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Chapter 9 Net Present Value and Other Investment Criteria 1. For most projects, the AAR should be less than the IRR. Ans: False



Level: Basic



Subject: AAR Analysis



Type: Concepts



2. A firm that only accepts projects for which the IRR is equal to the firm's required return will, on average, neither create nor destroy wealth for its shareholders. Ans: True



Level: Basic



Subject: IRR



Type: Concepts



3. Two projects that are mutually exclusive are said to be independent. Ans: False



Level: Basic



Subject: Independent Projects



Type: Concepts



4. When multiple IRR's exist, a project must have a negative NPV at the highest IRR. Ans: False



Level: Basic



Subject: Multiple IRRs



Type: Concepts



5. A project which has a discounted payback period longer than its life also has a positive NPV. Ans: False



Level: Basic



Subject: NPV & Discounted Payback



Type: Concepts



6. The difference between the market value of an investment and its cost is the: A) Net present value. B) Internal rate of return. C) Payback period. D) Profitability index. E) Discounted payback period. Ans: A



Level: Basic



Subject: Net Present Value



Type: Definitions



7. The process of valuing an investment by determining the present value of its future cash flows is called (the): A) Constant dividend growth model. B) Discounted cash flow valuation. C) Average accounting valuation. D) Expected earnings model. E) Capital Asset Pricing Model. Ans: B



Level: Basic



Subject: Discounted Cash Flow Valuation



Type: Definitions



8. The net present value (NPV) rule can be best stated as: A) An investment should be accepted if, and only if, the NPV is exactly equal to zero. B) An investment should be rejected if the NPV is positive and accepted if it is negative. C) An investment should be accepted if the NPV is positive and rejected if it is negative. D) An investment with greater cash inflows than cash outflows, regardless of when the cash flows occur, will always have a positive NPV and therefore should always be accepted. E) None of the above. Ans: C



Level: Basic



Subject: Net Present Value Rule



Type: Definitions
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Chapter 9 Net Present Value and Other Investment Criteria



9. The length of time required for an investment to generate cash flows sufficient to recover its initial cost is the: A) Net present value. B) Internal rate of return. C) Payback period. D) Profitability index. E) Discounted payback period. Ans: C



Level: Basic



Subject: Payback



Type: Definitions



10. The payback rule can be best stated as: A) An investment is acceptable if its calculated payback period is less than some prespecified number of years. B) An investment should be accepted if the payback is positive and rejected if it is negative. C) An investment should be rejected if the payback is positive and accepted if it is negative. D) An investment is acceptable if its calculated payback period is greater than some prespecified number of years. E) None of the above. Ans: A



Level: Basic



Subject: Payback Rule



Type: Definitions



11. The length of time required for an investment's discounted cash flows to equal its initial cost is the: A) Net present value. B) Internal rate of return. C) Payback period. D) Profitability index. E) Discounted payback period. Ans: E



Level: Basic



Subject: Discounted Payback



Type: Definitions



12. The discounted payback rule can be best stated as: A) An investment is acceptable if its discounted payback period is greater than some prespecified number of years. B) An investment should be accepted if the discounted payback is positive and rejected if it is negative. C) An investment should be rejected if the discounted payback is positive and accepted if it is negative. D) An investment is acceptable if its discounted payback period is less than some prespecified number of years. Ans: D



Level: Basic



Subject: Discounted Payback Rule



Type: Definitions



13. An investment's average net income divided by its average book value is the: A) Net present value. B) Internal rate of return. C) Average accounting return. D) Profitability index. E) Payback period. Ans: C



Level: Basic



Subject: Average Accounting Return



Type: Definitions
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Chapter 9 Net Present Value and Other Investment Criteria



14. The average accounting return (AAR) rule can be best stated as: A) An investment is acceptable if its AAR is less than a target AAR. B) An investment is acceptable if its AAR exceeds a target AAR. C) An investment is acceptable if its AAR exceeds the firm's return on equity (ROE) . D) An investment is acceptable if its AAR is less than the firm's return on assets (ROA) . Ans: B



Level: Basic



Subject: Average Accounting Return



Type: Definitions



15. The discount rate that makes the net present value of investment exactly equal to zero is the: A) Payback period. B) Internal rate of return. C) Average accounting return. D) Profitability index. E) Discounted payback period. Ans: B



Level: Basic



Subject: Internal Rate Of Return



Type: Definitions



16. Complete the following decision rule: A project should be accepted if its ______ exceeds the firm's required rate of return. A) IRR B) NPV C) payback D) discounted payback E) AAR Ans: A



Level: Basic



Subject: IRR Analysis



Type: Definitions



17. The internal rate of return (IRR) rule can be best stated as: A) An investment is acceptable if its IRR is exactly equal to its net present value (NPV). B) An investment is acceptable if its IRR is exactly equal to zero. C) An investment is acceptable if its IRR is less than the required return, or else it should be rejected. D) An investment is acceptable if its IRR exceeds the required return, or else it should be rejected. E) None of the above. Ans: D



Level: Basic



Subject: Internal Rate Of Return Rule



Type: Definitions



18. The possibility that more than one discount rate will make the NPV of an investment zero is called the ___________ problem. A) net present value profiling B) operational ambiguity C) mutually exclusive investment decisions D) issues of scale E) multiple rates of return Ans: E



Level: Basic



Subject: Multiple Rates Of Return



Type: Definitions
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Chapter 9 Net Present Value and Other Investment Criteria



19. A situation in which taking one investment prevents the taking of another is called: A) Net present value profiling. B) Operational ambiguity. C) Mutually exclusive investment decisions. D) Issues of scale. E) Multiple rates of return. Ans: C



Level: Basic



Subject: Mutually Exclusive Projects



Type: Definitions



20. The present value of an investment's future cash flows divided by its initial cost is the: A) Net present value. B) Internal rate of return. C) Average accounting return. D) Profitability index. E) Payback period. Ans: D



Level: Basic



Subject: Profitability Index



Type: Definitions



21. The profitability index (PI) rule can be best stated as: A) An investment is acceptable if its PI is greater than one. B) An investment is acceptable if its PI is less than one. C) An investment is acceptable if its PI is greater than the internal rate of return (IRR). D) An investment is acceptable if its PI is less than the net present value (NPV). E) None of the above. Ans: A



Level: Basic



Subject: Profitability Index Rule



Type: Definitions



22. Net present value can be defined as: A) The rate of return that causes the present value of all cash flows associated with a project to equal zero. B) The discount rate that causes the current value of cash inflows to exceed the current value of cash outflows. C) A measure of the value created or added today by undertaking a project. D) The cash outflows from a project subtracted from the cash inflows for the project. E) The net costs of a project subtracted from the net income generated from the project. Ans: C



Level: Basic



Subject: Net Present Value



Type: Definitions



23. The crossover point is defined as the discount rate that: A) Causes the net present value of a project to equal zero. B) Causes the IRR of one project to exceed the IRR of a second project. C) Indicates the point where the IRR equals zero as IRR moves in a downward direction. D) Makes the net present values of two projects equal. E) Causes a project to move from a positive net present value to a negative net present value. Ans: D



Level: Basic



Subject: Crossover Point



Type: Definitions
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Chapter 9 Net Present Value and Other Investment Criteria



24. The principle that an investment should be accepted if the difference between the investment's market value and its cost is positive and rejected if the difference is negative is referred to as the: A) Average accounting return rule. B) Internal rate of return rule. C) Profitability index rule. D) Discounted payback rule. E) Net present value rule. Ans: E



Level: Basic



Subject: Net Present Value Rule



Type: Definitions



25. Average accounting return is defined as: A) Average net income divided by average book value. B) Average cash inflow divided by average cash outflow. C) Average sales divided by average total assets. D) Average net income divided by average project cost. E) Average cash inflow divided by average book value. Ans: A



Level: Basic



Subject: Average Accounting Return



Type: Definitions



26. The discounted payback period is best defined as the length of time until the: A) Sum of the discounted cash flows is equal to the average book value. B) Sum of the discounted cash flows is equal to the initial investment. C) Sum of the cash inflows is equal to the sum of the cash outflows. D) Sum of the discounted cash flows from project A equals the sum of the discounted cash flows from project B. E) Sum of the discounted net income is equal to the cost of the project. Ans: B



