 40 percent debt and 60 percent common equity, with no preferred stock.  The yield to maturity on the company's outstanding bonds is 9 percent, and its tax rate is 40 percent.  Percy's CFO estimates that the company's WACC is 9.96 percent.  What is Percy's cost of common equity?

	 
	Your Answer:
	13%

	 
	Instructor Explanation:
	40% Debt; 60% Common equity; rd = 9%; T = 40%; WACC = 9.96%; rs = ?
WACC = (wd)(rd)(1 – T) + (wc)(rs)
0.0996 = (0.4)(0.09)(1 – 0.4) + (0.6) * rs
0.0996 = 0.0216 + 0.6 * rs
0.078 = 0.6 * rs
rs = 13%.

	 
	Points Received:
	4 of 4 

	7.
	Question:
	The earnings, dividends, and common stock price of Carpetto Technologies Inc. are expected to grow at 7 percent per year in the future.  Carpetto's common stock sells for $23 per share, its last dividend was $2.00, and it will pay a dividend of $2.14 at the end of the current year.

Using the DCF approach, what is the cost of common equity?

	 
	Your Answer:
	16.3%

	 
	Instructor Explanation:
	rs = D1 / P0 + g = $2.14 / $23 + 7% = 9.3% + 7% = 16.3%.

	 
	Points Received:
	4 of 4 

	8.
	Question:
	The earnings, dividends, and common stock price of Carpetto Technologies Inc. are expected to grow at 7 percent per year in the future.  Carpetto's common stock sells for $23 per share, its last dividend was $2.00, and it will pay a dividend of $2.14 at the end of the current year.

If the firm's beta is 1.6, the risk-free rate is 9 percent, and the average return on the market is 13 percent, what will be the firm's cost of common equity using the CAPM approach?

 

	 
	Your Answer:
	15.4%

	 
	Instructor Explanation:
	rs = rRF + (rM – rRF)b
rs= 9% + (13% – 9%)1.6 = 9% + (4%)1.6 = 9% + 6.4% = 15.4%.

	 
	Points Received:
	4 of 4 

	9.
	Question:
	The earnings, dividends, and common stock price of Carpetto Technologies Inc. are expected to grow at 7 percent per year in the future.  Carpetto's common stock sells for $23 per share, its last dividend was $2.00, and it will pay a dividend of $2.14 at the end of the current year.

If the firm's bonds earn a return of 12 percent, what will rs be based on the bond-yield-plus-risk-premium approach, using the midpoint of the risk premium range?

 

	 
	Your Answer:
	16%

	 
	Instructor Explanation:
	rs = Bond rate + Risk premium = 12% + 4% = 16%.

	 
	Points Received:
	4 of 4 

	10.
	Question:
	Patton Paints Corporation has a target capital structure of 40 percent debt and 60 percent common equity, with no preferred stock. Its before-tax cost of debt is 12 percent, and its marginal tax rate is 40 percent. The current stock price is P0 = $22.50. The last dividend was D0 = $2.00, and it is expected to grow at a constant rate of 7 percent. What is its cost of common equity and its WACC?

	 
	Your Answer:
	Cost of Common Equity: 16.51% WACC: 12.78%

	 
	Instructor Explanation:
	Debt = 40%, Common equity = 60%. P0 = $22.50, D0 = $2.00, D1 = $2.00(1.07) = $2.14, g = 7%. rs = D1 / P0 + g = $2.14 / $22.50 + 7% = 16.51%.
WACC = (0.4)(0.12)(1 – 0.4) + (0.6)(0.1651)
WACC = 0.0288 + 0.0991 = 12.79%.

	 
	Points Received:
	4 of 4 


Unit 8: 

	1.
	Question:
	1.  Blanchford Enterprises is considering a project that has the following cash flow and WACC data.  What is the project's NPV?  Note that a project's projected NPV can be negative, in which case it will be rejected.

                        WACC = 10%

                        Year:                   0                      1                     2                     3                     4         

                        Cash flows:       -$1,000            $475                $475                $475                $475

	 
	Your Answer:
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$482.16
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$496.38
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$505.69
   CORRECT
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$519.05
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$524.72
   



	 
	Instructor Explanation:
	NPV (constant cash flows; 4 years)  

NPV = -1,000 + 475 / 1.10 + 475 / 1.102 + 475 / 1.103 + 475 / 1.104
NPV = 505.69

 

	 
	Points Received:
	4 of 4 

	2.
	Question:
	Tapley Dental Associates is considering a project that has the following cash flow data.  What is the project's payback?

