Chapter 6

Problems
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Austin Electronics expects sales next year to be $900,000 if the economy is.
strong, $650,000 if the economy is steady, and $375,000 if the economy is
weak. The firm believes there i 15 percent probability the cconomy will
be strong. a 60 percent probability of a steady cconomy, and a 25 percent
probability of a weak economy.

‘What s the expected level of sales for next year?




[image: image2.png]Sharpe Knife Company expects sales next year to be $1,500,000 if the

economy s strong, $800,000 if the economy is steady, and $500,000 if the
economy is weak. Mr. Sharpe believes there is a 20 percent probability the
economy will be strong, a 50 percent probability of a steady economy, and

230 percent probability of a weak economy. What i the expected level of
sales for the next year?




[image: image3.png](Cobb Tie Shops, Inc., expects sales next year to be $300,000. Inventory and
accounts receivable will inctease by $60,000 to accommodate this saks level
“The company has a steady profit margin of 10 percent with a 30 percent dividend
payout. How much extemal financing wil the fim have to seek? Assume there
is o increase n liabilities other than that which will eccur with the extemal
financing,




[image: image4.png]4. Antivirus, Inc., expects its sales next year to be $2,000,000. Inventory and
accounts receivable will increase by $430,000 to accommodate this sales
level. The company has a steady profit margin of 12 percent with a 25 percent
divided payout. How much external financing will the firm have (0 seek?
‘Assume there s no increase in libilites other than that which will occur
‘with the external financing.
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Boatler Used Cadillac Co. requires $800,000 in financing over the next two
‘years. The firm can bormow the funds for fwo years at 9 percent interest per
ear. Mr. Boatler decides to do economic forecasting and determines that if he
utilzes short-term financing instead, he will pay 6.75 percent interest in the
fist year and 10,55 percent interest in the second year. Determine the total
{wo-year interest cost under each plan. Which plan is less costly?




[image: image7.png]‘Stern Educational TV, Inc., has decided to buy a new computer system with

an expected lfe of three years at a cost of $200,000. The company can.

borrow $200,000 for three years at 12 percent annual interest or for one year

at 10 percent annual interest

. How much would the finm save in interest over the three-year life of the
‘computer system if the one-year loan is uilized, and the loan is rolled over
(reborrowed) each year at the same 10 percent rate? Compare this (o the
12 percent three-year loan.




[image: image8.png]b Whatif interest rates on the 10 percent loan go up to 15 percent in the
second year and 18 percent i the third year? What would be the total
interest cost compared to the 12 percent, three-year loan?




[image: image9.png]Assume that Hogan Surgical Instruments Co. has $2,000,000 in assets. If it goes

“with a low-liquidity plan fo the aset, i can am a return of 13 percent, bt with

ahigh-liquidity plan. theretum vl be 14 percent.Ifth firm goes with  short-

tenm financing plan,th financing coss o the $2.000,000 willbe 10 percent, and

with a long-term financing plan, the financing costs on the §2.000,000 will be

12 percent. (Review Table 611 for pats g, b, and ofthis problem.)

. Compute the anticipated retum after financing costs withthe most
aggressive asset-financing mix.

b Compute the anticipated retum after financing costs with the most
conservative asset-financing i

. Compute the anticipated retum after financing costs with the two moderate
approaches 1o the asset-financing mix.

& Would you necessarily accept the plan with the highest return after
financing costs? Briefly explain.
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[image: image11.png]10. Winfrey Diet Food Corp. has $4,500,000 in assets.

Tomporarycurent assots 1000000

Pemanentcunent assets 1500000
Fiodassats, 2000000

Totaassets 4,200,000




[image: image12.png]‘Short-term rates are § percent. Long-term rates are 13 percent. Earnings before.
interest and taxes are $960,000. The tax rate s 40 percent.

If long-term financing is perfectly matched (synchronized) with long-term
asset needs, and the same is true of short-term nancing, what will camings after
taxes be? For an example of perfectly matched plans, see Figure 6-5 on page 164.




[image: image13.png]11

In Problem 10, assume the term structure of interest rates becomes inverted,
with short-term rates going to 12 percent and long-termn rates 4 percentage
points lower than short-term rates

If all ther factors in the problem remain unchanged, what will earnings after

{axes be?




[image: image14.png]12, Collins Systems, Inc., is trying to develop an asset-financing plan. The firm
has $300,000 in temporary current assets and $200,000 in permanent current
assets. Collins also has $400,000 in fixed assets.

a. Construct two alternative financing plans for the firm. One of the plans
should be conservative, with 80 percent of assets financed by long-term
sources and the rest financed by short-term sources. The other plan
should be aggressive, with only 30 percent of assets financed by long-
torm sources and the remaining assets financed by short-term sources.
‘The current interest rate s 15 percent on long-term funds and 10 percent
on short-tem financing. Compute the annual interest payments under
each plan.

b Given that Collins's earnings before interest and taxes are $150,000,
calculate camings afte taxes for cach of your altematives. Assume a tax
rate of 40 percent.




