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ADM 2350B 


  Quiz #2 Examination
Name:  ___________________________
November 23, 2011

  Version #2 Solutions

Student ID #: ______________________ 

	Statement of Academic Integrity

The Telfer School of Management does not condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind, use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, cell phones, or any other communication device which has not been previously authorized in writing. 

Statement to be signed by the student:

I have read the text on academic integrity and I pledge not to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: an examination copy or booklet without that signed statement will not be graded and will receive a quiz grade of zero. 


General Instructions:

1. Please SIGN the academic integrity statement above.
2. Please put your Name and Student ID# on ALL NINE pages of this exam.

3. This is an open book and open notes exam. Notes are any handwritten or printed materials, including but not limited to, previous assignments, quizzes, and exams plus their solution sets.

4. The use of scientific and financial calculators is encouraged.

5. Laptop computers or any other devices that can be used for communication are NOT permitted.

6. Please do NOT take apart the pages of this exam.

7. You have 1 hour and 10 minutes to work this exam.
8. Good Luck!
 SEQ CHAPTER \h \r 1Part I - Multiple Choice Questions (4 Marks)
There are four multiple-choice questions in this part. Each question counts 1 mark. Circle the ONE answer that is the BEST answer to each question. No credit is given for (a) no answer, (b) more than one answer, or (c) an answer other than the best answer to a question.

1. You are considering a new project that will require an initial build up of raw materials inventory. The expected life of the project's equipment is five years. If all goes as you expect, you will replace the equipment at the end of the five years. If not, you will terminate the project. You currently believe there is a fifty-fifty chance of either occurrence. How should you treat the raw material inventory in year five of your present analysis and why?

a.
You should treat half of it as a cash inflow because there is a 50 percent chance the project will terminate then.

b.
You should treat it as both a cash inflow and outflow with a net effect zero.

c.
You should treat half as a cash inflow in year five, but also treat only half as a cash outflow at the beginning of this project.

d.
You should treat half of it as a cash outflow because there is a 50 percent chance the project will terminate then.

e.
You should treat it as a cash inflow because the replacement of the machines becomes a new capital budgeting decision at that point in time.

f.
You should treat it as a cash outflow because it is expected that the machines will be replaced.

g.
None of the above.
2. Your firm is selling a machine it purchased two years ago and it does NOT have any other assets remaining in the asset class. The selling price is approximately 50 percent LESS than the undepreciated capital cost for this class. As a result of this transaction, your firm has a tax benefit in the amount of the tax rate multiplied by the difference between the:

a.
Original purchase price and the selling price.

b.
Original purchase price and the undepreciated capital cost.

c.
Current market value and the selling price.

d.
Undepreciated capital cost and the selling price.

e.
Original purchase price and the current market value.

f.
Both a. and e. above.
g.
None of the above.
3. A  firm experiences _____ when the cash flows of a new project come at the expense of a firm's existing projects.
a.
The stand-alone principle
b.
Sunk costs
c.
Erosion or cannibalization effects

d.
Capital analysis
e.
A negative NPV

f.
Externalities
g.
None of the above.
4.
Your company purchased land five years ago for $150,000 and subsequently added $175,000 in improvements. The current book value of the property is $225,000. There are two options for future use of the land: 1) the land can be sold today for $375,000 after-tax; or 2) your company can destroy the past improvements and build a  factory on the land. When analyzing the factory option, what amount, if any, should be charged to the project for the cost of the land?

a.
The present book value of $225,000.

b.
The sales price of $375,000 LESS the book value of the improvements.

c.
The $150,000 original purchase price of the land.

d.
ZERO since the property is a sunk cost.

e.
The sales price of $375,000.

f.
The sales price of $375,000 LESS the original purchase price of $150,000.

g.
Can NOT determine from the information provided.

 SEQ CHAPTER \h \r 1Part II - Multiple Choice Problems (6 Marks)
There are three multiple-choice problems in this part. Each problem is worth 2 marks. To receive credit, you must show your work. Each problem is on a separate page and an additional blank work page is provided for each problem. If you are using a financial calculator, show what you are entering into the financial registers and show significant keystrokes. Please also specify the brand and model number. 

	5.
	KR Manufacturing is purchasing $100 million in equipment. This equipment will be placed in CCA class 10 with a 30 percent CCA rate. The firm’s marginal income tax rate is 25 percent. The firm uses a discount rate of 20 percent to evaluate projects of this type. The equipment will generate revenues less operating costs of $40 million per year for the next 10 years. After 10 years, the equipment will be scrapped and the expected salvage value is zero. There are NO net working capital requirements for this equipment. What is the NPV for this investment? (Be sure to follow the half-year convention as required by the Income Tax Act.)
a.  $125,774,163
b.  $13,750,000
c.  $15,000,000

d.  $39,524,163
e.  $40,774,163
f.  $167,698,883
g. $81,448,883
h. $82,698,883
i.  None of the above.
STEP 1: PV of operating after-tax net cash flow benefits
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STEP 2: PV of all tax shields
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STEP 5:
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NPV = $125,774,163 + $13,750,000 - $100,000,000 = $39,524,163


	
	


ADDITIONAL SPACE IS PROVIDED FOR WORKING PROBLEM 5

Marking Scheme:

Marks awarded for various answers below assume that you have shown your work and have only made the indicated mistakes.
½ mark for answer a. as you have only calculated the PV of after-tax net cash operating revenues