Level: Basic



Subject: Discounted Payback



Type: Definitions



27. By definition, the net present value is equal to zero when the discount rate is equal to the: A) Average account rate of return. B) Rate used in the discounted payback formula. C) Profitability index rate. D) Internal rate of return. E) Crossover rate. Ans: D



Level: Basic



Subject: Internal Rate Of Return



Type: Definitions



28. When the decision to accept or reject one project does not affect the decision to accept or reject any other project, the project is said to be: A) Mutually exclusive. B) Mutually inclusive. C) Independent. D) A crossover project. E) Acceptable. Ans: C



Level: Basic



Subject: Independent Projects



Type: Definitions
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Chapter 9 Net Present Value and Other Investment Criteria



29. The present value created per dollar invested is called the: A) Net present value. B) Profitability index. C) Internal rate of return. D) Accounting return. E) Discounted payback. Ans: B



Level: Basic



Subject: Profitability Index



Type: Definitions



30. A conventional cash flow is defined as a series of cash flows where: A) The total of the cash flows is positive. B) All of the cash flows are positive. C) The sum of the cash flows is equal to zero. D) The present value of the cash flows is equal to zero. E) Only the initial cash flow is negative. Ans: E



Level: Basic



Subject: Conventional Cash Flow



Type: Definitions



31. The length of time needed to recover the initial investment once time value of money is considered is called the: A) Discounted payback period. B) Average accounting return period. C) Discounted net present value period. D) Payback period. E) Internal time interval. Ans: A



Level: Basic



Subject: Discounted Payback



Type: Definitions



32. Which of the following questions are addressed in the capital budgeting process? I. What products or services will we offer or sell? II. In what markets will we compete? III. What new products will we introduce? A) I only B) III only C) I and II only D) I and III only E) I, II, and III Ans: E



Level: Basic



Subject: Capital Budgeting Process



Type: Concepts



33. The essence of _________________ is determining whether a proposed investment or project will generate positive wealth for the owners of the firm once it is in place. A) capital budgeting B) internal rate of return analysis C) cash flow analysis D) payback analysis E) the profitability index Ans: A



Level: Basic



Subject: Capital Budgeting



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



34. Which of the following is NOT correct? A) NPV is one of the two or three most important concepts in finance. B) NPV is always just the difference between the market value of an asset or project and its cost. C) The financial manager acts in the shareholders' best interests by identifying and taking positive NPV projects. D) NPV's can normally be directly observed in the market. E) Investment criteria other than NPV provide additional information about whether or not a project truly has a positive NPV. Ans: D



Level: Basic



Subject: Net Present Value



Type: Concepts



35. Net present value _____________. A) is equal to the initial investment in a project B) compares project cost to the present value of the project benefits C) is equal to zero when the discount rate used is less than the IRR D) is simplified by the fact that future cash flows are easy to estimate E) requires the firm set an arbitrary cutoff point for determining whether an investment is acceptable Ans: B



Level: Basic



Subject: Net Present Value



Type: Concepts



36. An NPV of zero implies that an investment's ____________. A) cost exceeds the present value of its cash inflows B) cost is equal to the present value of its cash inflows C) IRR is greater than the firm's required rate of return D) present value of cash inflows are positive E) present value of cash inflows exceed the investment's cost Ans: B



Level: Basic



Subject: Net Present Value



Type: Concepts



37. The __________ decision rule is considered the "best" in principle. A) internal rate of return B) payback period C) average accounting return D) net present value E) profitability index Ans: D



Level: Basic



Subject: Net Present Value



Type: Concepts



38. _________ quantifies, in dollar terms, how stockholder wealth will be affected by undertaking a project. A) Discounted payback analysis B) The average accounting return C) The internal rate of return D) Net present value E) The profitability index Ans: D



Level: Basic



Subject: Net Present Value



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



39. If the required return is zero, then: A) The payback period exceeds the discounted payback period. B) The NPV equals the difference between the undiscounted future cash flows and the initial cost. C) If the NPV is negative, the IRR will be greater than zero. D) The PI will be less than one. E) The project will be acceptable according to the AAR criteria. Ans: B



Level: Basic



Subject: NPV Investment Criteria



Type: Concepts



40. A project whose NPV equals zero ______________. A) should be rejected B) has a profitability index that is greater than one C) is expected to earn a return equal to the firm's required return D) has a discounted payback period that is shorter than the life of the project E) should be accepted even if the firm has alternative investments with positive NPVs Ans: C



Level: Basic



Subject: Net Present Value



Type: Concepts



41. You run a small bagel shop and are considering replacing your four employees with automated machines that allow customers to buy their bagels without any human interaction. Of the following, the most difficult task you face in computing the NPV of this change is A) estimation of the reduction in wages you will have from the decrease in work force B) estimation of the reduction in taxes you will get from the increase in depreciation C) estimation of the cost of purchasing the new equipment D) estimation of the cost of installing the new equipment E) estimation of the total change in sales that will result from the change Ans: E



Level: Basic



Subject: Cash Flow Estimation



Type: Concepts



42. A financial manager who consistently underestimates the ___________ will tend to incorrectly reject projects that would actually create wealth for the stockholders. A) marginal income tax rate B) initial cost of projects C) future cash outlays associated with projects D) required return on projects E) future cash inflows associated with projects Ans: E



Level: Basic



Subject: Project Analysis



Type: Concepts



43. Which of the following decision rules is best for evaluating projects for which cash flows beyond a specified point in time, and the time value of money, can both be ignored? A) Payback B) Net present value C) Average accounting return D) Profitability index E) Internal rate of return Ans: A



Level: Basic



Subject: Payback



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



44. A firm seeks to accept projects with a high degree of liquidity, avoid the higher forecasting error associated with cash flows occurring in the distant future, and avoid projects that require a large amount of research and development expenses. This firm may be justified in using the ____________ to evaluate its projects. A) IRR rule B) NPV rule C) AAR rule D) payback rule E) PI rule Ans: D



Level: Basic



Subject: Payback Period



Type: Concepts



45. If a firm uses the _____________ as an investment criterion, one of the risks it takes is that it may ignore some future cash flows. A) AAR B) NPV C) IRR D) profitability index E) payback rule Ans: E



Level: Basic



Subject: Payback Period



Type: Concepts



46. Which of the following uses an arbitrary cutoff number in its decision rule? I. Payback period II. AAR III. IRR A) I only B) II only C) III only D) I and II only E) II and III only Ans: D



Level: Basic



Subject: Payback Period



Type: Concepts



47. Which capital investment evaluation technique is described by the following characteristics? (1) Easy to understand; (2) Biased towards liquidity; (3) Requires an arbitrary cutoff point; (4) Ignores the time value of money. A) NPV B) IRR C) Profitability index D) Payback period E) Discounted payback Ans: D



Level: Basic



Subject: Payback Period



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



48. For which capital investment evaluation technique is the following a complete list of its disadvantages when compared to NPV analysis? (1) Ignores cash flows beyond the cutoff date; (2) Requires an arbitrary cutoff point; (3) Biased against long-term projects; (4) May reject positive NPV projects. A) NPV B) IRR C) AAR D) Payback period E) Discounted payback Ans: E



Level: Basic



Subject: Discounted Payback Period



Type: Concepts



49. Which of the following is a correct statement? A) The IRR is considered to be the most important project analysis technique. B) The AAR is considered preferable to the PI. C) Discounted payback analysis requires use of a discount rate. D) It is reasonable to use IRR to analyze mutually exclusive investments. E) Regular payback analysis is preferable to discounted payback analysis. Ans: C



Level: Basic



Subject: Discounted Payback



Type: Concepts



50. Which of the following is true about using discounted payback analysis for projects which have only positive cash flows after the initial outlay and for which the discount rate is positive? A) Discounted payback is better than simple payback because in simple payback analysis the cutoff payback period is arbitrarily set by management B) Any project that fails to pay back at all on a discounted basis must have a positive NPV C) When comparing two projects, the one with shorter payback period on a discounted basis will have a larger NPV D) Discounted payback is much simpler to calculate than regular payback E) The discounted payback period will be longer than the regular payback period Ans: E



