
CHAPTER 9: (Capital Budgeting) 
 
Fall 2015: 
 
4. Eaton Inc. invested $1.325 million in a project that earned an 8.25% rate of return. Eaton sold their 
investment for $3,713,459. How much sooner could Eaton have sold if they only wanted $2 million from the 
project? Assume the firm still earned 8.25%.  
A. 2.69 years 
B. 5.17 years 
C. 6.67 years 
D. 7.81 years 
E. None of the above is correct. 
 
23. Suppose Movember Shaving Supplies Inc. has two mutually exclusive projects. The IRR of project A is 
15% and of project B is 20%. The NPV of project A equals that of project B at a 10% discount rate. Assuming 
positive discount rates, which of the following is correct? 
A. The firm will always prefer project B over A because B’s IRR is higher than that of A. 
B. The firm will always accept both projects as their IRRs are both greater than 10%.  
C. The firm will always prefer project B over A for discount rates less than 15%. 
D. The firm will always prefer project A over B for discount rates less than 10%. 
E. The firm will always accept project B for discount rates greater than 10%. 
 
QUESTION 1 – PART B (6 MARKS) 
Holmes Security Systems forecasts sales of 100,000 units per year at $160 each. They cost $145 per unit to 
manufacture, and fixed production costs are $225,000 per year. The necessary equipment costs $1,285,000 and 
has a 25% CCA rate. The equipment will have zero salvage at the end of the 8 year life of the project. The firm 
needs to invest $180,000 in net working capital up front, and no additional net working capital investment is 
required. The appropriate discount rate is 18%, and the tax rate is 40%. What is the NPV of this project? 
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QUESTION 1 (10 MARKS) 
Please show all your calculations. If you use a formula, show the formula used and also the formula with the 
numerical values. If you use a financial calculator, show the formula used, the formula with the numerical 
values, and the inputs. 
Magma Inc. is considering a new 4 year project. Magma paid $2,000 for a research study analyzing the effects 
on revenue and costs of the new project. Revenue is expected to be $100,000 in year one and will grow at 5% 
per year. The expected operating costs (not including CCA) are 40% of revenue. The project will require the 
purchase of new equipment costing $200,000, which can be salvaged for $73,828 at the end of project, and has 
a CCA rate of 25%. Net working capital (NWC) is as follows: $6,000, $6,300, $6,615, and $6,000 in years 1, 
2, 3, and 4 respectively. Assume NWC is recovered at the end of the project. Magma has a 20% cost of capital 
and a 30% tax rate. Assume cash flows occur at the end of the year. Calculate the NPV of this project. Based 
on your NPV, should Magma invest in this project? 
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CHAPTER 10: (Cash Flow Estimation) 
 
Fall 2015: 
 
28. Your company currently sells oversized tennis racquets. The Board of Directors wants you to look at 
replacing them with a line of supersized racquets. Which of the following is NOT relevant? 
A. $75,000 you will receive by selling the existing equipment which must be upgraded if you produce the new 
product. 
B. $60,000 you will pay to Fred Flinstone to promote your new product. 
C. A reduction in revenues of $100,000 from terminating the old product.  
D. Land you own that cost $750,000 that may be used for the project. 
E. Costs of $50,000 to train employees to use the new equipment. 
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CHAPTER 13: (Risk and Return and CAPM) 
 
Fall 2015: 
 
5. Security A has an expected return of 12% and a standard deviation of 15%. Security B has an expected 
return of 10% and a standard deviation of 9%. The correlation between A and B is 0.70. If you invest 30% in A 
and the rest in B, what is the standard deviation of your portfolio? 
A. 1.00% 
B. 9.98%  
C. 10.80%  
D. 11.00%  
E. 12.00% 
 



 

 
 
 
 
 
 
 
1. You hold three stocks in your portfolio: X, Y, and Z. The portfolio beta is 1.50. Stock Y comprises 20% of 
the dollar value of your holdings and has a beta of 1.0. If you sell all of your investment in Y and invest the 
proceeds in the risk-free asset, your new portfolio beta will be: 
A. 1.025 
B. 1.200  
C. 1.300  
D. 1.625  
E. 1.850 
 
14. Suppose you have the following information on two stocks. Laurel Inc. has a beta of 1.8 and an E(R) of 
22%. Hardy Inc. has a beta of 1.6 and an E(R) of 20.44%. What would the risk free rate have to be for these 
stocks to be correctly priced according to the CAPM? 
A. 7.00% 
B. 7.96%  
C. 8.00%  
D. 8.96%  
E. 9.00% 
 
21. Risk that affects at most a small number of assets is called:  
A. Portfolio risk. 
B. Undiversifiable risk.  
C. Market risk. 
D. Unsystematic risk.  
E. Total risk. 
 



