Exam 2 Study Sheet

Definitions/Concepts:

1. Know the steps in the capital budgeting process (p. 393-394)

2. NPV vs. IRR, know what makes them different (p. 405, Italics)

3. Know what makes up WACC (the terms of the formula, p. 371)

4. Know what three formulas can be used to calculate the cost of equity (Ks) as part of the WACC calculation (p. 364-366)

5. WACC: Why the cost of debt (Kd) is tax adjusted and the Kp and Ks are not tax adjusted (p. 361)

6. Understand DCF and what it does (p. 365-366)

7. Understand where the weights in WACC come from (Class notes, problem 9-8, p. 383)

8. Know the three types of risk (p. 378)

9. Know the definition of Payback period (p. 395-396)

10. Know how a high or low WACC affects the NPV of projects with large early or large late cash inflows (p. 414, Q’s 10-2, 10-3)

11. Know what it means if IRR is greater than WACC (p. 400-401)

12. Know why MIRR is a better measure than IRR (p. 408-409)

13. Know why NPV rules (Class notes, p. 397-400)

14. Know the difference between independent and mutually exclusive projects (p. 404-405)

15. Know the following definitions: (Chap. 11)


a. Capital Rationing

b. Sensitivity analysis

c. Simulation analysis

d. Cannibalization

e. Externalities 

16. Know what costs and factors should be considered when estimating cash flows (427-428)

17. How to adjust an analysis for a specific project that is deemed more risky than average (p. 375-377, 436-439)

18. Understand Timing options and wait decisions (p. 444-445)

19. Know what terminal value (TV, or terminal year cash flows) means and what it is made up of (p. 430)

20. Know the definitions and understand Embedded Options (p. 446-447)

Finance Problems:

1. Be able to work problem 9-8, 9-11 & 9-16

2. Be able to work problem 10-16 & 10-23

3. Be able to work problem 11-12 (thoroughly)

