g

Answer the following questions using the information found in these statements:

5 Pt

a. Does BigBox generate positive cash flow from its operations? R

B> How much did BigBox invest in new capital expenditures over the last four years?

¢. Describe BigBox’s sources of financing in the financial markets over the last four years.

d. Based solely on the cash flow statement for 2010 through 2013, write a brief nar-
rative that describes the major activities of BigBox’s management team over the

last four years. .-

3-16. '(Analyzing the Quality of Firm Earnings) Kabutell, Inc. had net income of $750,000,
" cash flow from financing activities of $50,000, depreciation expenses of $50,000,
and cash flow from operating activities of $575,000. Calculate the quality of earnings

ratio. What does this ratio tell you?

a. Kabutell, Inc. reported the follow«iﬁg in its annual reports for 201 1 —2013:

b. Calculate the average capital acquisitions ratio over the three-year period. How
would you interpret these results? '

. 317,

(Analyzing the quality of earnings and sustainabilily of capital expenditures) Look up

the statement of cash flows for both Home Depot and Lowes using Yahoo! Finance.

a.. Compute the quality of earnings ratio for both firms and all three years of data provided.

b. Compare the quality of earnings ratio for the two firms. For which firm do you
feel most comfortable about the reported earnings quality? Explain:

c. Compute the capital acquisitions ratios for the latest three years for both firms.

d. Compare Home Depot’s and Lowes’ abilities to use of operating cash flow to fi-
nance their capital expenditures. Which firm has relied more on the capital markets?

Mini-Case _ _

In the introduction to this chapter, we -describe the situation

faced by Gap, Tnc. (GPS). We learned that the retail clothing
' chain had grown dramatically over the first two decades of its

existence but had fallen on difficult times in 2007. Assume that

you were hired as a new management trainee by the corporate.

offices of Gap in the spring of 2009 and you report directly to
the director of sales and marketing. Although your job is not

Gap, Inc. - ' .
Income Statements (2005-2008

specifically in finance, your boss is a major contributor to the
firm’s overall financial success and wants you to familiarize
yourself with the firm’s recent financial performance. Spe-
cifically, she has asked that you review: the following income

statements for years 2005-2008. You are to review the firm’s

revenues, gross profit, operating income, and net income trends
over the past four years. -

After conternplating the assignment, you decide to calculaie
the gross profit margin, operating profit margin, and net profit
margin for each of these years. It is your hope that by evaluating
these profit margins you will be able to pinpoint any problems
that the firm may be experiencing. :

Finally, your boss pointed out that the firm may need 10
raise additional capital in the near future and suggested that you
review the firm’s past financing decisions using both the firm’s
balance sheets and statements of cash flows. Specificalty, she
asked that you summarize your assessmeni of the firm’s use of

debt financingover the last 4 years



Gap, inc.
Balance Sheets (2005-2008)

Legend: s
Treasury stock—shares of a firm's common stock that had previously been issued to the pubhc but that have been

repurchased In the equity market by the firm.

Gap, Inc.
Statement of Cash Flows (2006-2008)

Legend . .
Deferrad taxes—A I\ab|||ty acoount that reﬂects the accuniulated diference between the amount of income tax that
the firm shows each year as an expense on its flnanc\al staternents and the amount of iIncome tax, usually lower, that
the firm pays 1o the government.

Foreign exchange effects the cash flow consequences of fore|gn exchanga gains (Josses) during the year:

e



Mini-Case
Go to http://finance.yahoo.com/ and locate current financial in-
formation for Starbucks Corp. (SBUX) and McDonald’s Corp.

(MCD), both in terms of each company’s current financial state-
‘ments and stock market prices. With this information:

a. Compute the financial ratios for both firms for the most re- -
cent year, and evaluate the relative performance of the two
firms in the following areas:

1. Liquidity _

2. Asset-management efficiency

3. Financing practices (capital structure)
4, Profitability

b. What is each firm’s current price-to- earnings ratic and
_ market-to-book ratio? What do these ratios tell you about
how investors value these two firms’ future prospects? ' ﬁ

¢. Based on your analysis, what is your personal assessment of
the two firms’ past performance?




5-37,

5-39,

5-40.

(Related to Check,
of borrowing money {tom a fina
borrowing money from a bank g
tive is the most aitractive?

