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LO 10-2
Exercise 10-7A Using the present value index

Rolla Company has a choice of two investment alternatives. The present value of cash inflows and outflows for the first alternative is
$125,000 and $100,000, respectively. The present value of cash inflows and outflows for the second alternative is $300,000 and $262,500,
respectively.

Round your computation to two decimal points.
a. Calculate the net present value of each investment opportunity.
b. Calculate the present value index for each investment opportunity.

c. Indicate which investment will produce the higher rate of return.

LO 10-2

Exercise 10-8A Determining the cash flow annuity with income tax considerations

To open a new store, Enid Tire Company plans to invest $320,000 in equipment expected to have a fouryear useful life and no salvage value.

Enid expects the new store to generate annual cash revenues of $400,000 and to incur annual cash operating expenses of $240,000. Enid’s

average income tax rate is 30 percent. The company uses straightine depreciation.

Required

Determine the expected annual net cash inflow from operations for each of the first four years after Enid opens the new store.

LO 10-3
Exercise 10-9A Determining the internal rate of return

Gerty Manufacturing Company has an opportunity to purchase some technologically advanced equipment that will reduce the company’s
cash outflow for operating expenses by $640.000 per year. The cost of the equipment is $3,932,522.88. Gerty expects it to have a 10:year
useful life and a zero salvage value. The company has established an investment opportunity hurdle rate of 9 percent and uses the straight-
line method for depreciation.

Req

Round your computations to two decimal points.

d

a. Calculate the internal rate of return of the investment opportunity.

b. Indicate whether the investment opportunity should be accepted.
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LO 10-3
Exercise 10-10A Using the internal rate of return to compare investment opportunities

Velma and Keota (V&K) is a partnership that owns a small company. It is considering two alternative investment opportunities. The first
investment opportunity will have a fiveear useful life, will cost $19,680.96, and will generate expected cash inflows of $4,800 per year. The
second investment is expected to have a useful life of three years, will cost $12,885.48, and will generate expected cash inflows of $5,000 per
‘year. Assume that V&K has the funds available to accept only one of the opportunities.

Required
a. Calculate the internal rate of return of each investment opportunity.
b. Based on the internal rates of return, which opportunity should V&K select?

c. Discuss other factors that V&K should consider in the investment decision.

LO 10-2,10-3

o

Exercise 10-11A Evaluating discounted cash flow techniues

Barbara Harvey is angry with Martin Cochran. He is behind schedule developing supporting material for tomorrow’s capital budget
committee meeting. When she approached him about his apparent lackadaisical attitude in general and his tardiness in particular, he
responded, “T don't see why we do this stuff in the first place. It's all a bunch of estimates. Who knows what future cash flows will really be? T
certainly don't. I've been doing this job for five years, and no one has ever checked to see if I even came close at these guesses. I've been

waiting for marketing to provide the estimated cash inflows on the projects being considered tomorrow. But, if you want my report now, I'll
have it in a couple of hours. T can make up the marketing data as well as they can.”

Required

Does Mr. Cochran have a point? Is there something wrong with the company’s capital budgeting system? Write a brief response explaining

how to improve the investment evaluation system.
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LO10-4
Exercise 10-12A Determining the payback period

North Airline Company is considering expanding its territory. The company has the opportunity to purchase one of two different used
airplanes. The first airplane is expected to cost $12,000.000; it will enable the company to increase its annual cash inflow by $4,000,000 per
year. The plane is expected to have a useful life of five years and no salvage value. The second plane costs $24,000,000; it will enable the
company to increase annual cash flow by $6,000,000 per year. This plane has an eightyear useful life and a zero salvage value.

Required
a. Determine the payback period for each investment alternative and identify the alternative North should accept if the decision is based on
the payback approach.

b. Discuss the shortcomings of using the payback method to evaluate investment opportunities.

LO 10-4
Exercise 10-13A Determining the payback period with uneven cash flows

Currie Company has an opportunity to purchase a forklift to use in its heavy equipment rental business. The forklift would be leased on an
annual basis during its first two years of operation. Thereafter, it would be leased to the general public on demand. Currie would sell it at the
end of the fifth year of its useful life. The expected cash inflows and outflows follow.