27. The reward-to-risk ratio for stock A exceeds the reward-to-risk ratio of stock B. Stock A has a beta of 1.4 
and stock B has a beta of 0 .90. This information implies that: 
A. both stock A and stock B are correctly priced since stock A is riskier than stock B. 
B. either stock A is underpriced or stock B is overpriced or both. 
C. either stock A is overpriced or stock B is underpriced or both. 
D. stock A is riskier than stock B and both stocks are fairly priced.  
E. stock A is less risky than stock B and both stocks are fairly priced. 
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CHAPTER 12: (Market Efficiency) 
 
Fall 2015: 
 
19. Which of the following is implied by the evidence regarding market efficiency?  
A. There is a simple way to identify mispriced stocks when they exist. 
B. Prices in well-organized capital markets are unfair. 
C. Prices don't respond rapidly to new information. 
D. Insiders cannot make money from their private information. 
E. It is difficult to predict future price movements based on public information. 
 
30. You discover that you can make greater than expected returns by buying stock in firms whenever the 
growth rate in sales predicted by an investment survey exceeds the stock's current price-earnings ratio. Which 
of the following describes this event?  
A. This would be a violation of all forms of market efficiency. 
B. This would not be a violation of market efficiency. 
C. This would be a violation of strong form efficiency but not of semi-strong form efficiency. 
D. This would be a violation of semi-strong form efficiency. 
E. This would be a violation of weak form efficiency. 
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CHAPTER 14: (Cost of Capital) 
 
Fall 2015: 
 
15. Suppose that Ziggy Industries has a cost of equity of 14% and a before tax cost of debt of 9%. If the target 
debt/equity ratio is 75%, and the tax rate is 34%, what is Ziggy's weighted average cost of capital (WACC)? 
A. 7.96% 
B. 9.31% 
C. 10.25%  
D. 10.55%  
E. 11.86% 
 
22. A firm currently has a debt-equity ratio of 0.75, an after-tax cost of debt of 4%, and a cost of equity of 
14%. The firm changes its debt-equity ratio to 0.50, all else constant. This change will: 
A. Decrease the firm's WACC. 
B. Increase the cost of equity financing. 
C. Increase the total debt level of the firm. 
D. Not affect the firm's capital budgeting decisions. 
E. Cause the NPV of projects under consideration to decrease. 
 
32. WACC is the: 
A. Required rate of return on a firm. 
B. Average rate of return needed to increase the value of a firm's stock.  
C. Average IRR of the firm's current projects. 
D. Cost of obtaining equity financing. 
E. Discount rate based on the pre-tax cost of capital. 
 
QUESTION 1 – PART A (4 MARKS) 
Snoopy Inc. is considering a project that will result in initial after-tax cash savings of $1.9 million at the end of 
the first year, and these savings will grow at 1% per year indefinitely. The firm has a target debt to equity ratio 
of 0.8, a cost of equity of 14%, and an after tax cost of debt of 3.8%. This project is risker than the firm, so 



management applies an adjustment factor of +3% to the cost of capital. Under what circumstances should the 
firm take on the project? 
Summer 2, 2015: 
 
QUESTION 2 (10 MARKS) 
Please show all your calculations. If you use a formula, show the formula used and also the formula with the 
numerical values. If you use a financial calculator, show the formula used, the formula with the numerical 
values, and the inputs. 
Robin Corp. has 10 million shares of common stock with a book value of $25 per share. Robin just paid an 
annual dividend of $4 per share, and shareholders expect it to grow by one percent per year forever. The 
current beta of the common stock is 0.75. The Treasury bill rate is 2% and the return on the market proxy is 
12%. The firm also has one million 7% preferred shares outstanding with a face (par) value of $100. The 
preferred stock is trading at 110% of par value. The firm also has $200 million face value of outstanding debt 
with a coupon of 4% and an annualized yield to maturity of 3%. The bonds make semi-annual payments and 
have 8 years to maturity. In addition, the firm has Robin has a 30% tax rate. Calculate Robin’s weighted 
average cost of capital. 
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