Level: Basic



Subject: Discounted Payback



Type: Concepts



51. Which of the following decision rules has the advantage that the information needed for the calculation is readily available? A) Net present value B) Internal rate of return C) Average accounting return D) Payback period E) Discounted payback Ans: C



Level: Basic



Subject: Average Accounting Return



Type: Concepts



52. Which of the following is considered to be a redeeming feature of average accounting return analysis? A) It incorporates time value of money. B) Estimation of the appropriate cutoff rate is straightforward and easy. C) Calculation relies on net income and not cash flows or asset values. D) Calculation relies on book values and not market values or cash flows. E) It is relatively easy to calculate. Ans: E



Level: Basic



Subject: Average Accounting Return



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



53. Which of the following does NOT incorporate discounted cash flow (DCF) valuation in its calculation? A) Discounted payback B) Profitability index C) Net present value D) Internal rate of return E) Average accounting return Ans: E



Level: Basic



Subject: AAR



Type: Concepts



54. Which of the following is calculated using ONLY accounting numbers? A) Payback period B) Profitability index C) Net present value D) Internal rate of return E) Average accounting return Ans: E



Level: Basic



Subject: Average Accounting Return



Type: Concepts



55. Which capital investment evaluation technique offers the following advantages? (1) Easy to calculate; (2) Needed information will usually be available. A) NPV B) IRR C) AAR D) Payback period E) Discounted payback Ans: C



Level: Basic



Subject: Average Accounting Return



Type: Concepts



56. To find the __________ we begin by setting the NPV of a project equal to zero. A) payback period B) discounted payback period C) internal rate of return D) profitability index E) average accounting return Ans: C



Level: Basic



Subject: IRR



Type: Concepts



57. Which capital investment evaluation technique is described by the following characteristics? (1) Easy to understand and communicate; (2) May result in multiple answers; (3) May lead to incorrect decisions when applied to mutually exclusive investments. A) NPV B) IRR C) AAR D) Payback period E) Discounted payback Ans: B



Level: Basic



Subject: Internal Rate Of Return



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



58. A project which has an initial cash outlay, with all future cash flows positive, is said to be: A) Independent. B) Conventional. C) Mutually exclusive. D) Value-creating. E) Short term. Ans: B



Level: Basic



Subject: Conventional Cash Flows



Type: Concepts



59. Which of the following can cause a project to have multiple IRRs? A) The project has a large initial outlay. B) A ten-year project has a negative cash flow in the last year of the project's life. C) A project has negative cash flows in the first three years, but positive cash flows thereafter. D) Whenever project cash flows are conventional. E) With mutually exclusive investments. Ans: B



Level: Basic



Subject: Multiple IRRs



Type: Concepts



60. Your firm's CFO presents you with two capital budgeting analyses: one that involves buying a new delivery truck to replace the existing truck and one that involves the purchase of a three-ton metal stamping press to replace the existing press on the plant floor. This is an example of a decision involving _______________. A) mutually exclusive projects B) crossover projects C) payback projects D) independent projects E) working capital projects Ans: D



Level: Basic



Subject: Independent Projects



Type: Concepts



61. The use of which of the following could lead to incorrect decisions when comparing mutually exclusive investments? I. Internal rate of return II. Profitability index III. Average accounting return A) I only B) II only C) III only D) I and II only E) I and III only Ans: D



Level: Basic



Subject: Mutually Exclusive Projects



Type: Concepts



62. Your firm needs to buy a metal stamping press. The CFO presents you with two analyses: one for a press that is automated, requiring little labour to operate, and another that is manual, requiring a significant amount of labour. This is an example of a decision involving ______________. A) independent projects B) working capital projects C) positive NPV projects D) crossover projects E) mutually exclusive projects Ans: E



Level: Basic



Subject: Mutually Exclusive Projects



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



63. In comparing two projects using an NPV profile, at the point where the net present value of the projects involved are equal, ______________________. A) the IRR of each is equal to zero B) the IRR of each is equal to the cost of capital C) the discount rate that equates them is called the crossover rate D) the projects both have NPVs equal to zero E) the AAR exceeds the cost of capital Ans: C



Level: Basic



Subject: Crossover Rate



Type: Concepts



64. Ranking conflicts can arise if one relies on IRR instead of NPV when: A) The first cash flow is negative and the remaining cash flows are positive. B) Projects are independent of one another. C) A project has more than one NPV. D) Projects are mutually exclusive. E) The profitability index is greater than one. Ans: D



Level: Basic



Subject: IRR vs. NPV



Type: Concepts



65. In which of the following cases can NPV and IRR lead to different decisions? I. Project cash flows are conventional. II. The IRR is negative. III. An investment decision involves mutually exclusive choices. A) I only B) III only C) I and II only D) I and III only E) II and III only Ans: B



Level: Basic



Subject: Net Present Value & Internal. . .



Type: Concepts



66. Consider a project with an initial investment and positive future cash flows. As the discount rate is increased the ___________________. A) IRR remains constant while the NPV increases B) IRR decreases while the NPV remains constant C) IRR remains constant while the NPV decreases D) IRR increases while the NPV remains constant E) IRR decreases while the NPV decreases Ans: C



Level: Basic



Subject: Net Present Value & Internal. . .



Type: Concepts



67. A manager will prefer the IRR rule over the NPV rule if the manager: A) Prefers to talk in terms of rates of return. B) Can accurately forecast future cash flows. C) Dislikes the discounted payback analysis. D) Also prefers use of payback analysis. E) Is considering mutually exclusive projects. Ans: A



Level: Basic



Subject: NPV vs. IRR



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



68. Which of the following calculations takes the time value of money into account? I. Payback II. Average accounting return III. Profitability index A) I only B) II only C) III only D) I and III only E) II and III only Ans: C



Level: Basic



Subject: Profitability Index



Type: Concepts



69. If an investment has a(n) ___________ of 1.2 it can be said that the investment generates $1.20 in present value benefits for each dollar of invested costs. A) profitability index B) net present value C) internal rate of return D) payback period E) average accounting return Ans: A



Level: Basic



Subject: Profitability Index



Type: Concepts



70. If financial managers only invest in projects that have a profitability index greater than one, I. firm value will be maximized. II. shareholder wealth will be maximized. III. share price will be maximized. A) I only B) II only C) III only D) I and III only E) I, II, and III Ans: E



Level: Basic



Subject: Profitability Index



Type: Concepts



71. If a project with conventional cash flows has a profitability index less than one, then: A) The IRR is greater than the required return. B) The discounted payback period is greater than the project's life. C) The AAR is greater than the required return. D) The payback period is less than the maximum acceptable period. E) The NPV is positive. Ans: B



Level: Basic



Subject: Profitability Index



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



72. Which capital investment evaluation technique is described by the following characteristics? (1) Closely related to NPV; (2) Easy to understand and communicate; (3) May lead to incorrect decisions when comparing mutually exclusive investments; (4) May be useful when the available investment funds are limited. A) NPV B) IRR C) AAR D) Payback period E) PI Ans: E



Level: Basic



Subject: Profitability Index



Type: Concepts



73. Rank the following decision rules from worst to best in terms of their overall usefulness in capital budgeting analysis. I. NPV II. Payback III. IRR A) II, III, I B) II, I, III C) III, I, II D) I, III, II E) III, II, I Ans: A



Level: Basic



Subject: Investment Criteria



Type: Concepts



74. For a project with conventional cash flows, if NPV is greater than zero, then: A) The IRR is equal to the firm's required rate of return. B) The profitability index is greater than 1. C) The payback period is faster than the firm's required cutoff point. D) The AAR exceeds the IRR. E) The project does not pay back on a discounted payback basis. Ans: B



Level: Basic



Subject: NPV & Profitability Index



Type: Concepts



75. Which of the following is (are) biased in favour of liquid investments? I. Payback period II. AAR III. Discounted payback A) I only B) III only C) I and II only D) I and III only E) I, II, and III Ans: D



Level: Basic



Subject: Short-Term Biases



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



76. The use of which of the following could lead to incorrect decisions in comparing mutually exclusive investments? I. Internal rate of return II. Profitability index III. Average accounting return A) I only B) II only C) III only D) I and II only E) I and III only Ans: D