(Related to Checkp
asks for your help
year maturity and
4.95 percent APR

point 5.7 on b’a

in choosing a certificate of ‘deposit (CD) from a ba
a fixed interest rate. The first certificate of deposit, CD #1, pays

pays 8.0 percent interest compounded annually,
pays 7.8 percent compounded monthly? (Hint:

(Caleulating an EAR) In early 2013, typical:
charge for a two-week payday loan of $100
periods in a year, what is the effective anny

96 145) (Calculating an EAR) You have 4 chojoc
11CE company at 24 percent compounded monthly or
t 26 percent compounded annually. Which alterna-

oint 5.7 on page 145) (Calculating an EAR) Your grandmother |

or into Burns Nationa] Bank, which
Calculate the EAR on each account,)

- Assuming there are twenty-six 14-day |
alrate on such a Iozu;? - '

Mini-Case
Emﬂy Dao, 27, just received a

$7.000 down payment on the car and finance the balance. Forti-
Rately, she expects a sizable bonus this year that she hopes will
Cover that down payment in three years. :

Q'_uestions ______________________

L Justify Emily’s participation in her employer’s 401(k) plan

.. usingthe time—value-_of—money concepts by explaining how

much an investment of $10,000 will Brow 1o in 40 years if it
-earmns 10 percent. B N

Calculate the amount of money that Emily needs to set
aside from her bonng this year to cover the down payment
O a new car, assuming she can eam 6 percent.on her say-

"gs. What if she could earn 10 percent on her.savings?

What will be the value of Emily’s trust fund at age 60, ds-
suming she takes Possession of half of the money ($25,000

A wedding is also in her plans, Emily' and her)'boyﬁ‘iend',-
Paul, have set wedding date two years in the future, affer he -
finishes medical schoo], In addition, Emily and Paul want fo buy. -

of the $50,000 15t 'fuﬁd) at age 30 fora house down pay- E
ment, and leaves the other half of the money untouched
where it is currently invested? - '

4. What is the relaﬁonéhip between discounting and
compounding? R : _

List at least two actions that Emily and Pau] could take to

accumulate mere for their retirement (think about ; and »),




e

mlm-case

Bili Petty, 56, just retlred after 31 years of teaching. He is a hus-
band and father of two children who are still dependent. He re-
ceived a $150,000 lump-sum retirement bonus and will receive
$2,800 per month from his retirement annuity. He has saved

$150,000 in a 403(b) retirement plan and another $100,000 in

other accounts, His 403(b) plan is invested in mutual funds, but
most of his other investments are in bank accounts earning 2 or
3 perceut annually. Bill has asked your advice in deciding where

'Questions e

1. Bill has an emergency fund already set aside, so he can nse
his $400,000 of savings for retirement. How much can he
withdraw on a monthly basis to supplement his retirement
annuity if his investments return 5 percent annually and he
expects to live 30 more vears?

2. Ignoring his Social Security benefit, is the amount deter-
mined in question 1 sufficient to meet his current monthly
expenses (keep in mind that he will receive a pension of
$2,800 per month)? I not, how long will his retirement last
if his current expénses remain the same? What if hlS ex-
penses are reduced to $4,500 per month?

to invest his lump-sum bonus and other accounits now that he
has retired. He also wants to know how much he can withdraw
per month, considering he has two children and a nonworking
spouse. Because he has children, his current monthly expenses
total $5,800. He is not eligible for Social Security until age 62,
when he will draw approximately $1,200 per month; however,
he would rather defer drawing on Social Security until age 67 to
increase his monthly benefit amountto $1,550.

3. -Considering the mformauon obtained in question 2, should
Bill wait until age 67 for his Social Security benefits? If he
waits until age 67, how. will his monthly Social Security
benefit change the answers to question 27 (Hint: Calculate
his portfolio value as of age 67 and then calculate how long
that amount will last if it earns 5 percent annually.}

4. If the inflation rate averages 3.5 percent during Bill’s retire-
ment, how old will he be when prices have doubled from
current levels? How much will a soda cost when Bill dies, if
he hves the fu]_l 30 years and the soda costs $1 today‘?

QL 6




e. How is the annual rate of return calculated in part d related to the geometric rate
of return? When you are evaluating the performance of an investment that has
been held for several years, what type of average rate of return should you use
(arithmetic or geometric)? Why? -

Mini-Case
- After graduating from college last spring with a major in ac-
- counting and finance, Jim Hale took a job as an analyst trainee
" for an investment company in Chicago. His first few weeks
- were filled with a series of rotations throughout the firm’s vari-
ous operating units, but this week he was agsigned to one of the
fym’s traders as an analyst. On his first day Jim’s boss called
- pim in and told him that he wanted to do some rudimentary
- analysis of the investment returns of a semiconductor manu-
pctorer called Advanced Micro Devices, Inc. (Ticker: AMD).
+ Specifically, Jim was given the following month-end clos-
" ing prices for the company spanning the November 1, 2011,
~ threugh November 1, 2012:

" Questions
. Compute the monthly realized rates of return earned by
AMD for the entire year. ' '

. Calcnlate the average monthly rate of return for AMD using
both the arithmetic and geometric averages.

