Name: ________________________________

BA 303 

Spring 2004

Midterm

29 April 2004

Fill in answers in the areas provided.  Write neatly; if you want partial credit, include formulas used, and if using a spreadsheet approach, lay out your answer in spreadsheet format, identifying the formula used for key calculations.

1.  As stockbroker tells you there's a great investment that will double your money in 8 years at a steady rate.  Interest rates on 6-year Treasury Notes are currently 3.8%, and 4.4% for high quality corporate bonds.

a)  What is the average annual return for this recommended investment?
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b)  What is your first impression of this investment.


9% is way > low risk investments.  This is risky.
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2.  Fill in this table:

	Present Value
	Future Value
	Growth Rate
	Number Periods

	240,000
	360,000
	4.1%
	10

	500
	704
	5%
	7

	33900
	100,000
	7%
	16

	20,000
	33800
	6%
	9


/6
3.  You buy a car, paying all but $10,000 of the price with a loan that has a balloon payment in 1 year and an annual percentage rate (APR) of 8%, compounded monthly.  How big will the balloon payment be?
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4.  You find in the warehouse of the company you work for a machine that looks a lot like something that can carbonate drinks.  When you ask about it you're told the company bought it years ago for $56,000 to carbonate milk -- a new children's drink the company was developing.  The stuff didn't sell, and they wrote off the investment (completely expensed it for book and tax purposes).  You think it could be rebuilt for about $10,000 to carbonate coffee drinks, and would be as good as a new machine that would cost $85,000.  You've already spent $5000 on a market study that showed the product would sell well to caffeine-addicted people.  The company already sells a variety of products to the caffeine-addicted market and advertises a lot: the marketing department says they will charge your new product $500 for each newspaper advertisement they run in exchange for including your product along with all the ones already mentioned in the advertisements.  You estimate you will sell 100,000 servings/month with a variable profit contribution of 12¢ each.  You also estimate the machine will last 12 years, when a new one will need to be purchased, at which time the business will have created a significant market-share that can be sold to another company for $600,000.  Your company's hurdle rate on new investments is 14%.  If it doesn't pencil-out, you think you could sell the machine now on e-bay for $3000.  Finally, because caffeine-addicted customers tend to be after caffeine in whatever form they can get it, it's estimated that 20% of sales will actually cannibalize sales of other coffee products the company sells.
This paragraph gives some considerations to take into account in analyzing whether your company should go forward with your idea.  Carefully underline only the relevant points that should be taken into account in your analysis (not whole sentences, no extraneous words, just key points).

/8
5.  You plan to buy a house for $145,000 and got a bank to loan you money at 5%, annual payments of $5000, and with a balloon payment in 3 years.  How big will this balloon payment be?  What is this kind of loan called?

	Year
	Start
	INT
	PMT
	END

	1
	145000
	7290
	5000
	147250

	2
	147250
	7367
	5000
	149613

	3
	149613
	7481
	157093
	0


Negative Amortized Balloon Loan.








/5
6.  In a year a company had balance sheet entries for Account Receivable of:




December

850




March


910




June


690




September

820




December 

870

a)  From this data, what was the company's average Accounts Receivable for the year?
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b)  Sales for the year were 23,000.  What were the average-days-outstanding for Accounts Receivable?
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7.  A bond matures in 12 years and is priced at 63, with a coupon of 5.5%.  It is callable at par in 3 years.

a)  What is the current yield?


[image: image8.wmf]%

7

.

8

63

.

%

5

.

5

=


b)  Estimate the Yield-to-Maturity
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c)  Estimate the Yield-to-call
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d)  What are your first impressions about this bond?


This bond isn’t likely to be called.  The YTM is so high, this must be very risky.
      /7
8.  A company pays a dividend of 1.25 each year, an amount that has been growing at 4%/year for a long time.  You've studied the company and notice that their Return-on-Equity is steady, year after year, at 12%, earnings for this year are 2.40

a)  What are your first impressions about this company?

Slow growth company.  High divedend payout.
b)  What kind of a discount rate do you think you would require to own this stock?  4%?  8%?  12%?  16%?  Choose one and justify.

4% too low (R-g would be 0 making for an infinite valuation)

16% probably too high.

8% or 12% would be OK
c)  Can you, in a general way, assume their dividend will continue to grow at 4%/year?  Why?

Rate of Return 
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Sustainable Growth
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6% > 4%
d)  What would you pay for this stock?
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9.  You plan to buy a building from someone who offers to carry the financing of the purchase (loan you the money -- not involving a bank).  The seller doesn't seem to know much about what the interest rate on the loan should be, but you do.  You figure a fair price and rate would be $850,000, 3 annual payments and 7% interest rate.  The seller answers that he had his heart set on getting $1 million for the building, and now your purchase of the building looks to be in jeopardy.

a)  What is the present value of your offer to buy the building?
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850,000 if 7% is fair.
b)  What can you do to make this deal happen without paying more than what you feel is fair?

Offer 1 million if he’ll accept a lower i.
/8
10.  A project you propose to your cigar-smoking boss will cost $50,000 and generate $13,000/year for 6 years.  The CFO of the company told you to use a 8% discount rate on projects like this.  You analyze these cash flows and report to your boss that the project has an internal rate of return of more than 14%.  He bellows, chewing on his cigar, "What the hell is an internal rate of return?"  

a)  You try to explain simply and include your reasoning of why the company should do the project, and say:

50,000 invested at 14% will return these cash flows.
b)  You're thrown out of his office, so you figure the net present value so you can tell him the project is as good as having this much money in your pocket right now:

	Year
	Cash Flows
	PV@8%

	1
	13,000
	12.037

	2
	13,000
	11.145

	3
	13,000
	10.320

	4
	13,000
	9.555

	5
	13,000
	8.848

	6
	13,000
	8.192











NPV= $51,900 – Is this right?
c)  He still doesn't get it and, red faced now, screams, "Just tell me how long it takes to get my money back!"  So you set your pencil to work.....
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Total:             /68
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