
Exercise #3  - The Basics of Capital Budgeting  

 

 19. Assume that the economy is in a mild recession, and as a result interest rates and money costs 

generally are relatively low. The WACC for two mutually exclusive projects that are being 
considered is 8%.  Project S has an IRR of 20% while Project L's IRR is 15%. The projects have 

the same NPV at the 8% current WACC.  However, you believe that the economy is about to 

recover, and money costs and thus your WACC will also increase.  You also think that the 

projects will not be funded until the WACC has increased, and their cash flows will not be affected 
by the change in economic conditions.  Under these conditions, which of the following statements 

is CORRECT? 

a. You should reject both projects because they will both have negative NPVs under the new 
conditions. 

b. You should delay a decision until you have more information on the projects, even if this 

means that a competitor might come in and capture this market. 
c. You should recommend Project L, because at the new WACC it will have the higher NPV. 

d. You should recommend Project S, because at the new WACC it will have the higher NPV. 

e. You should recommend Project S because it has the higher IRR and will continue to have 

the higher IRR even at the new WACC. 
 

 

ANS: D  

 
 20. Assume that the economy is enjoying a strong boom, and as a result interest rates and money costs 

generally are relatively high. The WACC for two mutually exclusive projects that are being 

considered is 12%.  Project S has an IRR of 20% while Project L's IRR is 15%. The projects have 

the same NPV at the 12% current WACC.  However, you believe that the economy will soon fall 
into a mild recession, and money costs and thus your WACC will soon decline.  You also think 

that the projects will not be funded until the WACC as decreased, and their cash flows will not be 

affected by the change in economic conditions.  Under these conditions, which of the following 
statement is CORRECT? 

a. You should reject both projects because they will both have negative NPVs under the new 

conditions. 
b. You should delay a decision until you have more information on the projects, even if this 

means that a competitor might come in and capture this market. 

c. You should recommend Project L, because at the new WACC it will have the higher NPV. 

d. You should recommend Project S, because at the new WACC it will have the higher NPV. 
e. You should recommend Project L because it will have both a higher IRR and a higher 

NPV under the new conditions. 
 

 

ANS: C  

 

 21. Suppose a firm relies exclusively on the payback method when making capital budgeting 

decisions, and it sets a 4-year payback regardless of economic conditions.  Other things held 
constant, which of the following statements is most likely to be true? 

a. It will accept too many short-term projects and reject too many long-term projects (as 

judged by the NPV). 
b. It will accept too many long-term projects and reject too many short-term projects (as 

judged by the NPV). 

c. The firm will accept too many projects in all economic states because a 4-year payback is 
too low. 

d. The firm will accept too few projects in all economic states because a 4-year payback is 

too high. 

e. If the 4-year payback results in accepting just the right set of projects under average 



economic conditions, then this payback will result in too few long-term projects when the 

economy is weak. 
 

 

ANS: E 

 

 
 29. Which of the following statements is CORRECT? 

a. For a project with normal cash flows, any change in the WACC will change both the NPV 

and the IRR. 
b. To find the MIRR, we first compound cash flows at the regular IRR to find the TV, and 

then we discount the TV at the WACC to find the PV. 

c. The NPV and IRR methods both assume that cash flows can be reinvested at the WACC.  
However, the MIRR method assumes reinvestment at the MIRR itself. 

d. If two projects have the same cost, and if their NPV profiles cross in the upper right 

quadrant, then the project with the higher IRR probably has more of its cash flows coming 

in the later years. 
e. If two projects have the same cost, and if their NPV profiles cross in the upper right 

quadrant, then the project with the lower IRR probably has more of its cash flows coming 

in the later years. 
 

 

ANS: E  

 

 30. Which of the following statements is CORRECT? 
a. One advantage of the NPV over the IRR is that NPV takes account of cash flows over a 

project’s full life whereas IRR does not. 

b. One advantage of the NPV over the IRR is that NPV assumes that cash flows will be 
reinvested at the WACC, whereas IRR assumes that cash flows are reinvested at the IRR.  

The NPV assumption is generally more appropriate. 

c. One advantage of the NPV over the MIRR method is that NPV takes account of cash 
flows over a project’s full life whereas MIRR does not. 

d. One advantage of the NPV over the MIRR method is that NPV discounts cash flows 

whereas the MIRR is based on undiscounted cash flows. 

e. Since cash flows under the IRR and MIRR are both discounted at the same rate (the 
WACC), these two methods always rank mutually exclusive projects in the same order. 

