Review question for the midterm exam

1- If you deposit $10,000 in a bank account that pays 10 percent interest annually, how much would be in your account after 5 years?

PV = 10,000      ADVANCE \l3FV5 = ?

FV5
= $10,000(1.10)5 = $10,000(1.61051) = $16,105.10.

2- What is the present value of a security that will pay $5,000 in 20 years if securities of equal risk pay 7 percent annually?

PV = ?  ADVANCE \l2FV20 = 5,000

With a financial calculator enter the following:  N = 20, I/YR = 7, PMT = 0, and FV = 5000.  Solve for PV = $1,292.10.
3- Your friend asked you to help with selecting an investment. She has $8,900 to invest today for a period of 2 years. You determine a bank CD that pays an interest rate of .05 annually with the interest being paid quarterly. What will the value of the investment be in 2 years?

FV2 = PV * (1 + {I}/4)8
Let’s work on the parenthesis part first. (1 + {.05}/4)8
The reason the .05 interest rate is divided by 4 is due to the quarterly interest being paid, and the exponent of 8 is because it is a 2 year investment, so 4 quarters x 2 years =8.

Once you calculate the first inside set of parenthesis you will get the following:

(1 + .0125)8 This is because .05/4 = 0.0125
Next you will add it to the 1 and get 1.0125 and raise that to 8

(1.0125)8  = 1.104486101

Now multiply the initial investment amount of $8,900 x 1.104486101 and get $9,829.93

4- The following information was reported at Cleese & Python during annual meetings. 

The company had cash & marketable securities worth $2,485,215.

The company reported accounts payable $3,284,475

Inventory worth $5,785,615

Accounts receivable worth $278,216

Notes Payable worth $1,241,615

and Current Assets at $241,215

Calculate the Total Working Capital

First let’s do some quick addition:

MS= Market securities

AR= Accounts Receivable

IN= Inventory

and finally, CA= Cash Assets: 

Let’s add these together using our formula for Total Current Assets: 

{MS} + {IN}+{AR}+{CA}= Total Current Assets:

$2,485,215 +$5,785,615+ $278,216+$241,215

= $8,790,216

Next, let’s do some more addition to get Current Liabilities:

{AP} +{NP}= Current Liabilities

$3,284,475 + $1,241,615

= $4,526,090.00

Finally let’s subtract our Current Liabilities from our Total Current Assets:

$8,790,261 -$4,526,090.00 = $4,264,171

Total Current Assets- Current Liabilities = Total Working Capital
5- Little Books Inc. recently reported $3 million of net income. Its EBIT was $6 million, and its tax rate was 40 percent. What was its interest expense?

Net Income: 3,000,000

EBIT = 6,000,000

Tax Rate: 40%

Earnings Before Taxes (EBT) = Net Income / (1- Tax rate) = 3,000,000/0.60= 5,000,000

Interest Expense = EBIT – EBT = 6,000,000 – 5,000,000 = 1,000,000

6- Computer World Inc. paid out $22.5 million in total common dividends and reported $278.9 million of retained earnings at year-end. The prior year’s retained earnings were $212.3 million. What was the net income?

Ending retained earnings R/E
= Beginning retained earnings R/E ( Net income ( Dividends

$278,900,000
= $212,300,000 ( Net income ( $22,500,000


$278,900,000
= $189,800,000 ( Net income


Net income
= $89,100,000.

