BUSI 3361 (16 18)	Chapter 7 Assignment	    
Question 1
You plan to purchase a gravel quarry in Nova Scotia. The open pit mine will cost $24,000,000 to open. If you spend the money immediately the mine will generate $4,200,000 in after tax cash inflow for the next 10 years (received at the end of each year). Once the 10 years is over the open pit mine will be closed as all the gravel will be gone. The Province of Nova Scotia requires that you clean the site and maintain it according to current environmental standards. The cleaning and maintenance will cost $2,500,000 which will be paid at the end of year 11. 
Calculate the net present value of this investment opportunity assuming that the cost of capital is 8 percent.
Question 2
Your tourism business is trying to stretch the seasons by encouraging guests to visit your town from March to October rather than from May to September each year. You have investigated two possible projects – the Winery Project and the Maple Syrup Project. They are equal-risk independent alternatives for expanding your company’s sales. The company’s cost of capital is 10 percent. You have decided that you will examine each project using the payback method. An acceptable project will have a payback period of 3 years or less.
	
	Winery Project
	Maple Syrup Project

	Incremental Cost
	-$ 900,000
	-$750,000

	Year
	After-tax cash inflows

	2013
	$200,000
	$230,000

	2014
	$250,000
	$250,000

	2015
	$300,000
	$275,000

	2016
	$400,000
	$320,000



Calculate each project’s payback period in years and months.
Which, if either, of the projects meets your company’s payback period criterion?

Question 3
Your company, Security Company, is considering 2 projects.  These projects have unequal lives.  Project X has a life of 5 years and project Y has a life of 7 years.  The discount rate used for these projects is 8%.  You have determined the NPV of project X to be $182,500 and the NPV of project Y to be $210,250.  

Calculate the equivalent annual annuity of each project?
 
Recommend a project to Security Company based on your calculation of the equivalent annual annuity.

Question 4
A firm with an 11 percent cost of capital must select the optimal group of projects from those shown in the following table. The company has decided that it can afford a capital budget of $2 million for the year.
	Project
	Incremental cost
	NPV at 11% cost of capital

	A
	$300,000
	$ 84,000

	B
	  200,000
	   10,000

	C
	  100,000
	   25,000

	D
	  900,000
	   90,000

	E
	  500,000
	   70,000

	F
	  100,000
	   50,000

	G
	  800,000
	 160,000



Calculate the Profitability Index for each project. (NPV/Incremental Cost)
List the projects in rank order with the highest rank listed first etc.
Make a recommendation to the Investment Committee of the company on the optimal group of projects, keeping in mind that the unused funds will earn, at most, the firm’s cost of capital.