 

 

ANS: B 
 

 

 36. You are on the staff of Camden Inc.  The CFO believes project acceptance should be based on the 

NPV, but Steve Camden, the president, insists that no project should be accepted unless its IRR 
exceeds the project’s risk-adjusted WACC.  Now you must make a recommendation on a project 

that has a cost of $15,000 and two cash flows:  $110,000 at the end of Year 1 and -$100,000 at the 

end of Year 2.  The president and the CFO both agree that the appropriate WACC for this project 
is 10%.  At 10%, the NPV is $2,355.37, but you find two IRRs, one at 6.33% and one at 527%, 

and a MIRR of 11.32%. Which of the following statements best describes your optimal 

recommendation, i.e., the analysis and recommendation that is best for the company and least 

likely to get you in trouble with either the CFO or the president? 
a. You should recommend that the project be rejected because its NPV is negative and its 

IRR is less than the WACC. 

b. You should recommend that the project be rejected because, although its NPV is positive, 
it has an IRR that is less than the WACC. 

c. You should recommend that the project be accepted because (1) its NPV is positive and 

(2) although it has two IRRs, in this case it would be better to focus on the MIRR, which 
exceeds the WACC.  You should explain this to the president and tell him that that the 

firm’s value will increase if the project is accepted. 



d. You should recommend that the project be rejected because (1) its NPV is positive and (2) 

it has two IRRs, one of which is less than the WACC, which indicates that the firm’s value 
will decline if the project is accepted. 

e. You should recommend that the project be rejected because, although its NPV is positive, 

its MIRR is less than the WACC, and that indicates that the firm’s value will decline if it 

is accepted. 
 

 

ANS: C 

 
 

 

 41. McCall Manufacturing has a WACC of 10%.  The firm is considering two normal, equally risky, 
mutually exclusive, but not repeatable projects.  The two projects have the same investment costs, 

but Project A has an IRR of 15%, while Project B has an IRR of 20%.  Assuming the projects' 

NPV profiles cross in the upper right quadrant, which of the following statements is CORRECT? 

a. Each project must have a negative NPV. 
b. Since the projects are mutually exclusive, the firm should always select Project B. 

c. If the crossover rate is 8%, Project B will have the higher NPV. 

d. Only one project has a positive NPV. 
e. If the crossover rate is 8%, Project A will have the higher NPV. 
 

 

ANS: C 

 
 

 44. Anderson Systems is considering a project that has the following cash flow and WACC data.  

What is the project's NPV?  Note that if a project's projected NPV is negative, it should be 
rejected. 

 

WACC: 24.75%    

Year 0 1 2 3 

Cash flows -$1,000 $500 $500 $500 

 

a. -$15.28 
b. -$18.74 

c. -$18.54 

d. -$19.56 
e. -$20.37 
 

 

ANS: E 

WACC: 24.75%    

Year 0 1 2 3 

Cash flows -$1,000 $500 $500 $500 

 

NPV  =  -$20.37 

 

 

 
 

 

 

 
 

 

 



 

 45. Tuttle Enterprises is considering a project that has the following cash flow and WACC data.  
What is the project's NPV?  Note that if a project's projected NPV is negative, it should be 

rejected. 

 

WACC: 13.25%     
Year 0 1 2 3 4 

Cash flows -$1,000 $350 $350 $350 $350 

 
a. $37.46 

b. $43.17 

c. $34.25 

d. $35.68 
e. $32.83 
 

 

ANS: D 
 

 46. Harry's Inc. is considering a project that has the following cash flow and WACC data.  What is the 

project's NPV?  Note that if a project's projected NPV is negative, it should be rejected. 

 
WACC: 14.75%      

Year 0 1 2 3 4 5 

Cash flows -$1,000 $300 $300 $300 $300 $300 

 

a. $10.58 

b. $13.02 
c. $11.63 

d. $9.07 

e. $10.12 
 

 

ANS: C 

 

 47. Simms Corp. is considering a project that has the following cash flow data.  What is the project's 
IRR?  Note that a project's projected IRR can be less than the WACC or negative, in both cases it 

will be rejected.  

 

Year 0 1 2 3 

Cash flows -$1,400 $425 $425 $425 

 
a. –4.04% 

b. –4.44% 

c. –5.67% 

d. –4.17% 
e. –4.53% 
 

 

ANS: E 
 

 

 
 

 

 

 



 48. Warr Company is considering a project that has the following cash flow data. What is the project's 

IRR?  Note that a project's projected IRR can be less than the WACC or negative, in both cases it 
will be rejected. 