Year Nature of item Cash Inflow Cash Outflow
Year 1 Purchase price $86,000
Year1 Revenue $30,000
Year 2 Revenue 40,000
Year 3 Revenue 28,000
Year 3 Major overhaul 12,000
Year 4 Revenue 20,000
Year 5 Revenue 14,400
Year 5 Salvage value 9,600
Required “Page 470

a. Determine the payback period using the accumulated cash flows approach.

b. Determine the payback period using the average cash flows approach. Round your computation to one decimal point.
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LO 10-4
Exercise 10-14A Determining the unadjusted rate of return

Rainbow Paint
save labor, increasing net income by $1.200 per year. The effective life of the machin

12 Company is considering whether to purchase a new spray paint machine that costs $16,000. The machine is expected to

15 years according to the manufacturer’s estimate.

Required
a. Determine the unadjusted rate of return based on the average cost of the investment.

b. What is the predominant shortcoming of using the unadjusted rate of return to evaluate investment opportunities?

LO 10-4
Exercise 10-15A Computing the payback period and unadjusted rate of return for the same investment opportunity

Garrison Rentals can purchase a van that costs $54.000; it has an expected useful life of three years and no salvage value. Garrison uses
straightline depreciation. Expected revenue is $36,000 per year. Assume that depreciation is the only expense associated with this
investment.

Required
a. Determine the payback period.

b. Determine the unadjusted rate of return based on the average cost of the investment. Compute the percentage rate to one decimal point.
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Problem 10-16A Using present value techniques to evaluate alternative investment opportunities

Swift Delivery is a small company that transports business packages between New York and Chicago. It operates a fleet of small vans that
moves packages to and from a central depot within each city and uses a common carrier to deliver the packages between the depots in the
two cities. Swift Delivery recently acquired approximately $4 million of cash capital from its owners, and its president, George Hay, is trying
to identify the most profitable way to invest these funds.

Todd Payne, the company’s operations manager, believes that the money should be used to expand the fleet of city vans at a cost of
$900,000. He argues that more vans would enable the company to expand its services into new markets, thereby increasing the revenue base.
More specifically, he expects cash inflows to increase by $325,000 per year. The additional vans are expected to have an average useful life of
four years and a combined salvage value of $100,000. Operating the vans will require additional working capital of $50,000, which will be
recovered at the end of the fourth year.

In contrast, Oscar Vance, the company’s chief accountant, believes that the funds should be used to purchase large trucks to deliver the
packages between the depots in the two cities. The conversion process would produce continuing improvement in operating savings and
reduce cash outflows as follows.

Year1 Year2 Year3 Year 4

$175,000 $375,000 $450,000 $500,000

The large trucks are expected to cost $1,000,000 and to have a fouryear useful life and a $81,250 salvage value. In addition to the purchase
price of the trucks, up-front training costs are expected to amount to $20,000. Swift Delivery’s management has established a 10 percent
desired rate of return. P ATl
Required

Round your computations to two decimal points.

a. Determine the net present value of the two investment alternatives.

b. Calculate the present value index for each alternative.

¢. Indicate which investment alternative you would recommend. Explain your choice.
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CHECK FIGURE

a. $(2.961)

Problem 10-17A Applying the net present value approach with and without tax considerations

Antonio Melton, the chief executive officer of Melton Corporation, has assembled his top advisers to evaluate an investment opportunity.
The advisers expect the company to pay $500,000 cash at the beginning of the investment and the cash inflow for each of the following four
years to be the following.

Year1 Year2 Year3 Year4
$105,000 $120,000 $150,000 $225000

Mr. Melton agrees with his advisers that the company should s a desired rate of return of 7 percent to compute net present value to
evaluate the viability of the proposed project.

