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PLEASE ANSWER QUESTIONS WITH AN EXPLANATION OF WHY A CERTAIN ANSWER IS CORRECT
	1. A company is considering a new project.  The CFO plans to calculate the project’s NPV by estimating the relevant cash flows for each year of the project’s life (i.e., the initial investment cost, the annual operating cash flows, and the terminal cash flow), then discounting those cash flows at the company’s overall WACC.  Which one of the following factors should the CFO be sure to INCLUDE in the cash flows when estimating the relevant cash flows?
a. All sunk costs that have been incurred relating to the project.
b. All interest expenses on debt used to help finance the project.
c. The investment in working capital required to operate the project, even if that investment will be recovered at the end of the project’s life.
d. Sunk costs that have been incurred relating to the project, but only if those costs were incurred prior to the current year.
e. Effects of the project on other divisions of the firm, but only if those effects lower the project’s own direct cash flows.

2. Which of the following factors should be included in the cash flows used to estimate a project’s NPV?
a. All costs associated with the project that have been incurred prior to the time the analysis is being conducted.
b. Interest on funds borrowed to help finance the project.
c. The end-of-project recovery of any working capital required to operate the project.
d. Cannibalization effects, but only if those effects increase the project’s projected cash flows.
e. Expenditures to date on research and development related to the project, provided those costs have already been expensed for tax purposes.

3. Dalrymple Inc. is considering production of a new product.  In evaluating whether to go ahead with the project, which of the following items should NOT be explicitly considered when cash flows are estimated?
a. The company will produce the new product in a vacant building that was used to produce another product until last year.  The building could be sold, leased to another company, or used in the future to produce another of the firm’s products.
b. The project will utilize some equipment the company currently owns but is not now using.  A used equipment dealer has offered to buy the equipment.
c. The company has spent and expensed for tax purposes $3 million on research related to the new detergent.  These funds cannot be recovered, but the research may benefit other projects that might be proposed in the future.
d. The new product will cut into sales of some of the firm’s other products.
e. If the project is accepted, the company must invest $2 million in working capital.  However, all of these funds will be recovered at the end of the project’s life.

4. Which one of the following would NOT result in incremental cash flows and thus should NOT be included in the capital budgeting analysis for a new product?
a. A firm has a parcel of land that can be used for a new plant site or be sold, rented, or used for agricultural purposes.
b. A new product will generate new sales, but some of those new sales will be from customers who switch from one of the firm’s current products.
c. A firm must obtain new equipment for the project, and $1 million is required for shipping and installing the new machinery.
d. A firm has spent $2 million on R&D associated with a new product.  These costs have been expensed for tax purposes, and they cannot be recovered regardless of whether the new project is accepted or rejected.
e. A firm can produce a new product, and the existence of that product will stimulate sales of some of the firm’s other products.

5. Which of the following statements is CORRECT?
a. An externality is a situation where a project would have an adverse effect on some other part of the firm’s overall operations.  If the project would have a favorable effect on other operations, then this is not an externality.
b. An example of an externality is a situation where a bank opens a new office, and that new office causes deposits in the bank’s other offices to increase.
c. The NPV method automatically deals correctly with externalities, even if the externalities are not specifically identified, but the IRR method does not.  This is another reason to favor the NPV.
d. Both the NPV and IRR methods deal correctly with externalities, even if the externalities are not specifically identified.  However, the payback method does not.
e. Identifying an externality can never lead to an increase in the calculated NPV.

6. Taussig Technologies is considering two potential projects, X and Y.  In assessing the projects’ risks, the company estimated the beta of each project versus both the company’s other assets and the stock market, and it also conducted thorough scenario and simulation analyses.  This research produced the following data:

Project X:
Expected NPV = $350,000
Std. Dev of NPV = $100,000
Project beta (vs. market) = 1.4



Project Y:
Expected NPV = $350,000
Std. Dev of NPV = $150,000
Project beta (vs. market) = 1.8

Correlation of the project cash flows with cash flows from currently existing projects.  Cash flows are not correlated with the cash flows from existing projects.  Cash flows are highly correlated with the cash flows from existing projects.

Which of the following statements is CORRECT
a. Project X has more stand-alone risk than Project Y 
b. Project X has more corporate (or within-firm) risk than Project Y.
c. Project X has more market risk than Project Y.
d. Project X has the same level of corporate risk as Project Y.
e. Project X has less market risk than Project Y.

7. Currently, Powell Products has a beta of 1.0, and its sales and profits are positively correlated with the overall economy.  The company estimates that a proposed new project would have a higher standard deviation and coefficient of variation than an average company project.  Also, the new project’s sales would be countercyclical in the sense that they would be high when the overall economy is down and low when the overall economy is strong.  On the basis of this information, which of the following statements is CORRECT?
a. The proposed new project would have more stand-alone risk than the firm’s typical project.
b. The proposed new project would increase the firm’s corporate risk.
c. The proposed new project would increase the firm’s market risk.
d. The proposed new project would not affect the firm’s risk at all.
e. The proposed new project would have less stand-alone risk than the firm’s typical project.

8. A firm is considering a new project whose risk is greater than the risk of the firm’s average project, based on all methods for assessing risk.  In evaluating this project, it would be reasonable for management to do which of the following? 
a. Increase the estimated IRR of the project to reflect its greater risk.
b. Increase the estimated NPV of the project to reflect its greater risk 
c. Reject the project, since its acceptance would increase the firm’s risk 
d. Ignore the risk differential if the project would amount to only a small fraction of the firm’s total assets.
e. Increase the cost of capital used to evaluate the project to reflect its higher-than-average risk 

9. Which of the following statements is CORRECT?
a. Sensitivity analysis is a good way to measure market risk because it explicitly takes into account diversification effects.
b. One advantage of sensitivity analysis relative to scenario analysis is that it explicitly takes into account the probability of specific effects occurring, whereas scenario analysis cannot account for probabilities.
c. Well-diversified stockholders do not need to consider market risk when determining required rates of return.
d. Market risk is important, but it does not have a direct effect on stock prices because it only affects beta.
e. Simulation analysis is a computerized version of scenario analysis where input variables are selected randomly on the basis of their probability distributions.

10. Which of the following statements is CORRECT?
a. If an asset is sold for less than its book value at the end of a project’s life, it will generate a loss for the firm, hence its terminal cash flow will be negative 
b. Only incremental cash flows are relevant in project analysis, the proper incremental cash flows are the reported accounting profits, and thus reported accounting income should be used as the basis for investor and managerial decisions.
c. It is unrealistic to believe that any increases in net working capital required at the start of an expansion project can be recovered at the project’s completion.  Working capital like inventory is almost always used up in operations.  Thus, cash flows associated with working capital should be included only at the start of a project’s life.
d. If equipment is expected to be sold for more than its book value at the end of a project’s life, this will result in a profit.  In this case, despite taxes on the profit, the end-of-project cash flow will be greater than if the asset had been sold at book value, other things held constant.
e. Changes in net working capital refer to changes in current assets and current liabilities, not to changes in long-term assets and liabilities.  Therefore, changes in net working capital should not be considered in a capital budgeting analysis.

	
	



