EECE 450 Midterm Examination 2 November 16, 2009

L. (10 marks) Cirrique Corporation is considering an opportunity that requires an initial investment of
$255,000. The net profit will be $87,500 in year one, $100,000 in year two, and then $77,500 in year three.
The salvage value is expected to be $50,000. Cirrique uses a 12.96 percent rate of return for minimum
acceptance of such opportunities. Cirrique’s managers focus on the value that would be added to the
company and would be reflected in share prices immediately if the opportunity is accepted.

a. (4 marks) Calculate the benefit-cost ratio of the opportunity.
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b. (6 marks) Make a recommendation to Cirrique Corporation regarding the opportunity and state the basis
for your recommendation. Use an appropriate technique, considering the focus of the managers.
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2. (8 marks) Quirbble Limited is considering an investment in new technology that will return $94K, $122K,
and $86K, consecutively, in the three years following the initial outlay of $176K. The firm uses a minimum
acceptable rate of return of 12} percent, a financing rate of nine percent, and a reinvesting rate of 12.30

percent.
a. (5 marks) Use the internal rate of return to make a recommendation to Quirbble Limited regarding the
' investment and clearly state the basis for your recommendation.
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b. (3 marks) The managers of Quirbble Limited require that a more appropriate rate of return be calculated
when the internal rate of return is not reasonably close to the minimum acceptable rate of return.
Calculate a more appropriate rate of return.
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3. (13 marks) Querulous Winery Incorporated wants to purchase a fermentation system. They are considering

three candidate systems, summarized in the table following.

System | Acquisition Cost | Annual net profit | Salvage value
CS $90,000 $33,000 $24,300
PG $60,000 $25,200 $12,900
SGM $75,000 $30,000 $18,000

All three systems have a useful lifetime of four years. The managers of Querulous Winery need a choice
table in order to make a decision. Formulate a table that states which system should be selected, if any, for
various levels of the cost of capital or minimum acceptable rate of return. Provide documentation showing
how you calculated all the values specified in the table. [Use space on the following page, if necessary.]
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3. Continued from the previous page
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4. (9 marks) Vigtor Corporation needs to purchase new vehicles. The firm is considering two models. ModelJ
costs $102,000 to purchase and will produce $22,500 in net profit annually. Model J can be sold for $13,200
after a useful lifetime of seven years. Model K costs $78.,000 to purchase and will produce $21,200 in net
profit annually. Model K can be sold for $15,600 after a useful lifetime of five years. The firm uses 8.81
percent as the required rate of return for analyzing acquisitions of this type. Recommend one of the two
models to Vigtor Corporation and state the basis for your recommendation. For two bonus marks, determine
the rate of return at which Vigtor Corporation would be indifferent between the two models.
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