
Solutions to Midterm 2 Study Questions 

#1) FALSE. If the project has a borrowing cash flow structure (positive cash flows followed by 

negative cash flows), IRR>d implies negative NPV. For example, assume d=10% and the project 

has $100 cash inflow now and $120 cash outflow next year. IRR=20% >10%=d but NPV(at 10%) = 

$100-$120x(1.1)^{-1}= -9.1<0. 

#2) 

discount 

rate 5% 

 year cashflow discounted 

0 -25000 -25000 

1 -600 -571.43 

2 -600 -544.22 

3 -1100 -950.22 

4 -1100 -904.97 

5 11700 9167.26 

   

 

PV -18803.58 

 

EUAC -4343.15 

 

#8) Adjust for inflation by using the factor (1.03)^2.  You will need $21,218 in two years.  Now 

apply the present value factor, which has to take account of the fact that 4% is an annual rate 

(interest rates are always quoted annually) compounded quarterly.  The quarterly interest rate 

is 4%/4 = 1%.  The present value factor is (1.01)^(-8) = 0.923483.  Multiplying this by $21,218 

produces the answer, $19,594.47. 

 

#9) Here are some elements: 

9.00%   mortgage rate            

0.8% monthly 

30      years            

$3,000  max monthly payment              

$372,846        max principal            

 

$17,000 can put down             



5%      % down           

$340,000        max house price          

which is the answer - the down payment is the limiting factor 










