_____B______1) You are evaluating a project to purchase a new fleet of farm tractors, which you will purchase at t=0. You expect the project to last for six years, at which time you will sell the tractors. What is the after tax cash flow at the end of five years associated with the sale of a fleet of farm tractors for $5,000,000. The farm tractors will be purchased for $10,000,000. Farm tractors are depreciated down to $0 over 8 years according to the following MACRS schedule for Farm Machinery.  Assume a corporate tax rate of 40%


a) 5,264,800     b) 4,225,200  
c) 3,367,600     
d) 6,264,800
e) 3,735,200     f) None of these

	YEAR
	 1
	2
	3
	4
	5
	6
	7
	8

	MACRS Depr (%)
	10.71%
	19.13%
	15.03%
	12.25%
	12.25%
	12.25%
	12.25%
	6.13%


Book value = (.1225 + .1225 + .0613) x 10,000,000

Sales revenue (after tax) = 500,000 - .4 (500,000 – book value)

2) ___D________ Which of the following should be incorporated as a cash flow in an NPV analysis?

a)  Dividends on stock issued to fund the project

b) Allocated overhead 

c) Interest expense on bonds issued to fund the project

d) Depreciation tax shields

e) In fact, all of the above should be incorporated as a cash flow in an NPV analysis 

3) ____A______You are considering a project to build a Jimmy-John’s Sandwich shop on a vacant piece of land. The NPV of your sandwich shop will depend on the type of development on the adjacent property. The possibilities for adjacent property development are given below, along with their respective probabilities. 

You can build the shop today or wait a year. If you wait a year to invest in your sandwich shop, you will know, WITH CERTAINTY, what will be built on the adjacent property. At that time, you can also decide not to invest. Also, if you build the shop in one year, you can contract to sell it after one year (i.e., two-years from now), for varying amounts, depending on the development on the adjacent property. You estimate the NPVs (discounted back to t=0) in the following table.

	Adjacent property
	Probability
	Course of action
	NPV (t=0)

	Nothing is built
	.25
	Sell shop
	-50,000

	
	
	Keep shop
	-200,000

	Office complex is built
	.50
	Sell shop
	-10,000

	
	
	Keep shop
	100,000

	Strip mall is built
	.25
	Sell shop
	150,000

	
	
	Keep shop
	100,000



What is the NPV of the option to wait a year to build a Jimmy-John’s Sandwich shop, also considering that you have the option to sell it?

a) $87,500
b) $75,000
c) $100,000
d) 0
e) None of these

Build or wait:

0 (.25 ) + 100 (.5) + 150 (.25) = 87,500

4) _____C______ Which of the following is true of agency costs (as they relate to corporate governance)?


a) The firm should use any means, regardless of cost, to eliminate agency costs.


b) Agency costs are equal to the sum of the executive’s cash compensation, bonus and deferred compensation (such as stock options)

 
c) Agency costs result when managers act in their own interests, at stockholder expense.


d) Agency costs are equal to the sum of director fees plus stock options awarded to board members who are not currently employed by the firm. 

5)____E______  Which of the following directors would be considered an “affiliated” or “grey” director of Proctor and Gamble?


a) Chief Operating Officer of Proctor and Gamble


b) A Politician


c)  A political science professor


d) The CEO of General Electric Corp


e) In fact, none of the above would be considered to be an affiliated (grey) 
director

6) ______E_______ Managers who hold large levels of equity in their own firm are more likely to pursue which of the following strategies (compared to managers who hold relatively little equity in their firm)?


a) They are more likely to increase the size of their firm by accepting both 
positive and negative NPV projects


b) They are more likely to reject high-risk, positive NPV projects. 


c) They are more likely to pursue projects to diversify their firm’s assets, thereby eliminating their firm’s business risk.


d) Both a and b


e) Both b and c

_____A_____7) Toys-R-You is considering a project to install entertainment centers in their stores so that customers may sample video games before purchase. Compute the after tax cash flow for year 1 (only).

i) Depreciation in year 1 will be $50,000.

ii) A $500,000 dollar debt issue will be used to fund the project. The debt will be issued at t=0 and will carry an 8 % coupon rate. The project will increase revenues of electronic equipment and games by $100,000 per year. The increased costs associated with the entertainment centers is $20,000 per year.  

iii) Cash will increase by $10,000, accounts receivable will increase by $20,000 and accounts payable will increase by $40,000, all in year 1.

iv) The corporate tax rate is 40%
a) 78,000
b) 58,000   
 c) 38,000
d) 40,000
e) 90,000 
f) None of these

100,000 revs

-20,000 costs

-50,000 dep

30,000

- 12,000 tax

18,000

+ 50,000 deprec

+ 10,000 change in NWC

78,000 cash flow
_____C_____8) An analyst is using a Monte Carlo simulation modeling to perform risk-analysis for a capital budgeting problem. He simulates year 1 revenues using the formula: REV = 3000 Q + 9000, where Q is a random number obtained in EXCEL using the ‘=rand()’ function. Revenue is assumed to be uniformly distributed. The range of values revenues can take is between:

a) [3000, 9000]

b) [8000, 13,000]

c) [9000, 12,000]

d) [6,000, 12,000]

e) None of the above is correct

Random numbers are between 0 and 1 in Excel.

_____E______9) Which of the following is NOT a source of positive NPV?

a) technological innovation

b) Identification of special employee skills, 

c) duopoly or monopoly investment powers

d) Expansion into new, untapped markets

e) In fact, all of the above are sources of positive NPV
10)____C________ Annual aggregate amounts of THIS has been the least variable (i.e., smoothest), over recent decades:


a) Retained earnings for US firms


b) Stock repurchases for US firms


c) Dividends for US firms


d) Net income for US firms