 

                        Year:                   0                          1                     2                     3                     4                     5         

                        Cash flows:       -$1,000            $300                $310                $320                $330                $340

 

	 
	Your Answer:
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2.11 years
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2.71 years
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3.05 years
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3.21 years
   CORRECT


	 
	Instructor Explanation:
	Payback period = $300 + $310 + $320 + ($70 / $330) = 3.21 years

	 
	Points Received:
	4 of 4 

	3.
	Question:
	Ryngaert Medical Enterprises is considering a project that has the following cash flow and WACC data.  What is the project's NPV? Note that a project's projected NPV can be negative, in which case it will be rejected.

                        WACC = 10%

                        Year:                   0                          1                     2                     3                     4         

                        Cash flows:       -$1,000            $400                $405                $410                $415

	 
	Your Answer:
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$241.24
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$255.83
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$268.54
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$274.78
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$289.84
   CORRECT


	 
	Instructor Explanation:
	NPV = -1,000 + 400 / 1.10 + 405 / 1.102 + 410 / 1.103 + 415 / 1.104
NPV = 289.84

	 
	Points Received:
	4 of 4 

	4.
	Question:
	 Rockmont Recreation Inc. is considering a project that has the following cash flow data.  What is the project's IRR? Note that a project's projected IRR can be less than the WACC (and even negative), in which case it will be rejected.

 

                        Year:                   0                        1                     2                     3                     4         

                        Cash flows:       -$1,000            $250                $230                $210                $190

 

	 
	Your Answer:
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-5.15%
   CORRECT
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-3.44%
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-1.17%
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3.72%
   



	 
	Instructor Explanation:
	IRR (uneven cash flows; 4 years)          Answer: a  EASY/MEDIUM

$0 = -$1,000 + $250 / (1 + i) + $230 / (1 + i)2 + $210 / (1 + i)3 + $190 / (1 + i)4
i = -.0515 or -5.15%

 

	 
	Points Received:
	4 of 4 

	5.
	Question:
	A company is analyzing two mutually exclusive projects, S and L, with the following cash flows:

                        0                      1                      2                      3                      4

Project S          -$1,000            $900                $250                $10                  $10

Project L          -$1,000            $0                    $250                $$400              $800

 

The company's WACC is 10 percent.  What is the IRR of the better project?  (Hint:  Note that the better project may or may not be the one with the higher IRR.)

 

	 
	Your Answer:
	IRR of the Better project? Project L , (IRR 11.74%)

	 
	Instructor Explanation:
	Input the appropriate cash flows into the cash flow register, and then calculate NPV at 10% and the IRR of each of the projects: 


Project S:  CF0 = -1000; CF1 = 900; CF2 = 250; CF3-4 = 10; I/YR = 10.  Solve for NPVS = $39.14; IRRS = 13.49%.

Project L:  CF0 = -1000; CF1 = 0; CF2 = 250; CF3 = 400; CF4 = 800; I/YR = 10.  Solve for NPVL = $53.55; IRRL = 11.74%.

Since Project L has the higher NPV, it is the better project, even though its IRR is less than Project S’s IRR. The IRR of the better project is IRRL = 11.74%.

	 
	Points Received:
	4 of 4 

	6.
	Question:
	You must evaluate a proposal to buy a new milling machine.  The base price is $108,000, and shipping and installation costs would add another $12,500.  The machine falls into the MACRS 3-year class, and it would be sold after 3 years for $65,000.  The applicable depreciation rates are 33, 45, 15 and 7 percent as discussed in Appendix 12A of your text book.  The machine would require a $5,500 increase in working capital (increased inventory less increased accounts payable).  There would be no effect on revenues, but pre-tax labor costs would decline by $44,000 per year.  The marginal tax rate is 35 percent, and the WACC is 12 percent.  Also, the firm spent $5,000 last year investigating the feasibility of using the machine.

How should the $5,000 spent last year be handled?
 

	 
	Your Answer:
	The $5000 is irrelevant to the analysis

	 
	Instructor Explanation:
	The $5,000 spent last year on exploring the feasibility of the project is a sunk cost and should not be included in the analysis.

	 
	Points Received:
	4 of 4 

	7.
	Question:
	You must evaluate a proposal to buy a new milling machine.  The base price is $108,000, and shipping and installation costs would add another $12,500.  The machine falls into the MACRS 3-year class, and it would be sold after 3 years for $65,000.  The applicable depreciation rates are 33, 45, 15 and 7 percent as discussed in Appendix 12A of your text book.  The machine would require a $5,500 increase in working capital (increased inventory less increased accounts payable).  There would be no effect on revenues, but pre-tax labor costs would decline by $44,000 per year.  The marginal tax rate is 35 percent, and the WACC is 12 percent.  Also, the firm spent $5,000 last year investigating the feasibility of using the machine.

