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dividends of $4,000. If it pays taxes at a rate of 38%, what is Parker’s degree of
financial leverage (DFL) at a base level of EBIT of $20,0002

E13-5 Cobalt Indusrics had sales of 150,000 units at a price of $10 per unit. It faced fixed
operating costs of $250,000 and variable operating costs of $5 per unit. The com-
pany is subject to a tax rate of 38% and has a weighted average cost of capital of
8.5%. Calculate Cobalt’s net operating profits after taxes (NOPAT), and use it to
estimate the value of the firm.

All problems are available in MyFinancelab.

[BT) P31 Breakeven point: Alscbraic Kate Rowland wishes o estimate the mumber of flower
arrangements she must sell at $24.95 to break even. She has estimated fixed operating
costs of $12,350 per year and variable operating costs of $15.43 per arrangement.
How many flower arrangements must Kate sell to break even on operating costs?

(1) P13-2 Breakeven comparisons: Algebraic Given the price and cost data shown in the ac-
companying table for cach of the thre firms, F, G, and H, answer the questions
that follow.

Eirm E G H
Sale price per unit S1800 $2100  $3000
Variable operating cost per unit 675 13.50 1200
Fixed operating cost 45000 30000 90,000

a. What s the operating breakeven point in units for each firm?
b. How would you rank these firms in terms of their risk?
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P13-16

P13-17

crating cost of $0.84 and sells for $1.00. Fixed operating costs are $28,000. The

firm has annual interest charges of $6,000, preferred dividends of $2,000, and a

40% tax rate.

a. Calculate the operating breakeven point in units.

b. Use the degree of operating leverage (DOL) formula to calculate DOL.

<. Use the degree of financial leverage (DFL) formula to calculate DFL,

d. Use the degree of total leverage (DTL) formula to calculate DTL. Compare this
answer with the product of DOL and DFL calculated in parts b and c.

Integrative: Leverage and risk Firm R has sales of 100,000 units at $2.00 per
uni, variable operating costs of $1.70 per unit, and fixed operating costs of
$6,000. Interest is $10,000 per year. Firm W has sales of 100,000 units at $2.50
per unit, variable operating costs of $1.00 per unit, and fixed operating costs of
§62,500. Interest is $17,500 per year. Assume that both firms are in the 40% tax
brad
a. Compute the degree of operating, financial, and total leverage for firm R.
b. Compute the degree of operating, financial, and total leverage for firm W.
<. Compare the relative risks of the two firms.

d. Discuss the principles of leverage that your answers illustrate.

Integrative: Multiple leverage measures and prediction Carolina Fastener, Inc.,
makes a patented marine bulkhead latch that wholesales for $6.00. Each latch
has variable operating costs of $3.50. Fixed operating costs are $50,000 per
year. The firm pays $13,000 interest and preferred dividends of $7,000 per year.
‘At this poin, the firm is selling 30,000 latches per year and s taxed at a rate of
40%.

a. Caleulate Carolina Fastener’s operating breakeven point.

b. On the basis of the firm’s current sales of 30,000 units per year and ifs interest
and preferred dividend costs, calculate its EBIT and carnings available for com-
mon.

<. Calculate the firm’s degree of operating leverage (DOL).

d. Calculate the firm’s degree of financial leverage (DFL).

¢. Calculate the firm’s degree of fotal leverage (DTL)

f. Carolina Fastener has entered into a contract to produce and sell an additional
15,000 latches in the coming year. Use the DOL, DFL, and DTL to predict and
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b. Graph the relationship between the coefficient of variation and the debt ratio.
Label the areas associated with business risk and financial risk.

x

E&5) P13-22 EBIT-EPS and capital structure Data-Check is considering two capital structures.
The key information is shown in the following table. Assume a 40% tax rate.

Source of capital_ Structure A Structure B
Long-term debt  $100,000 at 16% coupon rate _$200,000 at 17% coupon rate
Common stock 4,000 shares 2,000 shares

a. Calculate two EBIT-EPS coordinates for each of the structures by selecting any
two EBIT values and finding their associated EPS values.

Plot the two capital structures on a set of EBIT-EPS axes.

Indicate over what EBIT range, if any, each structure is preferred.

Discuss the leverage and risk aspects of cach structure.

1 the firm is fairly certain that its EBIT will exceed $75,000, which structure
would you recommend? Why?

[

P13-23  EBIT-EPS and preferred stock Litho-Print is considering two possible capital struc-

Lss
tures, A and B, shown in the following table. Assume a 40% tax rate.
Source of capital _ Structure A Structure B
Tong-termdebt _ $75,000 at 16% '$50,000at 15%
Preferred stock $10,000 withan 18%  $15,000 with an 18%
annual dividend annual dividend
‘Common stock 8,000 shares 10,000 shares.
a. Calculate two EBIT-EPS coordinates for each of the structures by selecting any
‘two EBIT values and finding their associated EPS values.
b. Graph the two capital structures on the same set of EBIT-EPS axes.
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{673 [7) P13-26 Integrative: Optimal capital structure The board of directors of Morales Publishing,
Inc., has commissioned a capital structure study. The company has total assets of
i675) 6 $40,000,000. It has arnings before interest and taxes of $8,000,000 and is taxed at
a rate of 40%.
a. Create a spreadsheet like the one in Table 13.10 showing values of debt and eq-
uity as well as the total number of shares, assuming a book value of $25 per
share.

%Debt Total assets S Debt § Equity  Number of shares @ §25

0% $40,000,000
10 40,000,000
20 40,000,000
30 40,000,000
40 40,000,000
50 40,000,000
60 40,000,000

b. Given the before-tax cost of deb at various levels of indebtedness, calculate the
yearly inerest expenses.
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