 

Year 0 1 2 3 4 

Cash flows -$1,575 $400 $400 $400 $400 

 

a. 0.61% 
b. 0.53% 

c. 0.63% 

d. 0.51% 
e. 0.62% 
 

 

ANS: C 

 
 49. Thorley Inc. is considering a project that has the following cash flow data.  What is the project's 

IRR?  Note that a project's projected IRR can be less than the WACC or negative, in both cases it 

will be rejected. 
 

Year 0 1 2 3 4 5 

Cash flows -$1,075 $325 $325 $325 $325 $325 

 

a. 15.57% 

b. 12.14% 
c. 16.50% 

d. 19.46% 

e. 16.97% 
 

 

ANS: A 

 

 50. Taggart Inc. is considering a project that has the following cash flow data.  What is the project's 
payback? 

 

Year 0 1 2 3 

Cash flows -$800 $500 $500 $500 

 

a. 1.68 years 
b. 1.26 years 

c. 1.60 years 

d. 1.39 years 
e. 1.71 years 
 

 

ANS: C 

 
 

 

 

 
 

 

 
 

 

 



 

 54. Cornell Enterprises is considering a project that has the following cash flow and WACC data.  
What is the project's NPV?  Note that a project's projected NPV can be negative, in which case it 

will be rejected. 

WACC: 10.00%    

Year 0 1 2 3 

Cash flows -$825 $450 $460 $470 

 

a. $396.72 
b. $317.37 

c. $336.42 

d. $323.72 
e. $257.07 
 

 

ANS: B 

 
 55. Warnock Inc. is considering a project that has the following cash flow and WACC data.  What is 

the project's NPV?  Note that a project's projected NPV can be negative, in which case it will be 

rejected. 
WACC: 10.00%    

Year 0 1 2 3 

Cash flows -$825 $500 $400 $300 

 
a. $194.79 

b. $153.98 

c. $155.84 
d. $181.81 

e. $185.52 
 

 

ANS: E 
 

 56. Jazz World Inc. is considering a project that has the following cash flow and WACC data.  What 

is the project's NPV?  Note that a project's projected NPV can be negative, in which case it will be 
rejected. 

WACC: 8.75%     

Year 0 1 2 3 4 

Cash flows -$1,200 $400 $425 $450 $475 

 

a. $203.67 

b. $216.67 
c. $192.83 

d. $184.17 

e. $210.17 
 

 

ANS: B 

 

 57. Barry Company is considering a project that has the following cash flow and WACC data.  What 
is the project's NPV?  Note that a project's projected NPV can be negative, in which case it will be 

rejected. 

 
WACC: 9.25%      

Year 0 1 2 3 4 5 

Cash flows -$1,100 $400 $390 $380 $370 $360 

 



a. $349.07 

b. $442.91 
c. $375.34 

d. $311.54 

e. $360.33 
 

 

ANS: C 

 

 58. Datta Computer Systems is considering a project that has the following cash flow data.  What is 
the project's IRR?  Note that a project's projected IRR can be less than the WACC (and even 

negative), in which case it will be rejected. 

 
Year 0 1 2 3 

Cash flows -$975 $450 $470 $490 

 
a. 17.55% 

b. 15.69% 

c. 21.67% 
d. 16.72% 

e. 20.64% 
 

 

ANS: E 
 

 59. Simkins Renovations Inc. is considering a project that has the following cash flow data.  What is 

the project's IRR?  Note that a project's projected IRR can be less than the WACC (and even 
negative), in which case it will be rejected. 

 

Year 0 1 2 3 4 

Cash flows -$500 $300 $290 $280 $270 

 

a. 53.16% 
b. 46.46% 

c. 41.10% 

d. 54.06% 
e. 44.68% 
 

 

ANS: E 

 
 60. Maxwell Feed & Seed is considering a project that has the following cash flow data.  What is the 

project's IRR?  Note that a project's projected IRR can be less than the WACC (and even 

negative), in which case it will be rejected. 
 

Year 0 1 2 3 4 5 

Cash flows -$9,000 $2,000 $2,025 $2,050 $2,075 $2,100 

 

a. 3.52% 

b. 3.34% 
c. 4.68% 

d. 4.46% 

e. 3.39% 
 

 

ANS: D 

 

 
 



 

 61. Last month, Lloyd's Systems analyzed the project whose cash flows are shown below.  However, 
before the decision to accept or reject the project, the Federal Reserve took actions that changed 

interest rates and therefore the firm's WACC.  The Fed's action did not affect the forecasted cash 

flows.  By how much did the change in the WACC affect the project's forecasted NPV?  Note 

that a project's projected NPV can be negative, in which case it should be rejected. 
 