What is the net cost of the machine for capital budgeting purposes, that is, the Year 0 project cash flow?
 

	 
	Your Answer:
	Net cost of the machine is $126,000

	 
	Instructor Explanation:
	The net cost is $126,000: Price ($108,000) + Modification (12,500) + Increase in NOWC (5,500) = Cash outlay for new machine ($126,000)

	 
	Points Received:
	4 of 4 

	8.
	Question:
	You must evaluate a proposal to buy a new milling machine.  The base price is $108,000, and shipping and installation costs would add another $12,500.  The machine falls into the MACRS 3-year class, and it would be sold after 3 years for $65,000.  The applicable depreciation rates are 33, 45, 15 and 7 percent as discussed in Appendix 12A of your text book.  The machine would require a $5,500 increase in working capital (increased inventory less increased accounts payable).  There would be no effect on revenues, but pre-tax labor costs would decline by $44,000 per year.  The marginal tax rate is 35 percent, and the WACC is 12 percent.  Also, the firm spent $5,000 last year investigating the feasibility of using the machine.

What are the net operating cash flows during Years 1, 2 and 3?
 

	 
	Your Answer:
	Net Operating Cash Flows during Year 1 is $42,518, For Year 2: $47,579, and For year 3 $34,926.

	 
	Instructor Explanation:
	 

 

Year 1

Year 2

Year3

1

After-tax savings

$28,600

$28,600

$28,600

2

Depreciation tax savings

13,918

18,979

6,326

 

Net cash flow

$42,518

$47,579

$34,926

Notes:
1. The after-tax cost savings is $44,000(1 – T) = $44,000(0.65) = $28,600.

2. The depreciation expense in each year is the depreciable basis, $120,500, times the MACRS allowance percentages of 0.33, 0.45, and 0.15 for Years 1, 2, and 3, respectively.  Depreciation expense in Years 1, 2, and 3 is $39,765, $54,225, and $18,075. The depreciation tax savings is calculated as the tax rate (35%) times the depreciation expense in each year.

 

	 
	Points Received:
	4 of 4 

	9.
	Question:
	You must evaluate a proposal to buy a new milling machine.  The base price is $108,000, and shipping and installation costs would add another $12,500.  The machine falls into the MACRS 3-year class, and it would be sold after 3 years for $65,000.  The applicable depreciation rates are 33, 45, 15 and 7 percent as discussed in Appendix 12A of your text book.  The machine would require a $5,500 increase in working capital (increased inventory less increased accounts payable).  There would be no effect on revenues, but pre-tax labor costs would decline by $44,000 per year.  The marginal tax rate is 35 percent, and the WACC is 12 percent.  Also, the firm spent $5,000 last year investigating the feasibility of using the machine.

What is the terminal year cash flow?

	 
	Your Answer:
	Terminal cash Flow is $50,702

	 
	Instructor Explanation:
	The terminal cash flow is $50,702:
Salvage value = $65,000
Tax on SV* = (19,798)
Return of NOWC = 5,500
$65.000 - $19,798 + $5,500 = $50,702
*Tax on SV = ($65,000 – $8,435)(0.35) = $19,798.
BV in Year 4 = $120,500(0.07) = $8,435.

	 
	Points Received:
	4 of 4 

	10.
	Question:
	You must evaluate a proposal to buy a new milling machine.  The base price is $108,000, and shipping and installation costs would add another $12,500.  The machine falls into the MACRS 3-year class, and it would be sold after 3 years for $65,000.  The applicable depreciation rates are 33, 45, 15 and 7 percent as discussed in Appendix 12A of your text book.  The machine would require a $5,500 increase in working capital (increased inventory less increased accounts payable).  There would be no effect on revenues, but pre-tax labor costs would decline by $44,000 per year.  The marginal tax rate is 35 percent, and the WACC is 12 percent.  Also, the firm spent $5,000 last year investigating the feasibility of using the machine.

Should the machine be purchased?  Explain your answer.
 

	 
	Your Answer:
	Yes. When you analyze tha working capital would increase and it would be less accounts payable. No affect on revenues after analyzing the machine purchase would be an investment. It will have positive NPV of $10,840.

	 
	Instructor Explanation:
	The project has an NPV of $10,841; thus, it should be accepted. 

Year

Net Cash Flow

PV @ 12%

0

($126,000)

($126,000)

1

42,518

37,963

2

47,579

37,930

3

85,628

60,948

Alternatively, place the cash flows on a time line:


        0                                   1                         2                          3
         |----------12%-------------|---------------------|----------------------|
 -126,000                  42,518                47,579                 34,926 + 50,702 = 85,628

With a financial calculator, input the appropriate cash flows into the cash flow register, input I/YR = 12, and then solve for NPV = $10,840.51 or $10,841.