Required
Round your computation to the nearest whole dollar.
a. Compute the net present value of the proposed project. Should Mr. Melton approve the project?

b. Shawn Love, one of the advisers, is wary of the cash flow forecast and she points out that the advisers failed to consider that the
depreciation on equipment used in this project will be tax deductible. The depreciation is expected to be $100,000 per year for the four-
year period. The company’s income tax rate is 30 percent per year. Use this information to revise the company’s expected cash flow from
this project.

¢. Compute the net present value of the project based on the revised cash flow forecast. Should Mr. Melton approve the project?
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LO 10-2

CHECK FIGURE

b. NPV: $(523,338)

Problem 10-18A Postaudit evaluation

Brett Collins is reviewing his company’s investment in a cement plant. The company paid $12,000,000 five years ago to acquire the plant.
Now top management is considering an opportunity to sell it. The president wants to know whether the plant has met original expectations
before he decides its fate. The company’s desired rate of return for present value computations is § percent. Expected and actual cash flows

follow.
Year1  Year2  Year3  Year4  Year5
Expected $2,640,000 $3,936,000 $3,648,000 $3,984,000 $3,360,000
Actual 260,000 2,448,000 3,936,000 3120,000 2,880,000
Required

Round your computations to the nearest whole dollar.
a. Compute the net present value of the expected cash flows as of the beginning of the investment.
b. Compute the net present value of the actual cash flows as of the beginning of the investment.

¢. What do you conclude from this postaudit?
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LO 10-2,10-3

CHECK FIGURES

a. NPV of A: $17,328.00
b. Rate of return of B: 12%

Problem 10-19A Using net present value and internal rate of veturn to evaluate investment opportunities

Dwight Donovan, the president of Donovan Enterprises, is considering two investment opportunities. Because of limited resources, he will
be able to invest in only one of them. Project A is to purchase a machine that will enable factory automation; the machine s expected to
have a useful life of four years and no salvage value. Project B supports a training program that will improve the skills of employees page 472
operating the current equipment. Initial cash expenditures for Project A are $400,000 and for Project B are $160,000. The annual

expected cash inflows are $126,000 for Project A and $52,800 for Project B. Both investments are expected to provide cash flow benefits for
the next four years. Donovan Enterprises’ desired rate of return is 8 percent.

Required

a. Compute the net present value of each project. Which project should be adopted based on the net present value approach? Round your
computations to two decimal points.

=

Compute the approximate internal rate of return of each project. Which one should be adopted based on the internal rate of return
approach? Round your rates to six decimal points.

.. Compare the net present value approach with the internal rate of return approach. Which method is better in the given circumstances?
Why?
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Assignment Content

For this assignment, refer to the scenario located in “Problems - Series A" section 10-19A of Ch. 10, “Planning for Capital
Investments” of Fundamental Managerial Accounting Concepts. This scenario puts you at task a5 a Senior Accountant for Donovan
Enterprises to identiy the preferred method and best investment opportunity for the company.

Read the scenario in the textbook and complete the activity below.

Use Excel@—showing all work and formulas—to compute the following:
- Compute the net present value of each project.Round your computations to 2 decimal points.
« Compute the approximate internal rate of return for each project. Round your rates to 6 decimal points

Create a PowerPoint® presentation showing the comparison of the net present value approach with the internal rate of return
approach calculated above. Complete the following in your presentation:
- Analyze the results of the net present value calculations and the significance of these results, supported with examples.
« Determine which project should be adopted based on the net present value approach and provide rationale for your decision.
- Analyze the results of the internal rate of return calculation and the significance of these results, supported with examples.
« Determine which project should be adopted based on the internal rate of return approach and provide rationale for your
decision.
« Determine the preferred method in the given circumstances and provide reasoning and details to support the method
selected.
- Synthesize resuits of analyses and computations to determine the best investment opportunity to recommend to the
president of Donovan Enterprises.

Cite references to support your assignment.
Format your citations according to APA guidelines.

Submit the Excel spreadsheet along with the presentation.
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Exercises—Series A

@ connect All applicable Exercises in Series A are available in Connect:
LO 10-1

Exercise 10-1A Identifying cash inflows and outflows

Required

Indicate which of the following items will result in cash inflows and which will result in cash outflows. The first one is shown as an example.

