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Ch. 27: Short-Term Finance

Q27.3: 
a) Receivables average goes up  I
b) Credit repayment  I
c) Inventory turnover goes from 3 times to 6 times  D
d) Payable turnover goes from 6 times to 11 times  N 
e) Receivables turnover goes from 7 times to 9 times  D
f) Payments to suppliers are accelerated  N 

Q27.6:
Operating cycle = Days in inventory + Days in receivables
Inventory turnover =  =   6.7 times
Days in inventory =   54.5 days

Receivables turnover =  =   11.6 times
Days in receivables =  31.5 days

Operating cycle = 54.5 + 31.5 = 86 days

Cash cycle = Operating cycle – Days in payables

A/P deferral period =  =   7.7 times

Days in payables =   47.4 days

Cash cycle = 86 - 47.4 = 38.6 days  

Q27.8:

	
	Q1
	Q2
	Q3
	Q4

	Sales
	$830
	$1,050
	$970
	$860

	Purchases
	$787.5
	$727.5
	$645
	$727.5

	Payment of Accounts
	$677.5
	$767.5
	$700
	$672.5

	Wages, Taxes, Other Expenses
	$166
	$210
	$194
	$172

	Long-term financing expenses (interest & dividends)
	$73
	$73
	$73
	$73

	TOTAL:
	$916.5
	$1,050.5
	$967
	$917.5



Q27.15:
a) Calgary Compressor: Current assets from 2009 to 2010 have increased by $7,212. Its assets are essentially financed by its retained earnings.

Pnew Brunswick Pneumatic: Current assets from 2009 to 2010 have increased by $8,333. However, its current assets are primarily financed by its current liabilities.   
b) Looking at 2010 current assets, Calgary Compressor has the larger investment of $92,616 compared to Pnew Brunswick Pneumatic with total current assets of $78,434. The reason being the high amount of sales from Calgary Compressor’s income statement. 
c) Current assets to sales ratio: 
Calgary Compressor = 0.57 	Pnew Brunswick Pneumatic = 0.86

In conclusion, Pnew Brunswick Pneumatic is probable to incur carrying costs since it has a higher ratio relative to Calgary Compressor, and Calgary Compressor is probable to incur shortage costs.   

Ch. 29: Credit Management

Q29.10:
Cost of switching = $720(1,305) + 495(1,380-1,305) = $976, 725

Benefit of switching = ($720 - 495)(1,380 – 1,305) = $16,875

NPV = -$976,275 +  = $148,725

Before any collections from revenue are received, the cost of sales for one month will occur. During the one-month credit period, the receivables will grow and will be offsetting with new sales/payments.  


Q29.14:
Cash flow = QP-QC
Cash flow for old policy  (3,850) – (3,850$47) = $169,400
Cash flow for new policy  (3,940$94) – (3,940$47) = $185,180

Incremental cash flow = cash flow from new policy – cash flow from old policy
			    = $185,180 - $169,400 = $15,780
Cost of new policy = –[PQ + v(Q – Q)]
NPV will be: –[($91)(3,850)+($47)(3,940 – 3,850)]+ = $276, 620 

Q29.15:
Cash flow = QP-QC
Cash flow from old policy = (1,105$290) – (1,105$230) = $66,300
Cash flow from new policy = (1,125$295) – (1,125$234) = $68,625
Incremental cash flow = cash flow from new policy – cash flow from old policy
	     		     = $68,625 - $66,300 = $2,325
Cost of new policy = – [PQ + Q (v – v) + v (Q – Q)]
NPV of switching policies: –[($290)(1,105)+(1,105)($234 – $230)+($234)(1,125 – 1,105)]+ = -$84,813.16

Q29.17:
Cost of new policy = –[PQ + Q(v – v) + v(Q – Q)]
Cash flow from new policy = [Q(P – v) – Q(P – v)]

To get breakeven point, set NPV = 0, solve for Q’:

0 =  
0 = –$350,350 – $47Q + $180,950 + $1,880Q – $6,776,000
$1,833Q = $6,945,400    
		Q = 3,789.09

Ch. 13: Capital Budgeting Under Risk

Q13.12:
a) 

	    

           
b) 






Q13.14:
a) Market valueshares = 8,500,000($34) = $289,000,000
Market valuebonds = 200,000($1000)(0.93) = $186,000,000
Total market value = $289,000,000 + $186,000,000 = $475,000,000