Old WACC: 10.00%  New WACC: 12.50% 

Year 0 1 2 3 

Cash flows -$1,000 $410 $410 $410 

 

a. -$43.26 
b. -$39.80 

c. -$48.02 

d. -$47.15 

e. -$44.12 
 

 

ANS: A 

 

 
 62. Lasik Vision Inc. recently analyzed the project whose cash flows are shown below.  However, 

before Lasik decided to accept or reject the project, the Federal Reserve took actions that changed 

interest rates and therefore the firm's WACC.  The Fed's action did not affect the forecasted cash 
flows.  By how much did the change in the WACC affect the project's forecasted NPV? Note that 

a project's projected NPV can be negative, in which case it should be rejected. 

 

Old WACC: 8.00%  New WACC: 8.50% 

Year 0 1 2 3 

Cash flows -$1,000 $410 $410 $410 

 
a. -$8.99 

b. -$9.27 

c. -$9.46 

d. -$10.88 
e. -$11.83 
 

 

ANS: C 
 

 63. Ehrmann Data Systems is considering a project that has the following cash flow and WACC data.  

What is the project's MIRR?  Note that a project's projected MIRR can be less than the WACC 
(and even negative), in which case it will be rejected. 

 

WACC: 8.75%    

Year 0 1 2 3 

Cash flows -$1,000 $450 $450 $450 

 
a. 13.74% 

b. 11.41% 

c. 14.16% 

d. 12.23% 
e. 16.90% 
 

 

ANS: A 
 



 64. Ingram Electric Products is considering a project that has the following cash flow and WACC data.  

What is the project's MIRR?  Note that a project's projected MIRR can be less than the WACC 
(and even negative), in which case it will be rejected. 

 

WACC: 14.75%    

Year 0 1 2 3 

Cash flows -$800 $350 $350 $350 

 
a. 15.91% 

b. 13.08% 

c. 14.87% 

d. 17.39% 
e. 16.95% 
 

 

ANS: C 
 

 65. Malholtra Inc. is considering a project that has the following cash flow and WACC data.  What is 

the project's MIRR?  Note that a project's projected MIRR can be less than the WACC (and even 
negative), in which case it will be rejected. 

 

WACC: 10.00%     

Year 0 1 2 3 4 

Cash flows -$1,175 $300 $320 $340 $360 

 

a. 7.65% 
b. 6.12% 

c. 5.13% 

d. 7.72% 

e. 6.66% 
 

 

ANS: E 

 
 66. Hindelang Inc. is considering a project that has the following cash flow and WACC data.  What is 

the project's MIRR?  Note that a project's projected MIRR can be less than the WACC (and even 

negative), in which case it will be rejected. 
 

WACC: 13.25%     

Year 0 1 2 3 4 

Cash flows -$850 $300 $320 $340 $360 

 

a. 17.31% 

b. 14.43% 
c. 12.90% 

d. 17.65% 

e. 16.97% 
 

 

ANS: E 

 

 
 

 

 

 
 



 

 70. Tesar Chemicals is considering Projects S and L, whose cash flows are shown below.  These 
projects are mutually exclusive, equally risky, and not repeatable.  The CEO believes the IRR is 

the best selection criterion, while the CFO advocates the NPV.  If the decision is made by 

choosing the project with the higher IRR rather than the one with the higher NPV, how much, if 

any, value will be forgone, i.e., what's the chosen NPV versus the maximum possible NPV?  Note 
that (1) "true value" is measured by NPV, and (2) under some conditions the choice of IRR vs. 

NPV will have no effect on the value gained or lost. 

 
WACC: 6.75%     

 0 1 2 3 4 

CFS -$1,100 $550 $600 $100 $100 

CFL -$2,700 $650 $725 $800 $1,400 

 
a. $190.68 

b. $179.89 

c. $138.51 
d. $158.30 

e. $169.09 
 

 

ANS: B 
 

 71. A firm is considering Projects S and L, whose cash flows are shown below.  These projects are 

mutually exclusive, equally risky, and not repeatable.  The CEO wants to use the IRR criterion, 
while the CFO favors the NPV method.  You were hired to advise the firm on the best procedure.  

If the wrong decision criterion is used, how much potential value would the firm lose? 

 
WACC: 7.75%     

 0 1 2 3 4 

CFS -$1,025 $380 $380 $380 $380 

CFL -$2,150 $765 $765 $765 $765 

 
a. $166.73 

b. $157.30 

c. $168.31 
d. $136.85 

e. $152.58 
 

 

ANS: B 
 

 


