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Plastic Molding Company is considering adding two injection molding machines for its two divisions due to increased customer demand for plastic injection molding.
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The Company
Plastic Molding Company (PMC) is one of the few plastic injection molding companies in the world that uniquely specializes in molding with engineered resins. It can also offer a wide range of scientific plastics processing services to meet diverse needs. The company has two divisions:
1. Aerospace Plastic Injection Molding Division
This division provides plastic injection molding for Aerospace, Military, and Defense Industries.
Plastic injection molding for aerospace and military/defense applications involves engineered resins and complex mold cavities. Careful control of the molding process, including gate design, temperature, and pressure, is necessary to produce the highest quality parts.  These parts also require multiple post-molding services, such as drilling, machining, plating, and fabrication. PMC offers these services in a single way to help reduce costs.
2. Electronic Injection Molding Division
This division provides engineered plastic molding for Electronic Components Manufacturers
PMC provides plastic molding for electronic components for a variety of applications, including structural components, such as boards and switch components, as well as enclosures and supports for finished systems.
Two Investments in the Divisions:
The Company is considering installing two plastic injection molding machines, and you have been hired recently as an assistant financial analyst at Plastic Molding Company to evaluate these two new investments. This is your first assignment, and you have been asked not only to provide a recommendation but also to respond to several questions to assess your understanding of the capital budgeting process. The plastic injection equipment and their different characteristics and descriptions are shown in Table 1.
The questions that you are asked are as follows:
Part -I
1. Why is the capital budgeting process so important?
2. Why is it so difficult to find exceptionally profitable projects?
3. What is the cash break-even point?
4. What is the accounting break-even point?
5. What is the financial break-even point?
6. What is operating leverage, and what is the degree of operating leverage?

	Table 1
	                           Aerospace Model                        
	Electronic Model

	Purchase Price
	$2,500,000 
	$4,000,000 

	Output
	2,500
	3,000

	Growth in Output
	3%
	4%

	Variable Cost
	$400 
	$500 

	Growth in Costs
	3%
	3%

	Fixed Cost
	$200,000 
	$550,000 

	Unit Price
	$800 
	$1,000 

	Price Increase
	3%
	3%

	Beta
	1
	1.4

	Straight line Dep.
	5-years
	5-years

	Salvage value 
	0
	0

	Tax Rate 
	25%
	25%



	Table 2
	Expected Return
E(R)
	Variance
(R)
	Covariance with Market Return
Cov (Ri, Rm)

	Risk-Free Rate              
	10%
	 
	 

	Market Portfolio       
	 16%
	20%
	 

	PLASTIC MODLING COMPANY CO.
	 
	 
	24%



Part II
Given the information in Tables 1and 2 for both injection molding, what are the answers to the following questions: 

What is the cost of capital for each investment?
2.	Which of the two investments should be adopted? Why?
3. What would be the PMC’s cost of capital if these two investments are adopted?
4.	Based on the expected rate of return of each investment, which investment should be accepted? Why?
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