. Calculate the year-end price for AMD, computing the com-
pound value of the beginning-of-year price of $5.69 per

. share for 12 months at the monthly geometric average tate
of return calculated earlier: : -

End-of-Year _ Beginning-of-Year
Stock Price  Stock Price

( 7 Geometric Average )12
Monthly Rate of Return

. Compute the annual rate of return for AMD using the
beginning stock price for the period and the ending price
(ie., $5.69 and $1.88). '

He was then instructed by his boss to complete the follow-
ing tasks using the AMD price data (note that AMD paid no
dividend during 2008).

5. Now calculate the annual rate of return using the geo-
metric average monthly rate of return using the f0110W1ng
relationship:

Compound Annual ( Geometric Average

Rate of Return

12
Monthly Rate of Retum) -

6. If you were given annual rate of return data for AMD or .. '

any other company’s stock and you were asked to estimate
the average annuat rate of return an investor would have
earned over the sample period by holding the stock, would
you use an arithmetic or geometric average of the historical -
rates of return? Explain your response as if you were talk-
ing to a client who has had no formal training in finance or
investments. '

g
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The risk-free rate is 4 percent. Also, the expected return on the market portfolio ig
10 percent. _ . . -

a. Calculate the expected return of your portfolio. (Hint: The expected return of 3
portfolio equals the weighted average of the individual stock’s expected return,
where the weights are the percentage invested in each stock.)

b. Calculate the portfolio beta. -

¢. Given the preceding information, piot the security market line on paper. Plot the
stocks from your portfolic on your graph. )

d. From your plot in part ¢, which stocks appear to be your winners and which ones

G\ appear to be losers? : :
e. Why should you consider your conclusion in part d to be less than certain?

8-26. (Capital Asset Pricing Model) Anita, Inc. is considering the following investments,
The current rate on Treasury bills is 4.5 percent, and the expected return for the
market is 11 percent. Using the CAPM, what rates of return should Anita require for
each individual security?

8-27. (Capital Asset Pricing Model} Grace Corporation is considering the foilowing in-
vestments. The current rate on Treasury bills is 2.5 percent and the expected retum
for the market is 9 percent. E :

a. Using the CAPM, what rates of return should Grace require for each individual
security? :
b. How would your evaluation of the expected rates of return for Grace change if the
risk-free rate were to rise to 4.5 percent and the market risk premium were to be
-only 5 percent? _ :
¢. Which market risk premium scenario (from part a or b} best fits a recessionary
environment? A period of economic expansion? Explain your response.

2

ini-Case
Iiarry Lynch has been working for a year as an analyst for an The investment company began putting together sales in
investment company that specializes in serving very wealthy —formation concerning the possible performance of the new funt
clients: These clients often purchase shares in closely held and has made the following predictions regarding the possibl
investment funds with very limited numbers of stockhoiders. In  performance of the new fund over the coming year as a functiol
the fall of 2008, the market for certain types of securities based  of how well the economy does: : :

on real estate loans simply collapsed as the subprime mortgage ’ -
scandal unfolded. Larry’s firm, however, sees this market col-
lapse as an opportunity to put together a fund that purchases
some of these mortgage-backed securities that investors have
shunned by acquiring them at bargain prices and holding them
until the underlying mortgages are repaid or the market for these
securities recovers. '




Larry’s boss has asked him to perform a preliminary analy-
of the new fund’s performance potential for the COming year,

ecifically, he has asked that Larry address each of the follow-
g issues: :

‘What are the expected rate of return and standard deviation?

fund’s standard deviation as a measure of risk?

What is the expected rate of return for the fund based on the
. Capital Asset Pricing Model?

“What is the reward-to-risk ratio for the fund based on the .

In addition to the information provided above, Larry has
observed that the risk-free rate of interest for the coming year is
4.5 percent, the market risk premium is 5.5 percent, and the beta
for the new investment is 3.55..

Based on your analysis, do you think tha the proposed fund
offers a fair return given its risk? Explain.




Mini-Case

your grandfather is retired and living on his Social Security ben-
efits and the interest he gets from savings. However, the interest
income he receives has dwindled to only 2 percent a year on
his $200,000 in savings as interest rates in the economy have
dropped. You have been thinking about recommending that he
purchase SOme corporate bonds with at Jeast part of hlS savmgs
as 2 way of increasing his interest income.

Specifically, you have identified three corporate bond is-
sues for your grandfather to consider. The first is an issue from
the Young Corporation that pays annual interest based on a
7.8 percent coupon rate and has 10 years before it matures. The
second bond was issued by Thomas Resorts and it pays 7.5 per-
cent annual interest and has 17 years wntil it matures. The fi-
" ‘nal bond issue was sold by Entertainment, Inc., pays an annual
coupon interest payment based on a rate of 7.975 percent, and
has only 4 years until it matures. All three bond issues have a
$1,000 par value. After looking at the bonds> defanlt risks and
credit ratings, you have very different yields to maturity in mind
for the three bond issues, as noted below.