Item Type of Cash Flow
a. Initial investment Outflow

b. Salvage value

c. Recovery of working capital

d. Incremental expenses

e. Working capital commitments

f. Cost savings

g. Incremental revenue

Page 467
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LO 10-1
Exercise 10-2A Determining the present value of a lump-sum future cash receipt

Larry Mattingly turned 20 years old today. His grandfather had established a trust fund that will pay him $120,000 on his next birthday.
However, Larry needs money today to start his college education, and his father is willing to help. Mr. Mattingly has agreed to give Larry the
present value of the $120,000 future cash inflow, assuming a 6 percent rate of return.

Required

Round your figures to the nearest whole dollar.

a. Use a present value table to determine the amount of cash that Larry Mattingly’s father should give him.

b. Use an algebraic formula to prove that the present value of the trust fund (the amount of cash computed in Requirement a) is equal to its

$120,000 future value.

LO 10-1
Exercise 10-3A Determining the present value of a lump-sum firture cash receipt

Gail Trevino expects to receive a $500,000 cash benefit when she retires five years from today. Ms. Trevino's employer has offered an early
retirement incentive by agreeing to pay her $325,000 today if she agrees to retire immediately. Ms. Trevino desires to earn a rate of return of

8 percent.

Required

Round your figures to the nearest whole dollar.

a. Assuming that the retirement benefit is the only consideration in making the retirement decision, should Ms. Trevino accept her
employer’s offer?

b. Identify the factors that cause the present value of the retirement benefit to be less than $500,000.
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LO 101

o

Exercise 10-4A Determining the present value of an annuity

The dean of the School of Fine Arts is trying to decide whether to purchase a copy machine to place in the lobby of the building. The
machine would add to student convenience, but the dean feels compelled to earn an 8 percent return on the investment of funds. Estimates
of cash inflows from copy machines that have been placed in other university buildings indicate that the copy machine would probably
produce incremental cash inflows of approximately $25,000 per year. The machine is expected to have a threeyear useful life with a zero
salvage value.

Required
Round your figures to two decimal points.

a. Use Present Value (5 Appendix Table 1 to determine the maximum amount of cash the dean should be willing to pay for a copy machine.
b. Use Present Value (& Appendix Table 2 to determine the maximum amount of cash the dean should be willing to pay for a copy machine.

¢. Explain the consistency or lack of consistency in the answers to Requirements a and b.
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LO 10-2
Exercise 10-5A Determining net present value

Monterey Company is considering investing in two new vans that are expected to generate combined cash inflows of $30,000 per year. The
vans’ combined purchase price is $93.000. The expected life and salvage value of each are four years and $23,000, respectively. Monterey has
an average cost of capital of 7 percent.

Required

Round your figures to two decimal points.

a. Calculate the net present value of the investment opportunity.

b. Indicate whether the investment opportunity is expected to earn a return that is above or below the cost of capital and whether it should
be accepted.
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LO10-2
Exercise 10-6A Determining net present value

Aaron Heath is seeking part-time employment while he attends school. He is considering purchasing technical equipment that will enable
him to start a small training services company that will offer tutorial services over the Internet. Aaron expects demand for the poge 465
service to grow rapidly in the first two years of operation as customers learn about the availability of the Internet assistance. ~ ——

Thereafter, he expects demand to stabilize. The following table presents the expected cash flows.

Year of Operation Cash Inflow Cash Outflow

Year 1 $25,000 $12,000
Year 2 29,000 16,000
Year 3 32,000 18,000
Year 4 32,000 18,000

In addition to these cash flows, Aaron expects to pay $25,000 for the equipment. He also expects to pay $4.000 for a major overhaul and
updating of the equipment at the end of the second year of operation. The equipment is expected to have a $4,000 salvage value and a four-
year useful life. Aaron desires to earn a rate of return of § percent.

Required
Round your computations to two decimal points.
a. Calculate the net present value of the investment opportunity.

b. Indicate whether the investment opportunity is expected to earn a return that is above or below the desired rate of return and whether it
should be accepted.