7-  The EBD Elastic Be Done Company has $11,660,000 in total assets

They also have a QR or Quick Ratio of .81

And a Current Liabilities of $5,030,000

Calculate the company’s Debt to Equity Ratio.
Quick Ratio= Current Assets – Inventory/Current Liabilities

Rearrange the Equation to Solve for Inventory

Inventory= {CA}- Quick Ratio * Current Liabilities

Total Current Assets:  $11,660,000 
Current Liabilities = $ 5,030,000

Quick Ratio = .81 * Current Liabilities

Inventory= .81* $5,030,000 =$ 4,074,300

$11,166,000- $4,074,300=$7,091,700
The Level of Inventory = $7, 091,700

8- What is a Firm’s Accounts Receivable Turnover

Bel Air Blue Cars has Net Sales of $750,000 with Accounts Receivable at $170,000

To calculate Accounts Receivable Turnover we do the following:

Net Sales/Accounts Receivable or {NS}/{AR}

$750,000/$170,000 =4.41

9- A stock’s returns have the following distribution:

	Demand for the Company’s Products
	Probability of this demand occurring
	Rate of Return if this demand occurs 

	Weak
	0.1
	(50%)

	Below Average
	0.2
	(5)

	Average
	0.4
	16

	Above average
	0.2
	25

	Strong
	0.1
	60


Calculate the stock’s expected return, standard deviation, and coefficient of variation.
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= (0.1)(-50%) + (0.2)(-5%) + (0.4)(16%) + (0.2)(25%) + (0.1)(60%)


= 11.40%.

(2 = (-50% – 11.40%)2(0.1) + (-5% – 11.40%)2(0.2) + (16% – 11.40%)2(0.4)


    + (25% – 11.40%)2(0.2) + (60% – 11.40%)2(0.1)

(2 = 712.44; ( = 26.69%.

CV = 
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26.69%

 = 2.34.

10- A company is analyzing two mutually exclusive projects, S and L, with the following cash flows:
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Project S —$1,000 $900 $250 $10 $10

Project L —$1,000 $0 $250 $400 $800




The company’s WACC is 10 percent. What is the IRR of the better project? (Hint: Note that the better project may or may not be the one with the higher IRR.)

Input the appropriate cash flows into the cash flow register, and then calculate NPV at 10% and the IRR of each of the projects:

Project S:  CF0 = -1000; CF1 = 900; CF2 = 250; CF3-4 = 10; I/YR = 10.  Solve for NPVS = $39.14; IRRS = 13.49%.

Project L:  CF0 = -1000; CF1 = 0; CF2 = 250; CF3 = 400; CF4 = 800; I/YR = 10.  Solve for NPVL = $53.55; IRRL = 11.74%.

Because Project L has the higher NPV, it is the better project, even though its IRR is less than Project S’s IRR. The IRR of the better project is IRRL = 11.74%.

Formula: (-Cash Flow Year 0)+(CF Year 1/(1+rate))+(CF Year 2/(1+rate)^2)+(CF Year 3/(1+rate)^3)
11- Your organization is expanding and investing $1.9 million in a new product line. The investment will result in additional cash flows of $301,000, $558,000, $763,500 and $903,000 over the next four years. What is the payback period for this project?

	
	


Pay Back = Years before cost recovery + (Remaining costs to cover / Cash flow during the year)

The Pay Back equation listed above is not a true mathematical formula. It’s an analytical solution. 

	Initial Investment
	$1,900,000 
	

	
	
	

	 
	Amount recouped (e.g. cash flow for year)
	Amount Out (Left to Payback) on Initial Investment

	Year 1 (end of year 1)
	$301,000 
	(= -$1,900,000 + $301,000) = -$1,599,000

	Year 2 (end of  year 2)
	$558,000 
	(= -$1,599,000+ $558,000) = -$1,041,000

	Year 3 (end of year 3)
	$763,500 
	(= -$1,041,000 + $763,500) = -$277,500

	Year 4 (end of year 4)
	$903,000 
	(= - $277,500 + $903,000 = $625,500


So we can see that somewhere in year 4 we recouped our investment and started making profits. We'll assume that the cash flow was linear through the year. We can divide how much was left to pay off the investment at the end of year 3 (which was $277,500) by the amount made (cash flow) in year 4 (which was $903,000). This gives us the portion of year three that was used to pay back the initial investment. (= $277,500 / $903,000 = 0.307309). Therefore, we know it took the first 3 years + 0.3073 years to pay off the initial investment. Hence, the payback period was 3.3073 years.
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