	 
	Points Received:
	4 of 4 


Unit 9: 
	1.
	Question:
	Millman Electronics will produce 60,000 stereos next year.  Variable costs will equal 50% of sales, while fixed costs will total $120,000.  At what price must each stereo be sold for the company to achieve an EBIT of $95,000?

	 
	Your Answer:
	        

[image: image86.wmf]
$6.57
   

        

[image: image87.wmf]
$6.87
   

        

[image: image88.wmf]
$7.17
   CORRECT
        

[image: image89.wmf]
$7.47
   

        

[image: image90.wmf]
$7.77
   



	 
	Instructor Explanation:
	EBIT = PQ – VQ – F 

$95,000 = P*60,000 - .5P * 60,000 - $120000

$215,000 = 60,000P – 30,000P

$215,000 = 30,000P

P = $7.17

 

	 
	Points Received:
	4 of 4 

	2.
	Question:
	Firms A and B are identical except for their level of debt and the interest rates they pay on debt.  Each has $2 million in assets, $400,000 of EBIT, and has a 40% tax rate.  However, firm A has a debt-to-assets ratio of 50% and pays 12% interest on its debt, while Firm B has a 30% debt ratio and pays only 10% interest on its debt.  What is the difference between the two firms' ROEs?

	 
	Your Answer:
	        

[image: image91.wmf]
1.25%
   

        

[image: image92.wmf]
1.91%
   

        

[image: image93.wmf]
2.23%
   CORRECT
        

[image: image94.wmf]
2.64%
   

        

[image: image95.wmf]
2.86%
   



	 
	Instructor Explanation:
	  

First we need to calculate the NI of the two firms: 

Firm A: $400,000 – ($1M * .12) = $280,000 * (1 - .40) = $168,000

Firm B: $400,000 – ($600,000 * .10) = $340,000 * (1 - .40) = $204,000

Firm A equity = $2M * .50 = $1M

Firm A ROE = $168,000 / $1M = 16.80%

Firm B equity = $2M * .70 = $1.4M

Firm B ROE = $204,000 / $1.4M = 14.57%

Difference in ROEs = 16.80% - 14.57% = 2.23%

	 
	Points Received:
	4 of 4 

	3.
	Question:
	The firm’s target capital structure is consistent with which of the following?

	 
	Your Answer:
	        

[image: image96.wmf]
Maximum earnings per share (EPS).

   

        

[image: image97.wmf]
Minimum cost of debt (rd).

   

        

[image: image98.wmf]
Highest bond rating.

   

        

[image: image99.wmf]
Minimum cost of equity (rs).

   

        

[image: image100.wmf]
Minimum weighted average cost of capital (WACC).
   CORRECT


	 
	Instructor Explanation:
	The lower the WACC, the higher the project value. Therefore, the minimum WACC maximizes the value of each project and consequently the firm, so the correct answer would be “e”.

	 
	Points Received:
	4 of 4 

	4.
	Question:
	Jones Co. currently is 100% equity financed.  The company is considering changing its capital structure.  More specifically, Jones’ CFO is considering a recapitalization plan in which the firm would issue long-term debt with a yield of 9% and use the proceeds to repurchase common stock.  The recapitalization would not change the company’s total assets nor would it affect the company’s basic earning power, which is currently 15%.  The CFO estimates that the recapitalization will reduce the company’s WACC and increase its stock price.  Which of the following is also likely to occur if the company goes ahead with the planned recapitalization?

	 
	Your Answer:
	        

[image: image101.wmf]
The company’s net income will increase.

   

        

[image: image102.wmf]
The company’s earnings per share will decrease.

   

        

[image: image103.wmf]
The company’s cost of equity will increase.
   CORRECT
        

[image: image104.wmf]
The company’s ROA will increase.

   

        

[image: image105.wmf]
The company’s ROE will decrease.

   



	 
	Instructor Explanation:
	If a company takes on more debt, this increases the bankruptcy risk which will be reflected in a higher cost of equity. The correct answer is “c”.

	 
	Points Received:
	4 of 4 

	5.
	Question:
	Tapley Inc. currently has assets of $5 million, zero debt, is in the 40% federal-plus-state tax bracket, has a net income of $1 million, and pays out 40% of its earnings as dividends.  Net income is expected to grow at a constant rate of 5 percent per year, 200,000 shares of stock are outstanding, and the current WACC is 13.40%.