[image: image15.png]13, Lear, Inc., has $800.000 in current assets, $350,000 of which are considered per-
manent current assets. In addition,the fim has $600,000 invested in fixed assets.
. Lear wishes to finance all fixed assets and half of it permanent current

assets with long-term financing costing 10 percent. The balance will
be financed with short-term financing, which currently costs 5 percent.
Lear's earnings before interest and taxes are $200,000. Determine
Lear's carnings after taxes under this financing plan. The tax rate is
30 percent,

b, As an altemative, Lear might wish to finance all fixed assets and
permanent current assets plus half of its temporary current assets with
long-term financing and the balance with short-term financing. The same
interest rates apply s in part a. Earnings before interest and taxes will
be $200,000. What will be Lear's carnings after taxes? The tax rate is
30 percent

. What are some of the risks and cost considerations associated with each of
these alterative financing strategies?
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‘Using the expectations hypothesis theory for the term structure of interest rates.,
determine the expected retum for securities with maturities of two, three, and
four years based on the data a the top of page 181. Do an analysis similar to
that in the right-hand portion of Table 6-6 on page 167.
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[image: image18.png]Carmen’s Beauty Salon has estimated monthly financing requirements for the
next six months as follows:

Sanuary seo0  Apn 8000
Febmuary 2000 My, 9000
Maren 3000 ame 4000

‘Short-term financing will be uilized for the next six months. Projected annul
interest rates are:

Janary so%  apm

February 00 My
Maren 20 wne

@ Compute tota dollar interest payments for the six months. To convert an
annual rate to a monthly rate, divide by 12. Then multply this value times the
‘monthly balance. To get your answer sum up the morthly interest payments,

b If long-term financing at 12 percent had been utilized throughou the six
‘months, would the total-dollar interest payments be larger or smaller?
Compute the interest owed over the six months and compare your answer to
that in part @




[image: image19.png]16, In Problem 15, what long-term interest rate would represent a break-even
point betuween using short-term financing as described in part @ and long-term.
financing? Hint: Divide the interest payments in 15a by the amount of total
funds provided for the six months and multiply by 12.
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‘Garza Electronics expects to sell 500 units in January, 250 units in February, and
1,000 units in March. December's ending inventory is 700 units. Expected sales
for the year are 7,200 units. Garza has decided on a level production schedule of
600 units (7,200 units for the year/ 12 months = 600 units per month). What is
the expected unit volume of end-of-month inventory for January, February, and
March? Show the beginning inventory, production, and sales for each of the three
months that are used to derive the ending inventory.




[image: image21.png]18. Bombs Away Video Games Corporation has forecasted the following monthly sales:

Sanuary s05000 . s 40000
Faonary o0 August 0,000
Maren 20000 septomber 50000
Apr 20000 october 80,000
May 15000 November 100000
auna 30000 Decampar 118000

Tota saks - $696,000





[image: image22.png]Bombs Away Video Games sells the popular Strafe and Capture video game
cartridge. It sells for $5 per unit and costs $2 per unit o produce. A level
production policy s followed. Each month's production is equal to anual sales
(in units) divided by 12.

Of each month's sales, 30 percent are for cash and 70 percent are on account.

All accounts receivable are collected in the month after the sale is made.

. Construct a monthly production and inventory schedule in units. Beginning
inventory in January is 20,000 units. (Note: To do part a. you should work.
in terms of units of production and units of saes.)

b Prepare a monthly schedule of cash reccipts. Sales in the December before
the planning year are $100,000. Work part b using dollas.

. Determine a cash payments schedule for January through Decerber.

‘The production costs of $2 per unit are paid for i the month in which
they occur: Other cash payments, besides those for production cost, are
$40,000 per month

. Prepare a monthly cash budget for January through Decerber using the cash
receipts schedule from part b and the cash payments schedule from partc. The
‘eginning cash balance is $5.000, which i also the minimum desired.




[image: image23.png]‘Esquire Products, Inc., expects the following monthly sales:

Sanary 20000 M. 5 4000 Septomber s25000
February 15000 uns 2000 octover 30000
Maren 8000 auy. 18,000 Noverber 38000
Ao 10000 August 2000 pasembar 20000

ol saes - 8216000

Cash sales are 40 percent in a given month, with the remainder going into
accounts receivable. All receivables are collected in the month following the
sale. Esquire sellsall of its goods for $2 each and produces them for 1 each.
Esquire uses level production, and average monthly production is equal to
annual production divided by 12.

. Generate a monthly production and inventory schedule in units. Beginning
inventory in January is 8,000 units. (Note: To do part , you should work in
temms of units of production and units of sales.)

b, Determine a cash receipts schedule for January through December. Assume that
dollar sales in the prior Decerber were $20,000. Work part b using dollars.

¢ Determine a cash payments schedule for January through December. The
production costs ($1 per unit produced) are paid for in the month in which
they occur. Other cash payments (besides those for production costs) are
7,000 per month

d. Construct a cash budget for January through December using the cash
receipts schedule from part b and the cash payments schedule from part c.
“The beginning cash balance is $3.000, which is also the minimum desired.




[image: image24.png]Determine total current assets for each month. Include cash, accounts
receivable, and inventory. Accounts receivable equal sales minus 40 percent
of sales for a given month. Inventory is equal to ending inventory (part a)
times the cost of $1 per unit.
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