
University of Central Florida (UCF)
FIN3403 Business Finance Practice
Exam 3 (Sample)

Study Guide

Everything you need from our exam experts!

Sample study guide. Visit https://ucf-fin3403-exam3.examzify.com



Copyright © 2025 by Examzify - A Kaluba Technologies Inc. product.

ALL RIGHTS RESERVED.

No part of this book may be reproduced or transferred in any form or by any means, graphic,
electronic, or mechanical, including photocopying, recording, web distribution, taping, or by any
information storage retrieval system, without the written permission of the author.

Notice: Examzify makes every reasonable effort to obtain from reliable sources accurate,
complete, and timely information about this product.

1Sample study guide. Visit https://ucf-fin3403-exam3.examzify.com for the full version

SAMPLE



Questions

2Sample study guide. Visit https://ucf-fin3403-exam3.examzify.com for the full version

SAMPLE



1. What does the market risk premium represent?
A. The return expected from risk-free investments.
B. The excess return from investing in the market over the risk-free rate.
C. The total return on government securities.
D. The average market return over a set time period.

2. Which of the following best describes a risk-averse investor?
A. An investor who seeks high returns with significant risk
B. An investor who prefers investments with lower returns but less risk
C. An investor who is indifferent to risk
D. An investor who looks for volatile markets

3. What does 'liquidity' refer to in finance?
A. The ability to generate profit from investments.
B. The ease of converting assets into cash without impacting market price.
C. The capacity to pay off debts.
D. The total value of all revenues generated by a business.

4. What is the annual savings in operating costs expected from the new
production machine for Riverview Company?
A. $75,000
B. $110,000
C. $100,000
D. $90,000

5. Which of the following best describes systematic risk?
A. Risk limited to specific investments
B. Risk affecting only a portion of the market
C. Risk that cannot be diversified away
D. Risk related to personal investment decisions

3Sample study guide. Visit https://ucf-fin3403-exam3.examzify.com for the full version

SAMPLE



6. What is capital budgeting primarily concerned with?
A. Short-term financial planning
B. Planning purchases of long-term assets
C. Valuing current assets
D. Short-term cash flow management

7. What tax rate was used in the example calculations for Prescott
Corporation's after-tax cost of debt?
A. 21%
B. 15%
C. 25%
D. 30%

8. If a preferred stock’s price is $40 and the preferred dividend is $4.125, what
is the expected rate of return?
A. 10.31%
B. 12.25%
C. 8.5%
D. 9%

9. What is the importance of adjusting cash flows for timing when comparing
projects?
A. It provides a more conservative cash flow estimate
B. It allows for a realistic assessment of net cash returns
C. It standardizes projects to a common time frame for evaluation
D. It simplifies the project selection process

10. In finance, what does risk refer to?
A. The chance of guaranteed returns
B. The potential for loss or variability in returns
C. The likelihood of financial success
D. The stability of market conditions
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1. B
2. B
3. B
4. B
5. C
6. B
7. A
8. A
9. C
10. B
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1. What does the market risk premium represent?
A. The return expected from risk-free investments.
B. The excess return from investing in the market over the risk-free rate.
C. The total return on government securities.
D. The average market return over a set time period.

The market risk premium is a fundamental concept in finance that quantifies the additional return investors expect
to receive from investing in the stock market over the return of a risk-free asset, such as government treasury
bonds. It represents the extra compensation for taking on the higher risk associated with equity investments as
compared to risk-free securities.  By choosing the correct option, you highlight that the market risk premium
measures the difference between the expected return on a market portfolio and the return on a risk-free
investment. This premium is essential for assessing the potential rewards associated with equity investments
relative to the safety of risk-free assets.  Understanding this concept allows investors to make informed decisions
about risk and return, helping them determine whether the potential earnings from investing in the stock market
justify the additional risks involved. This knowledge also underpins various financial models, such as the Capital
Asset Pricing Model (CAPM), which incorporates the market risk premium as a key component in calculating the
expected returns on assets with different risk profiles.

2. Which of the following best describes a risk-averse investor?
A. An investor who seeks high returns with significant risk
B. An investor who prefers investments with lower returns but less risk
C. An investor who is indifferent to risk
D. An investor who looks for volatile markets

A risk-averse investor is characterized by a preference for lower returns accompanied by reduced risk. This type
of investor prioritizes the preservation of capital over potential high yields. They are likely to choose investments
that are more stable and have a track record of consistent performance, even if this means sacrificing some
potential for higher returns that come with greater risk.  This behavior stems from the natural inclination of
risk-averse individuals to avoid uncertainties and potential losses. They stand to lose more in volatile markets,
thus preferring to secure their investment in safer options, even if those options yield lower financial returns. This
approach aligns with general investment principles that suggest that high returns are often associated with higher
levels of risk, which a risk-averse investor seeks to minimize.   In contrast, the other choices describe
characteristics that are not consistent with risk aversion. For instance, the preference for high returns with
significant risk indicates a risk-seeking behavior, while indifference to risk suggests a neutral position that lacks
the caution typical of risk-averse individuals. Seeking volatile markets further contradicts the foundation of risk
aversion, as volatility is a hallmark of uncertainty and potential for loss.

8Sample study guide. Visit https://ucf-fin3403-exam3.examzify.com for the full version

SAMPLE



3. What does 'liquidity' refer to in finance?
A. The ability to generate profit from investments.
B. The ease of converting assets into cash without impacting market price.
C. The capacity to pay off debts.
D. The total value of all revenues generated by a business.

