Additional practice problems on chapter 13 (Capital Budgeting)
Set 1

Question 1:

The following cash flows are estimated for two mutually exclusive projects:


Year		Project A		Project B
0			-$100,000		-$110,000
1			$60,000		$20,000
2			$40,000		$40,000
3			$20,000		$40,000
4			$10,000		$50,000

Find:

1. The IRR for A 
1. The IRR for B 
1. The cross over rate
1. When is project B more attractive than project A? That is, over what range of costs of capital (K) does project B have a higher NPV than project A? (to be done in class)




Question 2:

Consider an investment that has the following cash flows:

Year			Cash flow
0. -$10,000
0. $3,000
0. $4,000
0. $5,000
0. $5,000


If the cost of capital is 10%, find:

1. Payback)
1. Discounted payback 
1. NPV 
1. IRR 
1. PI 

Question 3:

A company is considering two separate, mutually exclusive projects A and B.
Project A requires an initial investment of $100,000 and is expected to generate after-tax
cash flows of $15,000 per year forever. Project B requires an initial investment of $150,000 and is expected to generate after-tax cash flows of $18,000 per year forever. The appropriate discount rate is 10 percent. What is the crossover rate for projects A and B? 


Question 4:

You have just completed an analysis of a project and have found that the project has a payback period of 3 years and an NPV of $1,000,000. Your boss will only accept projects with payback periods of at most 2 years. Provide two reasons why your boss should not rely entirely on the payback period to choose projects. Provide a brief explanation of each reason – point form is recommended.



Question 5:

Braun Industries is considering an investment project that has the following cash flows:
Year 		Cash Flow
0 		-$1,000
1 		400
2 		300
3 		500
4 		400

The company’s discount rate is 10 percent. What is the project’s discounted payback, internal rate of return (IRR), and net present value (NPV)?





Question 6:

A project has multiple IRRs. Which should you use in determining whether or not to accept the project, the highest, the lowest, or the intermediate IRR?
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Question 7:

A profitability index of .85 for a project means that:

A) the present value of benefits is 85% greater than the project's costs.
B) the project's NPV is greater than zero.
C) the project returns 85 cents in present value for each current dollar invested.
D) the payback period is less than one year.
E) IRR of the project is higher than the required rate of return.






Question 8:

The internal rate of return on a project is 11.24%. Which of the following (is) are true if the project is assigned a 9.5% discount rate?

I The project will have a negative net present value.
II The profitability index will be greater than 1.0.
III The initial investment is less than the market value of the project.
IV The project will have a positive effect on shareholders if it is accepted.

A) I only
B) II and IV only
C) I and III only
D) II and III only
E) II, III, and IV only