Level: Basic



Subject: Ranking Projects



Type: Concepts



77. Which of the following is NOT a true statement? A) The payback rule ignores the time value of money. B) The discounted payback rule requires a cutoff hurdle be set. C) The profitability index is closely related to the payback period. D) The AAR is based on accounting data. E) There may be multiple IRRs for a independent project. Ans: C



Level: Basic



Subject: Capital Budgeting Rules



Type: Concepts



78. A project has a required return of 15% and a five year life. Which of the following is inconsistent with the other four? A) The discounted payback is five years B) PI = 0 C) NPV = $0 D) IRR = 15% E) The present value of the future cash flows equals the initial outlay Ans: B



Level: Basic



Subject: Decision Rules



Type: Concepts



79. Which of the following statements is false? A) If a project has a profitability index greater than one the project should be accepted. B) If a firm's target average accounting return is less than that calculated for a given project then the project should be accepted. C) If the cost of capital is greater than the IRR, the project should be accepted. D) If a project has a payback which is faster than the company requires the project should be accepted. E) If the NPV of a project is positive, it should be accepted. Ans: C



Level: Basic



Subject: Decision Rules



Type: Concepts
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Chapter 9 Net Present Value and Other Investment Criteria



80. Which of the following will NOT lead to ambiguous decision-making when considering mutually exclusive projects? I. AAR II. PI III. IRR IV. NPV A) I only B) II and III only C) II and IV only D) I and IV only E) IV only Ans: D



Level: Basic



Subject: Mutually Exclusive Decisions



Type: Concepts



81. According to the capital budgeting surveys cited in the text, in general, most financial managers of large Canadian firms: A) Prefer to rely exclusively on payback analysis to evaluate projects. B) Use the AAR as their primary method of evaluating capital budgeting projects. C) Who use payback analysis use it only in conjunction with some other type of analysis. D) Prefer to use NPV or IRR to analyze their investment projects. E) Make use of payback analysis more heavily than discounted cash flow methods. Ans: C



Level: Basic



Subject: Capital Budgeting In Practice



Type: Concepts



82. 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 Ans: E



Level: Challenge



Subject: Net Present Value And Internal Rate Of Return



83. The primary idea behind the net present value rule is that an investment: A) Is worthwhile if it creates value for the owners. B) Must have total cash flows that equal zero. C) Should be accepted if it enhances management's position. D) Should break-even from an accounting point of view. E) Should earn a rate of return that is less than the discount rate. Ans: A



Level: Intermediate



Subject: Net Present Value



Type: Concepts



Copyright © 2005 McGraw-Hill Ryerson Limited.



Page 17



Type: Concepts



Chapter 9 Net Present Value and Other Investment Criteria



84. Generally, the most difficult part of utilizing the net present value concept is: A) Determining the initial cash outflow required to start a project. B) Computing the net present value once the discount rate and cash flows are determined. C) Determining whether the discount rate used is higher or lower than the internal rate of return. D) Estimating the future cash flows given the initial investment in the project. E) Making the accept/reject decision once the net present value is computed. Ans: D



Level: Intermediate



Subject: Net Present Value



Type: Concepts



85. An advantage of the payback method is its: A) Time value of money considerations. B) Application of readily available accounting data. C) Cut-off point. D) Long-term perspective. E) Simplicity. Ans: E



Level: Intermediate



Subject: Payback



Type: Concepts



86. The payback method: A) Entails difficult computations. B) Is prejudiced towards short-term projects. C) Always applies a ten year cut-off point for cash flows. D) Adjusts for the risk level inherent in a project. E) Is generally used only for large projects. Ans: B



Level: Intermediate



Subject: Payback



Type: Concepts



87. Which of the following statements is (are) true concerning the comparison between payback and discounted payback? I. From a financial point of view, the discounted payback method is preferred over the payback method. II. The discounted payback is more difficult to compute and thus is not as widely used as the payback method. III. Both methods are biased towards liquidity. IV. Both methods consider the time value of money. A) I and III only B) II and IV only C) I and II only D) I, II, and III only E) I, II, III, and IV Ans: D



Level: Intermediate



Subject: Discounted Payback



Type: Concepts
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88. Which one of the following statements is correct concerning the average accounting return (AAR)? A) The average book value used in the AAR formula will always equal one-half of the initial investment as long as straight-line depreciation over the life of the project is used. B) The average net income is the same as the total cash flows from the project minus the initial cash outflow to start the project. C) The AAR is similar to the profitability index in that both are based on accounting values rather than financial cash flows. D) Under the AAR rule, a project should be accepted if the targeted AAR is greater than the project's AAR. E) The AAR is a true financial rate of return, which is relatively easy to compute. Ans: A



Level: Intermediate



Subject: Average Accounting Return



Type: Concepts



89. Which of the following statements is (are) true concerning the internal rate of return (IRR)? I. The IRR is the most widely used capital budgeting technique. II. The IRR method can produce multiple rates of return if the cash flows are nonconventional. III. If the IRR rate is used as the discount rate, then the resulting profitability index must equal 1.0. IV. The crossover point occurs where the IRR of two projects are equal. A) II only B) II and III only C) II and IV only D) I, II, and III only E) I, II, and IV only Ans: D



Level: Intermediate



Subject: Internal Rate Of Return



Type: Concepts



90. As the required rate of return increases, the: A) Net present value increases. B) Payback period decreases. C) Profitability index decreases. D) Discounted payback period decreases. E) Average accounting return decreases. Ans: C



Level: Challenge



Subject: Capital Budgeting Techniques



Type: Concepts



91. A project should be accepted when the: A) Profitability index is less than 1.0. B) AAR is less than the targeted AAR. C) Net present value is negative. D) IRR exceeds the required rate. E) Payback period is greater than the prescribed number of years. Ans: D



Level: Intermediate



Subject: Capital Budgeting Techniques



Type: Concepts



92. The payback method assumes that the cash flows: A) Are an annuity stream. B) Occur evenly throughout the year. C) Occur at the end of the year. D) Are discounted at the IRR rate. E) Are calculated with the consideration of the time value of money. Ans: B



Level: Basic



Subject: Payback Method



Type: Concepts
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93. The profitability index will be: A) Greater than 1.0 whenever the net present value is negative. B) Negative any time the net present value is negative. C) Less than 1.0 any time the discount rate is less than the IRR. D) Equal to 1 any time the IRR is less than the discount rate. E) Greater than 1.0 when the IRR is greater than the discount rate. Ans: E



Level: Challenge



Subject: Profitability Index



Type: Concepts



94. Randy's Manufacturing is considering two mutually exclusive projects. The company has a required rate of return of 13.5% on projects of this nature. Project A costs $100,000 and has an IRR of 14.5%. Project B costs $150,000 and has an IRR of 14%. Which project should be accepted and why? A) Project A because it costs less and has a higher IRR than Project B B) Project A because it has the highest IRR of the two projects and exceeds the required return C) Project B because it has the largest net present value D) Project B because it has the lower IRR of the two projects E) Both projects because both project IRRs are greater than the required return Ans: C



Level: Intermediate



Subject: Mutually Exclusive Projects



Type: Concepts



95. An independent project has conventional cash flows and a positive net present value. It can be stated with certainty that the project is acceptable according to the capital budgeting technique known as: A) Payback. B) Discounted payback. C) The accounting rate of return. D) The crossover method. E) The internal rate of return. Ans: E



Level: Intermediate



Subject: Capital Budgeting Techniques



Type: Concepts



96. The internal rate of return (IRR) is often preferred by managers over the net present value (NPV) because the IRR: A) Is more reliable given unconventional cash flows. B) Is the discount rate that maximizes net profits. C) Is contingent upon the current market rates of return. D) Reveals the discount rate that maximizes the net present value. E) Is expressed as a rate while the NPV is expressed in dollar terms. Ans: E Level: Intermediate Type: Concepts



Subject: Internal Rate Of Return Versus Net Present Value
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97. Which of the following are advantages of using net present value when evaluating projects? I. NPV lets you know in today's dollars how much better off or worse off you will be if you accept a project. II. NPV includes time value of money considerations. III. The NPV method quickly determines the discount rate that changes an accept decision into a reject decision and vice versa. IV. NPV indicates the expected impact on the owners of the firm. A) I and II only B) II and IV only C) I, II, and IV only D) II, III, and IV only E) I, II, III, and IV Ans: C