Before recommending any of these bond issues to your
grandfather you perform a number of analyses. Specifically, you
want to address each of the following issues:

- 1. Hstimate an appropriate market’s required yield to maturity
for each of the bond issues using the table of credit spreads
reported in Table 9.4. '

2 The bond 1ssues are currently selling for the following
amounts:

‘What is-the yield to maturity for each bond?
3. Given your estimate of the proper discount rate, what is

your estimate of the value of each of the bonds? In light of !

the prices recorded above, which issue do you think is most
attractively priced?

4. How would the values of the bonds change if (i) the mar-
ket’s required yield to maturity on a comparable-risk bond
increases 3 percentage points or (if) decreases 3 percentage
points? Which of the bond issues is the most sensitive to
changes in the rate of interest?

+ 5. What are some of the things you can conclude from these

=,

computations? ¥

6. Which one(s) of the bonds (if any) would you recommend
to your grandfather? Explain.




Mini-Case
vou have finally saved $10,000 and are ready to make your first
ipvestment. You have the three following alternatives for invest-
ing that money:

« Capital Cifies ABC, Inc. bonds with a parrvalue of $1,000

and a coupon interest rate of 8,75 percent, are se]]mg for
$1,314 and mature in 12 years.

+ Southwest Bancorp preferred stock is paying a dividend of
$2.50 and selling for $25.50.

+ Emerson Electric common stock is selling for $36.75. The
stock recently paid a $1.32 dividend and the firm’s earnings
per share has increased from $1.49 to $3.06 in the past five
years. The firm expects to grow at the same rate for the
foreseeable future.

Your required rates of return for these investments are
6 percent for the bond, 7 percent for the preferred stock, and
15 percent for the common stock. Using this information, an-
swer. the followulg questions.

» Calculate the valve of each investment based on your re-
qu1red rate of refurn.
b. Which investment would you select?_Why‘?

¢. -Assume Emerson Electric’s managers expect an earnings
downturn and a resulting decrease in growth of 3 percent,
. How does this affect your answers to parts a and b?

d. What required rates of return would make you indifferent to
all three opt10ns‘?

CL\;\?%\ _/d




The negative cash flow in Year 5 reflects the cost of a planned renovation and expan-
sion of the facility. Finally, in Year 10 Garmen estimates some recovery of its invest-
- ment at the close of the lease, and consequently a higher-than-usual cash flow. Garmen
uses a 12 percent discount rate in evaluating its investments.

; a. As a preliminary step in analyzing the new investmeént, Garmen’s management has
: _ _ decided to evaluate the project’s anticipated payback perfod. What is the project’s
expected payback period? Jim Garmen, CEQ, questioned the analyst performing the
analysis about the meaning of the payback period because it seems to ignore the fact
that the project will provide cash flows over many years beyond the end of the pay-
back period. Specifically, he wanted to know what useful information the payback
provides. If you were the analyst, how would you respond 16 Mr. Garmen?
! 7 In the past, Garmen’s management has relied almost exclusively on the IRR to make
i ' its investment choices. However, in this instance the lead financial analyst on the
: : - project suggested that there may be a problem with the IRR because the sign on
the cash flows changes three times over its life. Calculate the IRR for the project.
Evaluate the NPV profile of the project for discount rates of 0 percent, 20 percent,
! 50 percent, and 100 percent. Does there appear to be a problem of multiple ]RRS in
P ‘ _ this range of discount rates?
: c. Calculate the project’s NPV. What does the NPV indicate about the potential value
; created by the project? Describe to Mr, Garmen what NPV means, recognizing that
; _ ’ " he was irained as an engineer and has no formal business education.

Cheplin

&

Mini-Cases | -
RWE Enterprises: Expansion Project Analysis ' . _ ' e

RWE Enterprises, Inc. (RWE) is a small manufactoring firm

2 located in the hills just outside of Nashville, Tennessee. The

firm is engaged in the manufacture and sale of feed supplements

cost of $2 million. RWE’s management estimates that the new
production line will add $700,000 per year in after-tax cash flow

to the firm, such that the full 10-year cash flows for the line are
as follows: o

used by cattle raisers. The product has a molasses base but is
supplemented with minerals and vitamins that are generally
thought to be essential to the health and growth of beef cattle.
The final product is put in 125-pound or 200-pound tubs that
are then made available for the cattle to lick as desired. The ma-
terial in the tub becomes very hard which linits the animals’

consumption,

The firm has been runmng a smgle producﬂon line for the
past five years and is considering the addition of a new line. The
addition would expand. the firm’s capacity by almost 120 per-
cent because the newer equipment requires a shorter downtime
between batches. After each production run, the boiler used to
Prepare the molasses for the addition of minerals and vitaming
must be heated to 180 degrees Fahrenheit and then must be
cooled down before beginning the next batch. The total produc-

