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Test Your Knowledge

Chapter 15

Investment Analysis:

What Should We Do Next?

1) Why does investment analysis focus on cash flow rather than revenue and expense?

2) Suppose that two projects each cost $10,000.  The first project returns $3,000 a year for 5 years.  The second project returns $5,000 a year for two years.  Which has the better payback period?

3) 
Wimpy, a character in the Popeye cartoons offers to “gladly pay you tomorrow for a hamburger today.” Why might Burger King find this to be an unattractive offer?

4) Explain compounding and discounting.

5) 
How much will $8,000 invested at 3 percent simple interest be worth in three years? What will it be worth if the interest rate is 5 percent?

6) How much will $8,000 invested at 3 percent interest be worth in three years if it is compounded annually? Quarterly? How much if the interest rate is 5 percent? 

7) If someone offered to pay you $5,000 a year for five years and you could earn 6 percent interest per year, how much would that be worth today?

8) The Ward Ambulance Paramedics wants to buy a new ambulance for $60,000 that will last for five years. They will pay for the acquisition and maintenance of the ambulance partially from donations and partially from receipts from the town. The town has agreed to reimburse Ward $50 for each run it makes using the new ambulance. They expect to make 200 trips per year with the ambulance. It will cost $1,000 per year to maintain the vehicle. The squad uses a discount rate of 6 percent. How much will the squad need in donations to its capital fund this year to make the purchase a break-even proposition? (Hint: What is the net present value of the costs of buying and operating the ambulance over its lifetime, less the payments that will be received from the town? Are the payments from the town sufficient? If not, how much must be raised in donations before the ambulance is purchased?)
9) Assume that the Central Clinic is considering investing $5,000 today in a blood analyzer. The annual cash profits from the machine will be $800 for each of the seven years of its useful life. What is the IRR on the investment?

10) What is a limitation of the internal rate of return method?
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