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7. OPERATING LEASE: ABC, Inc. rents office furniture to small companies. Consider a piece of
office equipment that lasts for 3 years and costs $6,000. The equipment can be depreciated
(using the straight-line method) over the next three years (beginning in one year from today)
to a salvage value of zero. The cost of capital is 8% and the tax rate is 35%. The inflation rate
is zero. ABC’s pretax administrative costs are as follows:

Year 0 Year | Year 2 Year 3
Administrative Costs $800 $800 $800 $800

a) Calculate the present value of the costs (to ABC) of owning and operating the piece of office
equipment. Please show all of your cash flows in a table format.

b) Compute the break-even (pretax) operating lease rate for the equipment. The operating
lease will last for three (calendar) years and requires four (annual) payments with the first
payment due today.
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8. FINANCIAL LEASE: Your firm requires a new computer system. It can either buy it for
$150,000 or lease it. The lease agreement requires four annual payments of $46,000 (per
year) with the first payment due today. The relevant tax rate for your firm is 35%. Your firm can
borrow at a rate of 10%. The computer system can be depreciated using the straight-line
method over the next three years (beginning in one year from today) to a salvage value of
zero. Analyze this lease from the viewpoint of the lessee (i.e., the user).

a) Compute the value of the lease? Please show all of your cash flows in a table format.
b) Compute the value of the lease if your firm did not pay any taxes. Please show all of your
cash flows in a table format.
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1. Textron is considering a NEW project. The financial projections are as follows:

Year0 Year1 Year2 Year3
Sales 24,000 24,000 24,000
Total Costs 7,000 7,000 7,000
Depreciation 10,000 10,000 10,000
Capital Investment (or Cost of Equipment) 40,000
Working Capital (Requirements/Levels) 2000 2500 1000 0

The Equipment will be sold at the end of Year 3 for 11,000. The relevant tax rate is 35%.

Compute the cash flows for the project.
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2. XYZ operates a resort in a politically unstable part of the world and faces the risk of
expropriation (i.e., take away). If everything goes well and there is no expropriation, the (net)
cash flow next year will be $40,000,000. However, there is a 40% chance of expropriation, in
which case the (net) cash flow next year will be $0. Managers of XYZ argue that they must
use a discount rate of 30% to discount the cash flow of $40,000,000 to offset the risk of
expropriation. The (normal) company cost of capital for XYZ is 10%.

a) How much is the (net) cash flow really worth today?

b) Provide an explanation for (and the rationale underlying) your answer in part a) by responding
(in the response box below) to the following questions:

i) What type of risk does the risk of expropriation represent? Answer in terms of diversifiable
versus undiversifiable/systematic/market risk.

i) Based on your answer to i) above, how should you account for the risk of expropriation in
your analysis?

iii) Which risk (diversifiable versus undiversifiable) should affect the discount rate?
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3. Your firm is proposing to market a new product. First, the product will be test-marketed for
two years at an initial cost of $1,000,000. The test marketing is not expected to produce any
profits but should reveal the preferences of the consumers. There is a 60% chance that the
test marketing will be successful. If successful, your firm will spend an additional $10,000,000
(in 2 years from today) to launch the product more widely and will receive an expected
annual (after-tax) cash flow (from year 3) of $1,400,000 in perpetuity. However, if the test
marketing is not successful, the product will be withdrawn.

Once the preferences of the consumers are revealed, the product will be subject to normal risk.
Your firm requires a return of 10% for normal risk projects. However, the initial test-marketing
phase is viewed as much riskier and your firm requires a return of 50% on such expenditures.
Compute the NPV for the new product.
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4. Consider the following Current Data for ABC Corp.:
Market Value (in millions of $) Cost
Debt 16,000 7%
Equity 26,000 14%
If ABC moves to and maintains a debt-to-value (D/V) ratio of 50%, compute its WACC (after the
change in its capital structure). Assume that the cost of debt increases to 8%. The tax rate is

35%. Use the three-step procedure.
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5. WM Corp. has the opportunity to invest in a project that costs $8,000,000 (today) and
expects to receive after-tax cash flows of $4,800,000 in 1year and $5,600,000 in 2 years.
This project will last for two years. WM expects to borrow $2,400,000 at a cost of 8%. This
debt (i.e., the principal) must be paid in two equal annual installments. Assume a tax rate of
35%. The cost of capital with all-equity financing is 12%.

a) Compute the APV for the project.
b) Provide a concise rationale for the discount rate you used to value the tax shield in a).
c) Why is the APV (as opposed to WACC) the correct approach to value this project? Explain.
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6. Consider the following projections (in $ millions) for MBI Corp.:

Year 0 Year1l Year2
Sales 360 384
Cost of Goods Sold 264 284
Depreciation 40 43
EBIT 56 57
Taxes 20 22
Gross Fixed Assets (Levels) 380 440 500
Net Working Capital (Levels) 44 48 50

a) Compute the free cash flow (FCF) for MBI Corp. for both Year 1 and Year 2.

b) Compute the value of MBI today. The free cash flow (beyond Year 2) is expected to grow at
3% per year forever. The WACC for MBI is 9%.

¢) The market value of MBI's debt is $140 million and there are 5 million shares outstanding.
Compute the value per share.
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