* tion run entails about four hours and the cool-down period is two
hourg (dunng_whlch time the whole process comes to a halt).
Using two production lines increases the overall efficiency of
the operation because workers fromthe line that is cooling down
can be moved to the other line to sapport the “canning” process
mvolved in filling the feed tubs. ' -'

The second production line equipment will cost $3 mil-
lion to purchase and install and will have an estimated life of
10 years, at which time it can be sold for an estimated after-tax _
Scrap value of $200,000. Furthermore, at the end of five years ¢
the production line will have to be refurbished at an estimated

a. If RWE uses a 10 percent discount rate to evaluate invest-
ments of this type, what is the net present value of the proj-
ect? What does this NPV indicate about the potential value

. RWE might create by purchasing the new production line?

b. Calculate the internal rate of return and profitability index
for the proposed investment. What do these two measures
tell you about the pmject s-viability?

_Calculate the payback and discounted payback for the pro- '
posed mvestment Interpret your findings.



| amie Dermott: Mutually Exclusive Project Analysis

Jamie Dermott graduated from Midland State University in June
and has been working for about a month as a junjor financial
analyst at Caledonia Products. When Jamie arrived at work on
Friday morning he found the following memo in h1s e-mail:

TO! JamJe Dermott

FROM: V. Marrison, CFO, Caledenia Products

RE: Capital-Budgeting Analysis )

Provide an evaluation of two proposed orojects with the
following cash flow forecasts:

Because these projects invalve additions to Caledonia’s
nighly succassiul Avalon product line, the company requires
arate of return on both projects equal to 12 percent. As you
are no doubt aware, Caledonia relies on a numbear of criteria
when evaluating new investment opportunities. In particular,
we require that proiects that are accepted have a payback of
no mere than thres vears, provide a positive NPV, and have
an IRR that exceeds the firm's discount rate.

Give me your thoughts on these two projects by 9 a, m

-Monday morming.

Jamie was not surprised by the memo, for he had beep, &x
pecting something like this for some time. Caledonia Iolloweq
a practice of testing each new financial analyst with some type
of project evaluation exercise after the new hire had been op
job for a few months. : :

After re-reading the memo, Jamice dec1ded on his plan of 4. |
tack. Specifically, he would first do the obligatory calculatiopy
of payback, NPV, and IRR for both projects. Jamie knew (g
the CFO would grill him thoroughly on Monday morning abey:.
his analysis, so he wanted to prepare well for the experience,
One of the things that occurred to Jamie was that the memo dig
not indicate whether the two projects were independent or ;.
tually exclusive. So, just to be safe, he thought he had better
rank the two projects in case he was asked to do so on Monday
morning. Jamie sat down and made up the following “to do” Jist:

1. Compute payback, NPV; and IRR for both projects.

2. Bvaluate the two projects’ acceptability using all three de.
cision criteria (listed above) and based on the assumption
that the projects are independent. That is, both could be ac-
cepted if both are acceptable.

3. Rank the two projects and make a recommendation as to
which (if either) should be accepted under the assumption
that the projects are mutually exclusive.

Assignment—Prepare Jamie’s evaluaticn for his Monday
meeting with the CFO by f1]hng out your responses to the “t
do” list. ‘

Ethics CaSe: Ford’s Pinto and the Value of Life

In 1968, Ford Motor Company executwes decided to produce a
subcompact car called the Pinto in response to the onslaught of
Japanese economy cars. Known inside the company as “Lee’s
car,” after Ford president Lee lacocea, the Pinto was to weigh no
‘maore than 2,000 pounds and cost no more than $2,000.

Fager to have its subcompact ready for the 1971 model year,
Ford decided to compress the normal drafting-board-to-showroont
time from three-and-a-half down to only two years. The com-
pressed schedule meant that design changes typically made before
production-line tooling would have to be made during it.

. Before producing the Pinto, Ford crash-tested 11 cars, in

part to learn if they met the National Highway Traffic Safety
Administration’s (NHTSA) propesed safety standard that all au-
tos be able to withstand a fixed-barrier impact of 20 miles per
_ bour without fuel loss. Eight standard-design Pintos failed these
tests. The three cars that passed the test all had some kind of gas-
tank modification. One had a plastic baffle between the front of

 the tank and the differential housing; the sécond had a piece of

steel between the tank and the rear bumper; and the third had a
rubber-lined gas tank.