The company is considering a recapitalization where it will issue $1 million in debt and use the proceeds to repurchase stock.  Investment bankers have estimated that if the company goes through with the recapitalization, its before-tax cost of debt will be 11%, and its cost of equity will rise to 14.5%. 

What is the stock's current price per share (before the recapitalization)?

	 
	Your Answer:
	$25

	 
	Instructor Explanation:
	The current dividend per share, D0, = $400,000/200,000 = $2.00.  D1 = $2.00(1.05) = $2.10.  Therefore, P0 = D1/(rs – g) = $2.10/(0.134 – 0.05) = $25.00. 

 

	 
	Points Received:
	4 of 4 

	6.
	Question:
	Tapley Inc. currently has assets of $5 million, zero debt, is in the 40% federal-plus-state tax bracket, has a net income of $1 million, and pays out 40% of its earnings as dividends.  Net income is expected to grow at a constant rate of 5 percent per year, 200,000 shares of stock are outstanding, and the current WACC is 13.40%.

The company is considering a recapitalization where it will issue $1 million in debt and use the proceeds to repurchase stock.  Investment bankers have estimated that if the company goes through with the recapitalization, its before-tax cost of debt will be 11%, and its cost of equity will rise to 14.5%. 

Assuming the company maintains the same payout ratio, what will be its stock price following the recapitalization?
 

	 
	Your Answer:
	$26.52

	 
	Instructor Explanation:
	Step 1: Calculate EBIT before the recapitalization:
EBIT = $1,000,000/(1 – T) = $1,000,000/0.6 = $1,666,667. 

Note:  The firm is 100% equity financed, so there is no interest expense.
Step 2: Calculate net income after the recapitalization:
[$1,666,667 – 0.11($1,000,000)]0.6 = $934,000.
Step 3: Calculate the number of shares outstanding after the recapitalization:
200,000 – ($1,000,000/$25) = 160,000 shares.
Step 4: Calculate D1 after the recapitalization:
D0 = 0.4($934,000/160,000) = $2.335.
D1 = $2.335(1.05) = $2.45175.
Step 5: Calculate P0 after the recapitalization:
P0 = D1/(rs – g) = $2.45175/(0.145 – 0.05) = $25.8079 or about $25.81.

	 
	Points Received:
	8 of 8 

	7.
	Question:
	 Fletcher Corp. has a capital budget of $1,000,000, but it wants to maintain a target capital structure of 60% debt and 40% equity.  The company forecasts this year’s net income to be $600,000.  If the company follows a residual dividend policy, what will be its dividend paid?

	 
	Your Answer:
	        

[image: image106.wmf]
$120,000
   

        

[image: image107.wmf]
$140,000
   

        

[image: image108.wmf]
$160,000
   

        

[image: image109.wmf]
$180,000
   

        

[image: image110.wmf]
$200,000
   CORRECT


	 
	Instructor Explanation:
	With a capital budget of $1M and a capital structure that is 40% equity requires $400,000 in retained earnings.  This means the dividend that could be paid out of NI of $600,000 is:

Dividends = NI – [(target equity ratio)(Total capital budget)]

Dividends = $600,000 – [40% * $1,000,000] = $200,000

 

	 
	Points Received:
	4 of 4 

	8.
	Question:
	Rooney Inc. recently completed a 3-for-2 stock split.  Prior to the split, its stock price was $90 per share.  The firm's total market value was unchanged by the split.  What was the price of the company’s stock following the stock split?

	 
	Your Answer:
	        

[image: image111.wmf]
$ 45.00
   

        

[image: image112.wmf]
$ 50.00
   

        

[image: image113.wmf]
$ 60.00
   CORRECT
        

[image: image114.wmf]
$ 90.00
   

        

[image: image115.wmf]
$135.00
   



	 
	Instructor Explanation:
	$90 * 2/3 = $60 price post split

	 
	Points Received:
	4 of 4 

	9.
	Question:
	 Which of the following should not influence a firm’s dividend policy decision?

	 
	Your Answer:
	        

[image: image116.wmf]
The firm’s ability to accelerate or delay investment projects.

   

        

[image: image117.wmf]
A strong preference by most shareholders in the economy for current cash income versus capital gains.

   

        

[image: image118.wmf]
Constraints imposed by the firm’s bond indenture.

   

        

[image: image119.wmf]
The fact that much of the firm’s equipment has been leased rather than bought and owned.
   CORRECT
        

[image: image120.wmf]
The fact that Congress is considering tax law changes regarding the taxation of dividends versus capital gains.

   



	 
	Instructor Explanation:
	Whether or not a firm leases or owns is irrelevant to a firm’s dividend decision making, so the correct answer would be “d”.
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