Market value weights:




b) *****

Q13.15:
a) Projects Y & Z
b) Use CAPM and consider the projects. Return calculated using CAPM is lower than the project expected return: accept project, if otherwise, reject project. 
E[W] = 0.05 + 0.75(0.11 – 0.05) = 0.0950 < 0.10; accept W
E[X] = 0.05 + 0.90(0.11 – 0.05) = 0.1040 > 0.102; reject X
	     E[Y] = 0.05 + 1.20(0.11 – 0.05) = 0.1220 > 0.12; reject Y
E[Z] = 0.05 + 1.50(0.11 – 0.05) = 0.1400 < .15; accept Z
c) Incorrectly rejected: Project W
Incorrectly accepted: Project Y

Ch. 16: Capital Structure Decisions: Basic Concepts

Q16.1:
a) 
	
	Recession
	Normal
	Expansion

	EBIT
	$7600
	$19,000
	$24,700

	Interest
	0
	0
	0

	Net income
	$7600
	$19,000
	$24,700

	Shares outstanding
	5000
	5000
	5000

	EPS
	$1.52
	$3.8
	$4.94

	%EBIT
	-60
	-
	+30



b) Share price = 

Shares repurchased = 

Interest payment for Recession, Normal, and Expansion = $90,000(0.08) 
                  = $7200

	
	Recession
	Normal
	Expansion

	EBIT
	$7600
	$19,000
	$24,700

	Interest
	7200
	7200
	7200

	Net income
	$400
	$11,800
	$17,500

	Shares outstanding
	5000
	5000
	5000

	EPS
	$0.13
	$3.93
	$5.83

	%EBIT
	-96.61
	-
	+48.31



Q16.2:
a) 
	
	Recession
	Normal
	Expansion

	EBIT
	$7600
	$19,000
	$24,700

	Interest
	0
	0
	0

	Taxes
	2660
	6650
	8645

	Net income
	$4940
	$12,350
	$16,055

	Shares outstanding
	5000
	5000
	5000

	EPS
	$0.99
	$2.47
	$3.21

	%EBIT
	-60
	-
	+30



b)  
	
	Recession
	Normal
	Expansion

	EBIT
	$7,600
	$19,000
	$24,700

	Interest
	7,200
	7,200
	7,200

	Taxes
	140
	4,130
	6,125

	Net income
	$260
	$7,670
	$11,375

	Shares outstanding
	5000
	5000
	5000

	EPS
	$0.09
	$2.56
	$3.79

	%EBIT
	-96.91
	-
	+48.31



Q16.3:
a) ROE = 

	
	Recession
	Normal
	Expansion

	Net Income
	$7,600
	$19,000
	$24,700

	ROE
	3.38%
	8.44%
	10.98%

	%ROE
	-60
	-
	+3-



b) Equity = $225,000 - $90,000 = $135,000; therefore,
ROE = 

	
	Recession
	Normal
	Expansion

	Net Income
	$400
	$11,800
	$17,500

	ROE
	0.30%
	8.74%
	12.96%

	%ROE
	-96.61
	-
	+48.31



c) 
	
	Recession
	Normal
	Expansion

	Taxes
	2660
	6650
	8645

	Net income
	$4940
	$12,350
	$16,055

	ROE
	2.19%
	5.49%
	7.13%

	%ROE
	-60
	-
	+30



	
	Recession
	Normal
	Expansion

	Taxes
	140
	4,130
	6,125

	Net income
	$260
	$7,670
	$11,375

	ROE
	0.19%
	5.68%
	8.43%

	%ROE
	-96.61
	-
	+48.31



Q16.9:
a) Net income = $95,000 – 0.10($400,000) = $55,000
Dividends received = $55,000 = $4,125
Rate of return = 
b) ***The capital structure of ABC must be matched. Richard should then sell all shares in XYZ, which will give a net of $30,000. Next, Richard should borrow $30,000 which will create an interest cash flow of: 
Interest cash flow = 0.10(-$30,000) = -$3000
			
			Dividends received = $95,000 = $7,125

			The total cash flow = $7,300 – $3000 = $4,125

			Shareholder return  rS =  = 13.75%

c) ABC: Cost of equity = 
	    XYZ: rS = r0+ (r0 –rB)(1 – tC) = 0.1188 + (0.1188 – 0.10)(1)(1) = 13.75%
d) WACC for ABC: WACC = 
  = (1)(0.1188)+(0)(0.10) = 11.88%
WACC for XYZ:  WACC = 
  = (0.10) = 11.88%
 