Level: Intermediate



Subject: Net Present Value



Type: Concepts



98. The internal rate of return should: A) Not be used for ranking mutually exclusive projects. B) Only be applied to small projects. C) Be relied upon more heavily than the net present value. D) Always result in the same decision as discounted payback. E) Lead to correct decisions when comparing mutually exclusive projects. Ans: A



Level: Intermediate



Subject: Internal Rate Of Return



Type: Concepts



99. Which of the following statements concerning the average accounting return is (are) correct? I. The information used in the AAR calculation is easily obtainable. II. A project is accepted if the target AAR exceeds the project AAR. III. The AAR ignores the time value of money. IV. The AAR is based on cash flows and market values. A) I only B) I and III only C) I and II only D) I, III, and IV only E) III and IV only Ans: B



Level: Intermediate



Subject: Average Accounting Return



Type: Concepts



100. Which of the following capital budgeting techniques employ some sort of arbitrary value against which the project measurement must be compared when determining whether to accept or reject a project? I. Net present value II. Average accounting return III. Profitability index IV. Discounted payback A) II and IV only B) II, III, and IV only C) I and II only D) I, II, and IV only E) I, III, and IV only Ans: A



Level: Intermediate



Subject: Capital Budgeting Techniques
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101. Monika's Café wants to expand their dining area and are considering two alternatives. Alternative 1 converts the existing dining area into a buffet line and then builds a new dining area. Alternative 2 builds a new dining area and remodels the current dining area so that one expansive area is created. This is an example of: A) A crossover point. B) Mutually exclusive projects. C) Negatively correlated projects. D) Independent projects. E) Multiple IRR projects. Ans: B



Level: Basic



Subject: Mutually Exclusive Projects



Type: Concepts



102. Ginny is considering two independent projects. Each project costs $10,000. Project A produces cash inflows of $3,000 a year for four years. Project B produces no cash flows for the first two years and $6,000 a year for the following two years. Ginny wants to recoup her money within 3 years. Should Ginny accept these projects? A) Ginny should accept both projects. B) Ginny should accept Project A and reject Project B. C) Ginny should reject Project A and accept Project B. D) Ginny should reject both projects. E) Ginny cannot make that decision based on the information provided. Ans: D



Level: Basic



Subject: Payback



Type: Concepts



103. Calculate the NPV of the following project using a discount rate of 12%: Yr 0 = -$500; Yr 1 = -$50; Yr 2 = $50; Yr 3 = $200; Yr 4 = $400; Yr 5 = $400 A) $0.00 B) $61.22 C) $118.75 D) $208.04 E) $269.21 Ans: C



Level: Basic



Subject: Net Present Value



Type: Problems



104. You are considering a project that costs $300 and has expected cash flows of $110, $121, and $133.10 over the next three years. If the appropriate discount rate for the project's cash flows is 10%, what is the net present value of this project? A) The NPV is negative B) $0.00 C) $0.71 D) $19.79 E) $64.10 Ans: B



Level: Basic



Subject: Net Present Value



Type: Problems
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105. A project has an initial investment of $10,000, with $3,500 annual inflows for each of the subsequent four years. If the required return is 15%, what is the NPV? A) -$435.26 B) -$32.48 C) -$7.58 D) $4.63 E) $5.49 Ans: C



Level: Basic



Subject: Net Present Value



Type: Problems



106. What is the NPV of the following set of cash flows if the required return is 14%? Year 0 1 2 3 Cash Flow -$50,000 -$5,000 $50,000 $50,000 A) B) C) D) E)



4 -$25,000



The NPV is negative $3,034 $9,525 $10,376 $41,410



Ans: B



Level: Basic



Subject: Net Present Value



Type: Problems



107. Would you accept a project which is expected to pay $10,000 a year for seven years if the initial investment is $40,000 and your required return is 15%? A) Yes; the NPV is $1,604 B) Yes; the NPV is $1,446 C) Yes; the NPV is $4,238 D) No; the NPV is -$1,369 E) No; the NPV is -$2,783 Ans: A



Level: Basic



Subject: Net Present Value



Type: Problems



108. You are considering an investment with the following cash flows. Your required return is 10%, you require a payback of three years and a discounted payback of four years. If your objective is to maximize your wealth, should you take this investment? Year 0 1 2 3 4 5 Cash Flow -$100,000 $40,000 $40,000 $40,000 $40,000 -$50,000 A) B) C) D) E)



Yes, because the payback is 2.5 years. Yes, because the discounted payback is four years. Yes, because both the payback and the discounted payback are less than two years. No, because the NPV is negative. No, because the project has a large negative cash flow at the end of its life.



Ans: D



Level: Basic



Subject: Net Present Value Rule



Type: Problems
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109. You are going to choose between two investments. Both cost $80,000, but investment A pays $35,000 a year for four years while investment B pays $30,000 a year for five years. If your required return is 13%, which should you choose? A) A because it pays back sooner. B) A because its IRR exceeds 13%. C) A because it has a higher IRR. D) B because its IRR exceeds 13%. E) B because it has a higher NPV. Ans: E



Level: Basic



Subject: Net Present Value Rule



Type: Problems



110. You have a choice between two mutually exclusive investments. If you require a 14% return, which investment should you choose? A B Year Cash Flow Cash Flow 0 -$150,000 -$120,000 1 50,000 72,000 2 90,000 50,000 3 70,000 40,000 A) B) C) D) E)



Project B, because it has a smaller initial investment. Project A, because it has a higher NPV. Either one, because they have the same profitability indexes. Project B, because it has the higher internal rate of return. Project B, because it pays back faster.



Ans: B



Level: Basic



Subject: Net Present Value Rule



Type: Problems



111. For a project with an initial investment of $40,000 and cash inflows of $11,000 a year for five years, calculate NPV given a required return of 11.65%. A) -$1,205 B) -$1,103 C) -$1.23 D) $567 E) $1,218 Ans: C



Level: Basic



Subject: Net Present Value



Type: Problems



112. What is the payback period of a $40,000 investment with the following cash flows? Year 1 2 3 4 Cash Flow $20,000 $25,000 $10,000 $10,000 A) B) C) D) E)



5 $5,000



1.00 years 1.80 years 2.00 years 2.25 years 3.50 years



Ans: B



Level: Basic



Subject: Payback



Type: Problems



113. You are considering an investment which has the following cash flows. If you require a four year payback period, should you take the investment? Year 0 1 2 3 4 5
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Chapter 9 Net Present Value and Other Investment Criteria Cash Flow A) B) C) D) E)



-$70,000



$10,000



$20,000



$25,000



$40,000



$40,000



Yes, the payback is 1.000 years. Yes, the payback is 2.675 years. Yes, the payback is 3.375 years. No, the payback is 4.125 years. No, the payback is 5.500 years.



Ans: C



Level: Basic



Subject: Payback Rule



Type: Problems



114. A project costs $475 and has cash flows of $100 for the first three years and $75 in each of the project's last five years. What is the payback period of the project? A) The project never pays back B) 4.75 years C) 5.00 years D) 5.33 years E) 6.00 years Ans: D



Level: Basic



Subject: Payback



Type: Problems



115. What is the payback period for the following investment? Year 0 1 2 Cash Flow -$85,000 $30,000 $20,000 A) B) C) D) E)



3 $15,000



4 $10,000



4 years 3 years 2 years 1 year The investment doesn't pay back



Ans: E



Level: Basic



Subject: Payback



Type: Problems



116. What is the discounted payback of the following project if the required return is 14%? Year 0 1 2 3 4 Cash Flow -$60 $22 $22 $25 $10 A) B) C) D) E)



2 years 3 years 4 years 5 years It doesn't pay back on a discounted basis



Ans: D



Level: Basic



Subject: Discounted Payback



Type: Problems
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117. A project costs $475 and has cash flows of $100 for the first three years and $75 in each of the project's last five years. If the discount rate is 10%, what is the discounted payback period? A) The project never pays back on a discounted basis B) 5 years C) 6 years D) 7 years E) 8 years Ans: A



Level: Basic



Subject: Discounted Payback



Type: Problems



118. If the required return is 12%, what is the discounted payback period of the following cash flows? Year 0 1 2 3 4 5 Cash Flow -$65,000 $25,000 $25,000 $25,000 $10,000 $10,000 A) B) C) D) E)



2 years 3 years 4 years 5 years The project does not pay back on a discounted basis



Ans: C



Level: Basic



Subject: Discounted Payback



Type: Problems



119. Suppose a firm invests $600 in a project. The initial cost is depreciated straight-line to zero over 3 years. Net income from the project is $100, $125, and $140 in each of the three years of the project's life. What is the average accounting return? A) 18.25% B) 20.28% C) 35.49% D) 40.56% E) 60.83% Ans: D



Level: Basic



Subject: Average Accounting Return



Type: Problems



120. You are looking at an investment which has an initial cost of $400,000 and a salvage value of zero after five years. What is the average accounting return for this investment given the following annual net incomes: Year 1 2 3 4 5 Net $100,000 $150,00 $150,000 $100,000 $50,000 Income 0 A) B) C) D) E)



1% 36% 44% 48% 55%



Ans: E



Level: Basic



Subject: Average Accounting Return



Type: Problems



Copyright © 2005 McGraw-Hill Ryerson Limited.