Tord officials faced a tough decision. Should they go ahead
with the standard design, thereby meeting the production time-
table but possibly jeopardizing consumer safety? Or should they
delay production of the Pinto and redesign the gas tank to make

. it safer? If they chose the latter course of action, they would

effectively concede another year of subcompact dominance to
forelgn companies.

To determine whether to proceed with the original design
of the Pinto fuel tank, Ford compared the expected costs and
benefits of making the change. Would the besefits of a new tank
design outweigh design costs, or not? To find the answer, Ford
estimated the costs of the design improvement to he $11 per
vehicle, The benefit to Ford of having a safer gas tank relates to
the avoidance of the potential costs Ford might incur in the event
of a fatality resulting from a fuel tank rupture if the auto was
involved ir an accident. To analyze this benefit, Ford’s analysts
did an analysis of the dollar value of the average loss resulting
from a traffic fatality. The NHTSA estimated the cost of a traf-
fic fatality to be $200,725 for every time a person is killed jn an
auto accident. The costs were broken down as follows: :



“Fuiure pra&t{
Direct
“Indirect

aRalph Drayton, "One Manufacturer's Approach 1o Automobils Safety Stan-
dards,” CTLA News & (Feboruary 1968}, p 11.

Ford used NHTSA’s estimates and other statistical stud-
ies in its cost-benefit analysis, which yielded the following
estimates: : .

1. Do you think Ford analyzed the problem of redesigning the
Pinto fuel tank safety in a reasonable way?

2. Should questions involving the risk of loss of human life
be analyzed in 2 cost-benefit analysis? After all, don’t life
insurance companies do this ail the time in pricing life in-
surance policies to older versus younger customers?

Seurce: This case is baged on William Shaw and Vincent Barry, “Ford’s Pinto,”
Moral Issues in Business, 9th ed. (New York: Wadsworth, 2004), 84-80. @ by
Wadsworth, Inc. . : :

Questions e e I

Mark Dowle, “Finic Madness,” Mother Jones (September-October 1977),
p. 20, See also Russell Mokhiber, Corporaia Crime and Violence (San

Srancisco: Siera Club Books, 1988), pp. 37382, and Francis T, Gullen, -
Wiiliam J. Maakestad, and Gary Cavender, Corporale Crime Undler Aftack:

The Fard Pinfo Case and Bevond (Cincinnali: Anderson Publishing, 1987).

Because the $137.5 million cost of the safety improvement '
outweighed the $49.5 million benefit of the redesign, Ford de-
cided to push ahead with the original design. - . 4




12-31. (Replacement project cash flows) The Minot Kit Aircraft Company of Minot, North
Dakota, uses a plasma cutter to fabricate metal aircraft parts for its plane kits. The com-
pany currently is using a cutter that it purchased used four years ago that has an $80,000
book value and is being depreciated $20,000 per year over the next four years. If the old
cutter were to be sold today, the company estimates that it would bring in an amount '
equal to the book value of the equipment.

The company is considering the purchase of a new automated plasma cutter that would
cost $400,000 to install and that would be depreciated over the next four years toward
a $40,000 salvage value using straight-line depreciation. The primary advantage of the
new cutter is the fact that it is fully automated and can be run by one operator rather
than the three employees currently required. The labor savings would be $100,000 per
year. The firm faces a marginal tax rate of 30 percent.

a. What are the differential operating cash ﬂow savings per year during Years 1
through 4 for the new plasma cutter?

b. What is the initial cash ontlay required to replace the ex1st1ng plasma cutter with the
newer model?

€. Sketch a timeline for the replacement pro]ect cash flows for Years O through 5.

d. If the company requires a 15 percent discount rate for new investments, should the
fleet be replaced?

12-32. (Replacement project cash flows) The Louisiana Land and Cattle Company (LL&CC)
.~ is one of the largest cattle buyers in the country. Tt has buyers at all the major cattle anc-
tions throughout the U.S. Southeast who buy on the company’s behalf and then have
the cattle shipped to Sulpher Springs, Louisiana, where they are sorted by weight and ¥ -
type before shipping off to feed lots in the Midwest. The company.has been consider-
ing the replacement of its tractor-trailer rigs with a newer, more fuel-efficient fleet for
some time, and a local Peterbilt dealer has appruached the company with a proposal. The
proposal would call for the purchase of 10 new rigs ata cost of $100,000 each. Each rig
would be depreciated toward a salvage value of $40,000 over a period of five years. If
LL&CC purchases the rigs, it will sell its existing fleet of 10 rigs to the Peterbilt dealer
for their current book vatue of $25,000 per unit. The existing fleet will be fully depreci-
ated in one more year but is expected to be serviceable for five more years, at which time
" they would be worth only $5,000 per unit as scrap.

