Final Exam MBAC 6060 Fall 2005
You will have four hours to complete this exam.  Please take some time to read the entire exam and think about the issues presented and how you can best accomplish all you are required to do before you begin working.  Anything you wish to have me consider in assigning a grade should be written on the pages of the exam.  Relax and have some fun, this is a learning experience not a grading exercise.
Today is January 2nd, 2006 and as a newly hired financial analyst for Ralph Inc. you have been charged with estimating a value for a contemplated temporary expansion of the firm’s existing operations and providing a recommendation concerning the plan.  Ralph Inc., a publicly traded firm headquartered in Ward Colorado, is currently the sole producer of high end gold prospecting and panning equipment in the United States.  Based on the recent increase in gold prices and the current popularity of no-limit Texas hold’em Ralph expects the demand for his products to temporarily increase.  To meet this demand he intends to purchase additional manufacturing equipment and rent the back room of the Ward General Store to meet the requirements for added space.  Expectations are that the operations, margins, asset turnovers, etc for the project will all mirror the existing firm’s experience.  The firm has just announced a revised target debt to equity ratio of 1.5 (for all previous years its target has been 1.0) and currently targets dividends at 50% of net earnings each year.  Below you will find the most recent public accounting statements for Ralph Inc., some market data gathered by an overly zealous assistant, and forecasts specific to the expansion revenues and costs.
Ralph Inc. Balance Sheet (values rounded to the nearest dollar):
December 31, 2005
Current Assets        $50             Current (Non-Interest Bearing) Liabilities    $34
Net Fixed Assets  $150             Aggregate Interest-Bearing Debt                   $70




  Equity          


     

  $96
Total Assets         $200             Total Liabilities + Equity                              $200

Income Statement (values rounded to the nearest dollar):

Twelve Months Ending December 31, 2005

Sales


$1,100

Cost of Goods Sold 


     715
Gross Margin     
   $385
GS&A


     150
Depreciation


       28
EBIT
   $207

Interest
         3
EBT


$   204
Tax (0.25)


       51
EAT


$   153
Based on a test marketing survey the expected number of incremental units sold from the expansion, the expected future price per unit and expected cost per unit is given below:

	Production Information (Expectations)
	2006
	2007
	2008
	2009
	2010

	Expected (Incremental) Units Sold
	6
	7
	8
	19
	5

	Price per unit*
	$10
	$10
	$10
	$10
	$10

	Cost per unit*
	$6.50
	$6.50
	$6.50
	$6.50
	$6.50


*Due to the nature of the markets you operate in, while overall inflation is expected to be 5% per year over this horizon, prices and costs are not expected to change from their current levels.  All revenues and expenses are to be treated as accruing at year end.

Your assistant has gathered the following information from Ralph’s accounting statements, standard financial data bases, and the Wall Street Journal:

	Ralph’s Estimated Equity Betaa
	0.29

	Risk Free Rate
	4%

	Expected Return on the Market Portfolio
	12%

	Ralph’s Marginal Tax Rateb
	25%

	Average Return on the S&P500 Portfolioa
	17%

	Cost of Debt Capital for Ralph Inc
	4%


a Estimated based on past 5 years of monthly returns. b The firm itself expects to pay taxes in the absence of this project with this as the rate.
The added production equipment will cost Ralph $115 and will (for tax purposes) be depreciated via a straight line method to zero over the 5 year production horizon.  At the end of 2010 Ralph expects to be able to sell the used equipment for $10.  The rent (which is to be paid at the end of each year) is $5 per year.

Ralph, while more than slightly odd, is well trained in finance and expects you to value the project taking into account all incremental operating cash flows, the necessary investments in fixed and current assets, to properly account for risk and financial leverage, and properly account for inflation.  Further, as this is a “significant” investment for this relatively small firm, Ralph would like to see sensitivity analysis performed relative to the estimated or forecast parameters.

Ralph asks that you highlight in your report the incremental cash flows, the appropriate discount rate, the NPV, and the sensitivity analysis.  Provide a recommendation and support your recommendation with the suggested analysis.