Page 26



Chapter 9 Net Present Value and Other Investment Criteria



121. Suppose a project costs $300 and produces cash flows of $100 over each of the following six years. What is the IRR of the project? A) There is not enough information; a discount rate is required B) 10.0% C) 24.3% D) 34.9% E) 38.1% Ans: C



Level: Basic



Subject: Internal Rate Of Return



Type: Problems



122. Your required return is 15%. Should you accept a project with the following cash flows? Year 0 1 2 3 Cash Flow -$85 $40 $40 $35 A) B) C) D) E)



No, because the IRR is 13.9%. No, because the IRR is 14.7%. Yes, because the IRR is 16.2%. Yes, because the IRR is 17.2%. Yes, because the IRR is 19.2%.



Ans: D



Level: Basic



Subject: Internal Rate Of Return Rule



Type: Problems



123. What is the IRR of an investment that costs $77,500 and pays $27,500 a year for four years? A) 16% B) 18% C) 20% D) 22% E) 24% Ans: A



Level: Basic



Subject: Internal Rate Of Return



Type: Problems



124. You are evaluating two mutually exclusive projects, A and B. Project A costs $350 and has cash flows of $250 in each of the next two years. Project B costs $300 and generates cash flows of $300 and $100 for the next two years, respectively. What is the crossover rate for these projects? A) 26.38% B) 27.47% C) 30.28% D) 61.80% E) 83.48% Ans: C



Level: Basic



Subject: Crossover Rate



Type: Problems



125. Using the profitability index, which of the following projects would you choose if you have limited funds? Project Initial Investment NPV 1 $100,000 $30,000 2 80,000 25,000 3 60,000 15,000 4 40,000 17,000 5 105,000 40,000
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A) B) C) D) E)



Project 1 Project 2 Project 3 Project 4 Project 5



Ans: D



Level: Basic



Subject: Profitability Index



Type: Problems



126. You are considering the following projects but have limited funds to invest and can't take them all. Using the profitability index, rank the projects in the order in which you would accept them. That is, rank them from best to worst. Project Initial Investment NPV A $100,000 $30,000 B 80,000 25,000 C 40,000 17,000 A) B) C) D) E)



A, B, C B, C, A C, A, B C, B, A A, C, B



Ans: D



Level: Intermediate



Subject: Profitability Index



Type: Problems



127. What is the profitability index of the following investment if the required return = 14%? Year 0 1 2 3 Cash Flow -$60 $15 $30 $45 A) B) C) D) E)



0.92 1.11 1.13 1.27 1.93



Ans: B



Level: Basic



Subject: Profitability Index



Type: Problems



Use the following to answer questions 128-130: Project A B



Year 0 -$200 -$300



Year 1 $100 $175



Year 2 $100 $125



Year 3 $100 $125



128. Based on the payback rule, which of the following is false? A) With a payback cutoff of 1.5 years, both projects are unacceptable. B) With a payback cutoff of three years, both projects are acceptable. C) With a payback cutoff of one year, neither project is acceptable. D) Since both projects pay back, the NPV of both must be positive. E) You would be indifferent between the two projects. Ans: D



Level: Basic



Subject: Payback Rule



Type: Problems
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129. What is the crossover rate for these two projects? A) 12.2% B) 14.0% C) 15.4% D) 18.3% E) 19.1% Ans: C



Level: Intermediate



Subject: Crossover Rate



Type: Problems



130. If the discount rate is 14% and the firm has limited funds, which of the following is true? A) The PI of project A is less than 1.0. B) The PI of project B is less than 1.0. C) Based on the PI rule, project A is preferable. D) Both projects would be rejected based on the PI rule. E) The project with the smaller initial investment always has the higher PI. Ans: C



Level: Intermediate



Subject: Profitability Index Rule



Type: Problems



Use the following to answer questions 131-133: Use the following mutually exclusive investment cash flows for the question(s) below: Project Year 0 Year 1 Year 2 Year 3 Project A -$200 $100 $100 $100 Project B -275 $125 $125 $125



131. Based on the payback criterion, which of the following is NOT true? A) With a payback cutoff of 2.5 years, both projects are acceptable B) With a payback cutoff of three years, both projects are acceptable C) With a payback cutoff of 1.5 years, neither project is acceptable D) With a payback cutoff of 1.75 years, only Project A is acceptable E) If you choose the project that pays back the fastest, Project A is preferred Ans: D



Level: Intermediate



Subject: Payback Rule



Type: Problems



132. If the discount rate is 14%, using profitability index which of the following is true? A) The PI of project A is less than 1.0 B) The PI of project B is less than 1.0 C) Based on the PI, project A is preferable D) Both projects would be rejected based on the PI criterion E) Based on the two PI's, it is obvious the IRR for both projects is less than 14% Ans: C



Level: Intermediate



Subject: Profitability Index



Type: Problems



133. Compute the crossover rate for the two projects. A) The NPV profiles of the two do not cross over B) 0.0% C) 2.2% D) 3.5% E) 8.7% Ans: B



Level: Intermediate



Subject: Crossover Rate



Type: Problems
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Chapter 9 Net Present Value and Other Investment Criteria Use the following to answer questions 134-138: Bill plans to open a do-it-yourself dog bathing centre in a storefront. The bathing equipment will cost $160,000. Bill expects the after-tax cash inflows to be $40,000 annually for seven years, after which he plans to scrap the equipment and retire to the beaches of Jamaica. 134. Assume the required return is 10%. What is the project's NPV? A) $14,111 B) $27,322 C) $32,556 D) $34,737 E) $45,001 Ans: D



Level: Basic



Subject: Net Present Value



Type: Problems



135. What is the project's payback period? A) 1.5 years B) 2.0 years C) 3.3 years D) 4.0 years E) 4.3 years Ans: D



Level: Basic



Subject: Payback



Type: Problems



136. Assume the required return is 10%. What is the project's discounted payback period? A) three years B) four years C) five years D) six years E) seven years Ans: D



Level: Basic



Subject: Discounted Payback



Type: Problems



137. Assume the required return is 17%. What is the project's IRR? Should it be accepted? A) 12.2%; yes B) 12.2%; no C) 16.3%; yes D) 16.3%; no E) 17.0%; indifferent Ans: D



Level: Basic



Subject: Internal Rate Of Return



Type: Problems



138. Assume the required return is 15%. What is the project's PI? Should it be accepted? A) 0.88; yes B) 0.88; no C) 1.00; indifferent D) 1.04; yes E) 1.04; no Ans: D



Level: Basic



Subject: Profitability Index



Type: Problems
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Chapter 9 Net Present Value and Other Investment Criteria Use the following to answer questions 139-142: You need to borrow $2,000 quickly, and the local pawn shop will give it to you if you promise to repay them $200.92 monthly over the next year. 139. Suppose that the pawn shop's cost of funds is 12%, compounded monthly. From their viewpoint, what is the NPV of this deal? A) $44.11 B) $111.01 C) $226.17 D) $261.37 E) $292.01 Ans: D



Level: Basic



Subject: Net Present Value



Type: Problems



140. From the pawn shop's viewpoint, what is the IRR of this transaction? A) 1.0% per month B) 1.7% per month C) 2.0% per month D) 2.5% per month E) 3.0% per month Ans: E