½ mark for answer b. as you have only calculated the PV of CCA tax shields

0 marks for answer c. as you have only calculated the PV of CCA tax shields, ignoring the ½ year rule
2 marks for answer d. as you have correctly calculated the NPV

1 mark for answer e. as you have calculated the NPV ignoring the ½ year CCA convention
0 marks for answer f. as you have only calculated the PV of before-tax net cash operating revenues

1 mark for answer g. as you have calculated the NPV using the before-tax net cash operating revenues

0 marks for answer h. as you have calculated NPV ignoring both the ½ year CCA convention and ignoring taxes on before-tax net cash operating revenues

Partial marks for answer i. may be awarded, depending on the nature of the mistakes. At most 1 mark may be awarded unless the only mistake is an arithmetic error in adding up the correctly calculated components of NPV. In that case only, 1.5 marks may be awarded.  
6.
Stan’s Hardware is a chain of stores in Northern Ontario catering to the do it yourselfers. The firm’s depreciation-generated funds were $200,000 for fiscal 2011 and its additions to retained earnings were $150,000. The firm has a 0.50 debt-to-equity ratio based on the market value of its debt and common shares. Its best estimate of the cost of internal equity is 20%. Stan’s current price per share is $24. However, if Stan needs to raise external equity, Stan would net only $20 per share. Stan has been offered a 12 percent interest-only term loan for 15 years from the Home Insurance Company (HIC), assuming that Frank maintains its current debt-to-equity ratio. The firm’s marginal income tax rate is 25 percent. How much can the firm invest before it needs to raise external equity if it maintains its current debt-to-equity ratio, and what will be the firm’s weighted marginal cost of capital if it needs to raise EXTERNAL equity?

a.
$300,000, 16.50%

b.
$500,000, 16.50%

c.
$500,000, 18.00%

d.
$425,000, 20.00%

e.
$225,000, 19.00%


f.
$425,000, 19.00%


g.
None of the above.
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ADDITIONAL SPACE IS PROVIDED FOR WORKING PROBLEM 6
Marking Scheme:

Marks awarded for various answers below assume that you have shown your work and have only made the indicated mistakes.

1 mark for answer a. You have correctly calculated the component costs of capital (½ mark credit for EACH correct component). However, you have ignored depreciation and have used the wrong weights of (0.5, 0.5) for (D/V, S/V).

1.5 marks for answer b. You have correctly calculated the component costs of capital (½ mark credit for EACH correct component) and have included depreciation (½ mark credit). However, you used the wrong weights of (0.5, 0.5) for (D/V, S/V).

1 mark for answer c. You have correctly calculated the component cost of equity (½ mark credit) and have included depreciation (½ mark credit). However, you used the before-tax cost of debt and the wrong weights of (0.5, 0.5) for (D/V, S/V).

1.5 mark for answer d. You used the before-tax cost of debt. Otherwise, things are correct.
1.5 marks for answer e. You forgot depreciation. Otherwise, things are correct.
2 marks for answer f. as you have correctly calculated everything.
Partial marks for answer g. may be awarded, depending on the nature of the mistakes. 

 SEQ CHAPTER \h \r 17.
3-D Action is a newly formed firm that plans to make 3-D action games for the forthcoming MII, YBox, and 3-DStation 3-D gaming machines. It needs to invest in a high-powered computer server to link its different programmers. A type S server will last for 3 years, cost $50,000, and will generate after-tax cash flows of $25,000 per year. It can be replaced with an identical machine every 3 years that also will cost $50,000 and will generate after-tax cash flows of $25,000 per year. Alternatively, 3-D Action can invest in a type L server that will last 6 years, cost $75,000, and will generate after-tax cash flows of $22,800 per year. Which of these 2 mutually exclusive alternatives should 3-D Action pursue if the cost of capital for a server is 15 percent and the firm plans to replace the selected server with an identical server as required?


a.
Invest in type L because its NPV is $11,286.21, whereas type S has an NPV of $7,080.63.

b.
Invest in type L because its PI is 1.15, whereas type S has a PI of 1.14.


c.
Invest in type S because its IRR is 23.38 percent, whereas the type L has an IRR of 20.44 percent


d.
Invest in type L because its EANPV is $4,943.10, whereas type S is $3,101.15.


e.
Invest in type L because its EANPV is $2,982.23, whereas type S has an EANPV of $1,870.96.

f.
Invest in type S because its EANPV is $3,101.15, whereas type L has an EANPV of $2,982.23.


g.

None of the above. 
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ADDITIONAL SPACE IS PROVIDED FOR WORKING PROBLEM 7

Marking Scheme:

Marks awarded for various answers below assume that you have shown your work and have only made the indicated mistakes.

1 mark for answer a. You have correctly calculated the net present values over 3 and 6 years, respectively. However, this is NOT the correct decision criteria when investments can be repeated.

1 mark for answer b. You have correctly calculated the PIs. However, this is NOT the correct decision criteria here and is normally only used under capital rationing.

1 mark for answer c. You have correctly calculated the IRRs. However, this is NOT the correct decision criteria here.

1.5 mks. for answer d. You incorrectly calculated the EANPV for project L, using the 3-year annuity factor.

1.5 mks. for answer e. You incorrectly calculated the EANPV for project S, using the 6-year annuity factor.

2 marks for answer f. as you have correctly calculated everything.

Partial marks for answer g. may be awarded, depending on the nature of the mistakes. 
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