The new fleet of trucks is mnch more fuel-efficient and will require only $200,000
in fuel costs compared to $300,000 for the existing fleet. In addition, the new fleet of -

| L\ L—,: - trucks will require minimal maintenance over the next five years, equal to an estimated
C CJV o $150,000 compared to the almost $400, OOO that is currenily being spent to keep the
older fleet running.

/ . a. What are the differential operating cash ﬂow savings per year durmg Years |
N *through 5 for the new fleet? The firm pays taxes at a 30 percent marginal tax rate.

_ b. What is the initial cash outlay required to replace the existing fleet with new rigs?
¢. -Sketch a timeline for the replacement project cash flows for Years 0 through 5.

d: HLL&CC requires a 15 percent discount rate for new 1nvestments should the ﬂeet
* be replaced?

Mini-Cases
Danforth & Donnalley Laundry Products Company

Determining Relevant Cash Flows

At 3:00 p.m. on April 14, 2010, James Danforth premdent of respect to the introduction and production of 4 new product, a
Danforih & Donnalley (D&D) Laundry Products Company, Lquid detergent called Blast. )
called to order a meeting of the financial directors. The purpose D&D was formed in 1993 with the merger of Danforth

of the meeting was to make a capital-budgeting decision with ~ Chemical Company (producer of Lift-Off detergent, the leading




laundry dét_ergent on the West Coast) and Donnalley Home
Products Company (maker of Wave detergent, a major latndry
product in the Midwest). As a result of the=merger, D&D was

“producing and marketing twO0 major product lines. Although

‘these products were in direct competition, they were not without
product differentiation: Lift-Off was a low-sids, concentrated
powder, and Wave was a more traditional powder detergent.
Each line brought with it considerable brand loyalty; and, by
2010, sales from the two detergent lines had increased ten-fold
from 1993.levels, with both produc_:ts now being sold nationally.

In the face of increased competition and technological in-
novation, D&D spent large amounts of time and money ovex the
past four years researching and developing a new highly concen-
trated liguid laundry detergent. D&D’s new detergent, which it
called Blast, had many obvious advantages over the conventional
powdered products. The company felt that Blast offered the con-
sumer benefits in three major areas. Blast was so highly concen-
trated that only 2 ounces were needed to do an average load of

laundry, as compared with 8 to 12 ounces of powdered detergent.
Moteover, being a liquid, it was possible to pour Blast directly .

on stains and hard-to-wash spots, eliminating the need for a pre-
soak and giving it cleaning ahilities that powders could not pos-
sibly match. And, finally, it would be packaged in a lightweight,

’ 'unbreakable plastic bottle with a sure-grip handle, making it

much easier to use and more convenient to store than the tulky
boxes of powdered detergents with which it would compete.
The meeting participants included James Danforth, presi-
dent of D&D; Jim Donnalley, director of the board; Guy Rainey,
yice-president in charge of new products; Urban McDonald,

. controller; and Steve Gasper, a newcomer to the D&D financial

staff who was invited by McDonald to sit in on the meeting.

Danforth called the meeting to order, gave a brief statement of

its purpose, and immediately gave the floor to Guy Rainey. -
*Rainey opened with a presentation of the cost and cash flow

 analysis for the new product. To keep things clear, he passed out
copies of the projected cash flows to those present (see Exhibits 1~

and 2). In support of this information, hé provided some insighis
as to how these calculations were deteriined. Rainey proposed
that the initial cost for Blast include $500,000 for the test mar-
keting, which was conducted in the Detroit area and completed
in June of the previous year, and $2 million for new specialized
equipment and packaging'faci]ities. The estimated life for the

 facilities was 15 years, after which they would have no salvage

value. This 15-year estimated life assumption coincides with
company policy set by Donnalley not to consider cash flows oc-
curring more than 15 years into the future, as estimates that far
ahead “tend to become little more than blind guesses.”

Rainey cautioned against taking the annual cash flows (a8
shown in Exhibit 1) at face value because portions of these cash

flows actually would be a result of sales that had been diverted |

from Lift-Off and_Wave.'For this reason, Rainey-also produced
the estimated annual cash flows that had been adjusted to in-

clude only those cash flows incremental to the company as 2 -

whole (as shown in Exhibit 2). )

At this point, discussion opened between Donnalley and
MecDonald, and it was concluded that the opportunity. cost on
funds was 10 percent. Gasper then questioned the fact that no

costs were included in the proposed cash budget for plant faciy;_
ties that would be needed to produce the new product.

Rainey replied that at the present time, Lift-Off’s IsrgduC‘
tion facilities were being used at only 55 percent of capacity, g, q
because these facilities were suitable for use in the produetiy,
of Blast, no new plant facilities would need to be acquireq fg,
the production of_ the new product line. It was estimated that fulg
production of Blast would only requi_re 10 percent of the play;
capacity. .