Level: Basic



Subject: Internal Rate Of Return



Type: Problems



141. From your viewpoint, what is the percentage cost of this transaction? A) 1.0% per month B) 1.7% per month C) 2.0% per month D) 2.5% per month E) 3.0% per month Ans: E



Level: Basic



Subject: Internal Rate Of Return



Type: Problems



142. Suppose the pawn shop has more customers than funds. Which capital budgeting technique would allow them to rank their potential customers in order to maximize current wealth? A) AAR B) Payback period C) Profitability index D) NPV E) Discounted payback Ans: C



Level: Basic



Subject: Capital Budgeting Techniques



Type: Problems



Use the following to answer questions 143-147: Floyd Clymer is the CFO of Bonavista Mustang, a manufacturer of parts for classic automobiles. Floyd is considering the purchase of a two-ton press which will allow the firm to stamp out auto fenders. The equipment costs $250,000. The project is expected to produce after-tax cash flows of $60,000 the first year, and increase by $10,000 annually; the after-tax cash flow in year 5 will reach $100,000. Liquidation of the equipment will net the firm $10,000 in cash at the end of five years, making the total cash flow in year five $110,000.
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143. What is the payback period for the proposed investment? A) 2.0 years B) 2.4 years C) 3.0 years D) 3.4 years E) The investment doesn't pay back Ans: D



Level: Intermediate



Subject: Payback Period



Type: Problems



144. Assume that sale of the equipment at the end of five years would net the firm $200,000, rather than $10,000. Now what is the payback period for the proposed investment? A) 2.0 years B) 2.4 years C) 3.0 years D) 3.4 years E) The investment doesn't pay back Ans: D



Level: Intermediate



Subject: Payback Period



Type: Problems



145. Assume the required return is 15%. What is the project's discounted payback period? A) two years B) three years C) four years D) five years E) Longer than the project's life. Ans: D



Level: Intermediate



Subject: Discounted Payback



Type: Problems



146. Assume the required return is 15%. What is the project's net present value? A) The NPV is negative B) $12,001 C) $12,623 D) $13,853 E) $15,226 Ans: D



Level: Intermediate



Subject: Net Present Value



Type: Problems



147. Assuming a required return is 15%, what is the project's profitability index? A) 0.98 B) 1.01 C) 1.06 D) 1.12 E) 1.28 Ans: C



Level: Intermediate



Subject: Profitability Index



Type: Problems
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148. A project has an initial cash outlay of $16,500. Cash inflows are $5,200 in year 1, $6,800 in year 2, and $8,100 in year 3. What is the net present value if an 8.30% discount rate is applied to this project? A) $333.33 B) $466.04 C) $475.88 D) $574.76 E) $601.13 Ans: C



Level: Intermediate



Subject: Net Present Value



Type: Problems



149. A project has an initial cash outlay of $29,500. Cash inflows are estimated at $1,200, $6,900, $7,800, $9,500, and $4,800 for years 1 through 5, respectively. What is the net present value of this project given a 7% discount rate? A) -$5,677.15 B) -$5,314.82 C) -$2,618.03 D) $700.00 E) $1,806.33 Ans: B



Level: Intermediate



Subject: Net Present Value



Type: Problems



150. A project is expected to produce cash inflows of $6,500 for three years. What is the maximum amount that can be spent on costs to initiate this project and still consider the project as acceptable, given an 11% discount rate? A) $15,884.15 B) $15,897.97 C) $15,900.00 D) $15,967.39 E) $19,500.00 Ans: A



Level: Intermediate



Subject: Net Present Value



Type: Problems



151. A project costs $12,500 to initiate. Cash flows are estimated as $2,500 a year for the first two years and $3,100 a year for the next three years. The discount rate is 11.25%. The net present value for this project is _____ and the internal rate of return is _________ the discount rate. A) -$2,138.52; more than B) -$2,138.52; less than C) $1,800.00; more than D) $1,800.00; less than E) $2,138.52; less than Ans: B Level: Intermediate Type: Problems



Subject: Net Present Value And Internal Rate Of Return
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152. Matthew's Construction is considering a project that will cost $1.2 million to start. The project is expected to produce cash flows starting in year 2 of $269,000 a year for the following six years. What is the internal rate of return on this project? A) 4.09% B) 5.62% C) 6.97% D) 8.32% E) 9.19% Ans: B



Level: Intermediate



Subject: Internal Rate Of Return



Type: Problems



153. Sal is considering a project that costs $15,000. The project produces cash inflows of $3,000, $5,000, $7,000, and $3,000 respectively for the next four years. Sal wants to recoup his money within 3 years after applying a 6% discount rate. Sal should: A) Accept the project because it produces $15,534 on a discounted payback basis. B) Accept this project because the discounted payback period is 2.78 years. C) Accept this project because the payback period is exactly 3 years. D) Reject this project because the payback period is 2.78 years. E) Reject this project because the discounted payback period is 3.78 years. Ans: E



Level: Intermediate



Subject: Discounted Payback



Type: Problems



154. Atlantic, Inc. is considering a project that is expected to produce the following cash flows over the next five years: $22,500, $27,900, $41,800, $33,000, and $15,000 respectively. Atlantic has $98,000 available, which is the amount needed to initiate the project. Should Atlantic accept this project if the required rate of return is 12%? Why or why not? A) No; Atlantic would lose $2,407 in today's dollars if they accept the project. B) No; The IRR is 13.47%, which is greater than the required return. C) No; The PI is 1.04, which is considered a reject signal. D) Yes; Atlantic will make $3,567 in today's dollars if they accept the project. E) Yes; The PI is .96, which is considered an acceptance signal. Ans: D



Level: Intermediate



Subject: Net Present Value



Type: Problems



155. Stuart is reviewing a project that costs $13,500 to start. The project is expected to produce cash inflows of $3,000, $5,000, $6,000, and $4,000 over the next four years, respectively. If Stuart invests in this project, he wants to earn at least 9% and recoup his money on a discounted basis within 3 years. Should Stuart invest in this project? Why or why not? A) Yes; The project has a net present value of $927.50 and pays back within 3 years. B) Yes; The project has a net present value of $1,906.21 and pays back within 3 years. C) No; The project has a net present value of $927.50 but does not pay back within 3 years. D) No; The project meets the payback requirement but has a net present value of -$1,906.21. E) No; The project does not meet either requirement. Ans: C



Level: Intermediate



Subject: Discounted Payback



Type: Problems
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156. Kim Lee is analyzing two projects. The first requires a $1,200 initial investment and returns $600 a year for four years. The second project requires a $1,500 initial investment and returns $700 a year for four years. What is the crossover point for these two projects? A) 4.25% B) 6.37% C) 8.14% D) 12.59% E) The crossover point cannot be computed based on the information provided. Ans: D



Level: Intermediate



Subject: Crossover Point



Type: Problems



157. Sun, Inc. is analyzing two projects. Project A requires an initial investment of $2,200 and produces cash inflows of $500, $550, $700, and $900 respectively over four years. Project B requires an initial investment of $2,400 and produces cash inflows of $550, $650, $700, and $1,100 respectively over four years. What is the crossover point? A) 14.14% B) 16.88% C) 18.32% D) 19.76% E) 21.65% Ans: E



Level: Intermediate



Subject: Crossover Point



Type: Problems



158. A project produces the following cash flows over the next five years: $600, $200, $350, -$400 and $500, respectively. The initial cost of the project is $1,400. What is the internal rate of return on this project? A) -4.56% B) 3.67% C) 12.87% D) 14.39% E) The rate cannot be computed with certainty. Ans: E



Level: Intermediate



Subject: Internal Rate Of Return



Type: Problems



159. The Jensen Company has compiled the following information about a project they are considering. Initial cost: $850,000 to be depreciated straight line over 5 years Cash Flows for Years 1-5: $50,000 $125,000 $220,000 $250,000 Net income for Years 1-5: -$36,000 $39,000 $134,000 $164,000 What is the average accounting rate of return on this project? A) 16.00% B) 18.12% C) 19.39% D) 32.00% E) 36.24% Ans: A