McDonald then asked if there had been any consideratio of
increased working capital needs to operate the investment proj.
ect. Rainey answered that there had, -and that this project woulq -
require $200,000 of additional working c_apital; however, as thig
money would never leave the firm and would always be in liquig
form, it was.not considered an outflow and hence not included
in the calculations. ' ‘

" Donnalley argued that this project should be charged some-
thing for its use of current excess plant facilities, His reason-
ing was that if another firm had space like this and was willing -

to rent it out, it could charge somewhere in the neighborhood

of $2 million. However, he went on to acknowledge that D&D
had a strict policy that prohibits renting or leasing any of its
production facilities to any party from outside the firm. If they
didn’t charge for facilities, he concluded, the finm might end up
accepting projects that under normal circumstances would be
rejected. ' : "
From here the discussion continued, centering on the ques-
tion of what to do about the lost contribution from other proj-
ects, the test marketing costs, and the working capital.

Exhibit 1: D&D ILaundry Products Company Forecast of An-
nual Cash Flows from the Blast Product (Including cash flows :
resulting from sales diverted from the existing product lines) -

Exhibit 2: D&D Laundry Products Company Forecast of An-
nual Cash Flows from the Blast Product (Excluding cash flows
resulting from sales diverted from the existing product lines)




Questlons _________ e e I

1. If you were put in the place of Steve Gasper, would you
argue for the cost from market testing to be included in a
cash outflow?

2. What Would your opinion be as to how to deal with the
question of working capital?

3. Would you suggest that the product be charged for the use
of excess producuon facilities and building space? '

4. Would you suggest that the cash flows resulting from ero-

sion of . sales from current lanndry detergent products be -

included as a cash inflow? If there was a chance of competi-
- tors introducing a similar product if you did not introduce
Blast, would this affect your answer?

Caledonia Products
| Calculating Free Cash Flow and Project Valuation

I¢'s been two months since you took a position as an assistant
financial analyst at Caledonia’ Products. Although your boss

. unleashing you without supervision. Your next assignment in-
volves both the calculation of the cash flows associated with a
new investment under consideration and the evaluation of sev-
eral mutually exclusive projects. Given your lack of tenure at
Caledonia, you have been asked not only to provide a recom-
mendation, but also to respond to a number of questions aimed
at judging your understanding of the capital-budgeting process.
The memorandum you received - outlining your assignment
follows:

To: Tre Assistant Financial Analyst
From: Mr. V. Mormison, CEQ, Caledenia Products
Be: Cash Flow Analysis and Capitel Rationing

W are con8|denng Mg introduction of a new product
Currently we are in the 34 percent tex brackat with a 18 percent
discount rate. This project is expected io fast five years and
- then, because this is somewhat of afad project, it will be
" terminated. The following information describes the new prOJect

{E ~ Cost of new plant and equipment: $ 7,900,000
Shipping and installation costs: $ 100,000 -

‘Questions
1. Why should Caledonia. focus on project free cash ﬂows

as opposed to the accounting ‘profits earned by the project

when analyzmg whether to undertake the pro_]ect'?

2. What arethe incremental cash ﬂows for the project in Years
1 through 5, and how do these cash flows differ from ac-
" counting profits or earnmgs't‘ -

- 3. What isthe pro]ect s initial outlay"

Unit sales:

has been pleased with your work, he is still a bit hesitant about

- Annual fixed costs:

termination of the project at the end of Year &.

' 6 What is 11:s internal rate of return? -

5, If debt were ysed to fmance this project, should the interest
payments assomated.wﬂh this new debt be considered cash
flows?

6. What are the NPV, IRR, and PI of this project, both in-
~ cluding cash flows resultlng from sales diverted from the
_ existing product lines (Exhibit 1) and excluchng cash flows
“resulting from sales diverted from the existing product
lines (Exhibit 2)7 Under the assumption that there is a good
chance that compefition will introduce a similar product if
you don’t, would you accept or reject this project?

gt

$300/urit in Years 1-4 and’
$260/unit in Year 5

. $180/uNnit
$200,000 per vear

Working capital requirernents: There.will be an initial
working capital reguirement of $100,000 just to get
production started. For each year, the total investment in net
working capital will be aqual to 10 percent of the dollar value
of sales for that year. Thus, the investment in working capital
will increase during Years 1 through 3, then decrease in
Year 4, Finally, all working capital is liguidated at the

Sales price per unit.

Varighle cost pef unit;

Deprecigtion method. Straight-line over five years
assuming the olart and equipment have no salvage value
a’rter five years,

4. Sketch out a cash flow d1agram for this project.

. What is the pro_}ect s net present value?

7 Should the pro;ect be accepted'? Why or why not'?

LT