Level: Intermediate



Subject: Average Accounting Return
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160. Desiree, Inc. is considering adding a new product with a start-up cost of $540,000. This cost will be depreciated over 3 years, which is the estimated life of the product. Desiree has a 34% marginal tax rate. The net income for each of the three years is estimated at $15,000, $45,000, and $80,000. What is the average accounting return for the new product? A) 8.64% B) 11.30% C) 17.28% D) 21.00% E) 25.93% Ans: C



Level: Intermediate



Subject: Average Accounting Return



Type: Problems



161. A project has been assigned a required annual accounting return of 14% and a required discount rate of 9%. The initial cost of the project is $25,000. The project produces annual cash flows of $9,876 a year for three years. What is the profitability index of this project? A) .92 B) 1.00 C) 1.03 D) 1.09 E) 1.19 Ans: B



Level: Intermediate



Subject: Profitability Index



Type: Problems



162. Peter is considering a project with an initial cost of $42,000 and annual cash inflows of $9,100 a year for six years. What discount rate, when applied to this project, will produce a profitability index of 1.0? A) 7.00% B) 7.65% C) 7.88% D) 8.05% E) 8.11% Ans: D



Level: Challenge



Subject: Profitability Index



Type: Problems



163. The ABC Co. is considering the purchase of a $249,000 piece of equipment. This equipment is expected to produce cash flows of $78,500, $149,000, and $80,000 over the next three years. The rate of return on this equipment is: A) 9.88% B) 11.26% C) 12.50% D) 15.23% E) 23.49% Ans: B



Level: Intermediate



Subject: Internal Rate Of Return
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164. Freeley Co. is considering an expansion project costing $390,000 up front. The expansion is expected to produce cash flows of $120,000 a year for two years. In Year 3, the project is expected to produce a cash flow of $225,000. The expected return on this expansion project is: A) 7.12% B) 8.16% C) 8.33% D) 8.51% E) 8.47% Ans: C



Level: Intermediate



Subject: Internal Rate Of Return Rule



Type: Problems



165. Martha's Cupboards just purchased $172,500 of new equipment. The equipment is expected to increase the net income of the firm by $15,000, $35,000, $25,000, and $10,000 a year in each of the next four years. Martha's uses straight-line depreciation over the projected life of each project. What is the average accounting rate of return on this equipment? A) 5.90% B) 12.32% C) 18.37% D) 24.64% E) 49.28% Ans: D



Level: Intermediate



Subject: Accounting Rate Of Return Rule



Type: Problems



166. Jinny's Ice Cream is considering opening a new outlet for a period of three years. The up-front costs are $288,000. The outlet is expected to increase net income by $31,500 a year. What is the expected average accounting rate of return on this venture? A) 14.93% B) 21.88% C) 31.25% D) 38.76% E) 43.75% Ans: B



Level: Intermediate



Subject: Accounting Rate Of Return Rule



Type: Problems



167. The Commodore Co. is trying to decide between the following two mutually exclusive projects: Year 0 1 2 3



Cash Flows Project I -$18,000 $8,500 $9,000 $9,500
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The only requirement the company has is that any project that is accepted must produce a minimum rate of return of 11%. What should the company do and why? A) Both projects should be accepted because their payback periods are only about 2 years. B) Both projects should be accepted because they have IRRs of 22.87% and 28.45%, which exceed the 11% requirement. C) Both projects should be accepted because they both have positive NPVs. D) Project I should be accepted because it has an NPV of $3,908.58. Project II cannot also be accepted. E) Project II should be accepted because it has an IRR of 28.45%, which is greater than Project I's IRR. Ans: D



Level: Challenge



Subject: Mutually Exclusive Projects



Type: Problems



168. According to the text, the NPV rule states that "An investment should be accepted if the NPV is positive and rejected if it is negative." What does an NPV of zero mean? If you were a decision-maker faced with a project with a zero NPV (or very close to zero) what would you do? Why? Ans: Although the possibility of a zero NPV is remote, it makes for an interesting question and tests the student's understanding of the underlying theory. In strict economic terms, one should be indifferent to the project; however, many projects require further considerations. A key point in the student's answer should be that they stress the project provides a return just equal to the firm's required return. This question provides a good lead-in to the two capital budgeting chapters that follow. Level: Intermediate



Subject: NPV And Firm Value



Type: Essays



169. Given our goals of firm value and shareholder wealth maximization, we have stressed the importance of NPV. And yet, many of the financial decision-makers at some of the most prominent firms in the world continue to use less desirable measures such as the payback period and AAR, in addition to the NPV and IRR. Why do you think this is the case? Ans: This is an open-ended question which allows the creative student to speculate on the value (dubious or otherwise) of non-DCF evaluation measures. We use it as a springboard to stress that even rational financial managers sometimes find it expedient to use a group of measures. For example, one CFO explained that his firm relied heavily on a combination of the IRR and AAR techniques the former because it was easier to explain to board members than NPV, and the latter because, for large projects, AAR provides shareholders some insights as to the project's impact on net income and EPS. Level: Challenge



Subject: NPV and Security Values



Type: Essays



170. List and briefly discuss the advantages and disadvantages of the IRR rule. Ans: The advantages of the rule are its close relationship with NPV and the ease with which it is understood and communicated. The two disadvantages are that there may be multiple solutions and the rule may lead to a ranking conflict in evaluating mutually exclusive investments. The student should add a brief explanation demonstrating their understanding of each. Level: Basic



Subject: Internal Rate Of Return



Type: Essays



171. 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? Ans: This is basically a trick question, the IRR rule should not be used in this case. Level: Intermediate



Subject: Internal Rate Of Return



Type: Essays
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172. Draw a graph that illustrates two mutually exclusive investments, A and B, with a crossover rate of return equal to 10%, and with A having the higher NPV at a discount rate of zero percent. Explain the graph, including under which conditions project A or project B would be chosen using NPV and then using IRR. Ans: The student should replicate Figure 9. 7. Level: Challenge



Subject: Mutually Exclusive Investments



Type: Essays



173. You are to present a proposed capital investment project to your board of directors. The project has a NPV of $12,000 and an IRR of 12%. The firm's required return is 10%. You are to convey your proposal to the board in a single paragraph. Write that paragraph herE) Remember, your job is to convince the board to either accept or reject the project, whichever you feel is appropriate given this information. Ans: This is another open-ended question which asks the student to put into words concepts that have been learned via definitions. Level: Challenge



Subject: Interpreting IRR and NPV



Type: Essays



174. Explain the differences and similarities between NPV and PI. Ans: The NPV and PI are the same calculation, and both rules lead to the same accept/reject decision. The main difference between the two is that the PI may be useful in determining which projects to accept if funds are limited; however, the PI may lead to incorrect decisions in considering mutually exclusive investments. Level: Intermediate



Subject: NPV vs. PI



Type: Essays



175. List and identify the discounted cash flow (DCF) and the non-discounted cash flow capital budgeting techniques. If you were asked to evaluate a project using one of each, which techniques would you use? Why? Ans: The purpose here is to test the student's knowledge of the attributes of the various techniques. DCF techniques include NPV, IRR, Discounted Payback, and PI. Non-DCF included Payback and AAR. The latter part of the question is designed to allow for a bit of creativity on the part of the respondent. Level: Challenge



Subject: Capital Budgeting Techniques



Type: Essays



176. Both net present value and the internal rate of return incorporate the same data and utilize the same time value of money theory in their computations. Given this, why is net present value considered to be a superior measure when making capital budgeting decisions? Ans: For independent projects that are similar in size, both NPV and IRR should lead to the same decision. However, IRR can lead to faulty decisions if projects are of different sizes or are mutually exclusive. Also, if the cash flows are nonconventional, a definite IRR cannot be calculated. Thus, NPV is the preferred method of analysis. Level: Intermediate



Subject: Net Present Value And Internal Rate Of Return
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177. What is the reasoning or logic behind using the average accounting return since it does not provide pure financial analysis? Ans: Almost every manager is familiar with net income and most should be familiar with return on assets. The average accounting return (AAR) provides information on a project in similar terms. The information is also readily available. While the AAR may not be the primary tool used in capital budgeting analysis is does provide another dimension of information that can be reviewed prior to starting a project. Level: Intermediate



Subject: Average Accounting Return



Type: Essays
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