Liquidity in finance refers specifically to the ease with which assets can be converted into cash without significantly
affecting their market price. This concept is crucial for businesses and investors because it highlights an asset's
availability for immediate use in transactions or to meet obligations.   When evaluating liquidity, one considers how
quickly and easily an asset can be sold or liquidated in the market. For instance, cash itself is the most liquid
asset, while real estate or collectibles may take longer to sell and may incur costs or price fluctuations that could
affect their value in the sale process. Therefore, the characteristic that defines liquidity is centered on both the
speed of conversion and the stability of the price during that conversion.   The other options presented do not
accurately capture the definition of liquidity. Generating profit from investments pertains more to financial
performance rather than asset conversion. Paying off debts relates to financial obligations rather than asset
liquidity. Lastly, the total value of revenues generated is a reflection of income rather than the ability to liquidate
assets for cash. Thus, the essence of liquidity is encapsulated in how readily assets can be turned into cash
without impacting their value.

4. What is the annual savings in operating costs expected from the new
production machine for Riverview Company?
A. $75,000
B. $110,000
C. $100,000
D. $90,000

To determine the annual savings in operating costs from the new production machine, one needs to analyze the
projected efficiencies, cost reductions, and overall financial impact that the machine is expected to provide. A
choice of $110,000 indicates a specific estimate derived from understanding the anticipated operational
improvements associated with the machine's implementation.   This figure likely results from a comprehensive
evaluation of factors such as reduced labor costs, lower maintenance expenses, increased production capacity, or
enhanced energy efficiency, which collectively contribute to improved overall cost-effectiveness. Additionally, the
calculation may involve comparing current operating costs with those expected after introducing the new machine,
highlighting the extent to which the investment will benefit the company financially each year.  Such analysis is
vital in business finance as it helps companies like Riverview Company assess whether the investment in new
technology will yield sufficient savings to justify the cost of the acquisition and implementation of the machine. In
this context, an annual savings of $110,000 reflects a strong, positive outcome for Riverview Company,
underscoring the importance of making informed financial decisions based on detailed evaluations of potential
investments.
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5. Which of the following best describes systematic risk?
A. Risk limited to specific investments
B. Risk affecting only a portion of the market
C. Risk that cannot be diversified away
D. Risk related to personal investment decisions

Systematic risk, also known as market risk, refers to the inherent risks that affect the entire market or a significant
portion of it, such as economic downturns, political instability, changes in interest rates, or natural disasters. This
type of risk is not unique to a single company or industry and cannot be eliminated through diversification, as it
impacts all investments to varying degrees.  Selecting the option describing systematic risk as the risk that cannot
be diversified away captures its essence perfectly. Regardless of how well an investor diversifies their portfolio
across different asset classes or securities, they will still be exposed to systematic risk. This is in contrast to the
other types of risk, which can be mitigated through diversification strategies.  The other options reflect concepts
related to unsystematic risk or specific circumstances that do not fully encompass the nature of systematic risk.
For example, options that mention risk limited to specific investments or portions of the market pertain to
unsystematic risk, where the consequences are confined to particular stocks or sectors. Meanwhile, risk related to
personal investment decisions falls outside the broader scope of systematic risk by focusing on individual investor
behavior rather than market-wide phenomena.

6. What is capital budgeting primarily concerned with?
A. Short-term financial planning
B. Planning purchases of long-term assets
C. Valuing current assets
D. Short-term cash flow management

Capital budgeting is primarily concerned with planning purchases of long-term assets. This process involves
evaluating potential major investments or expenditures that a company may undertake, such as buying new
machinery, building a new facility, or launching a new product line. Capital budgeting helps organizations assess
the expected returns on these long-term investments and whether they align with the company’s financial goals. 
The importance of capital budgeting lies in its role in strategic decision-making. The evaluation typically includes
analyzing projected cash flows, the cost of capital, risk assessments, and methods like Net Present Value (NPV),
Internal Rate of Return (IRR), and payback periods. Ultimately, effective capital budgeting ensures that the
company's resources are allocated efficiently to maximize profitability and growth over time.  Short-term financial
planning, valuing current assets, and short-term cash flow management focus on different aspects of financial
management that are typically more immediate in nature and do not encompass the long-term investment
perspective that capital budgeting entails.
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7. What tax rate was used in the example calculations for Prescott
Corporation's after-tax cost of debt?
A. 21%
B. 15%
C. 25%
D. 30%

The tax rate used in the example calculations for Prescott Corporation's after-tax cost of debt is 21%. This
percentage is significant because the after-tax cost of debt is determined by taking the interest expense on the
debt and adjusting it for the tax shield that debt provides. This is done through the following formula:   After-tax
cost of debt = Interest rate × (1 - Tax rate)  By applying the 21% tax rate in the calculations, the after-tax cost of
debt effectively reflects the true cost to the corporation after accounting for the tax deductibility of interest
expenses. This rate aligns with the corporate tax rates that were in effect during the year when the calculations
were made, ensuring that the company's financial assessments and capital budgeting processes are accurate and
realistic for decision-making purposes. Using a tax rate different from 21% would result in an incorrect calculation
of the after-tax cost of debt, affecting factors such as investment evaluations and the overall cost of capital for
Prescott Corporation.

8. If a preferred stock’s price is $40 and the preferred dividend is $4.125, what
is the expected rate of return?
A. 10.31%
B. 12.25%
C. 8.5%
D. 9%

To determine the expected rate of return on a preferred stock, you can use the formula:   Expected Rate of Return
= Annual Dividend / Market Price of Preferred Stock.  In this case, the annual dividend is $4.125 and the market
price of the preferred stock is $40. By applying the values to the formula, we get:  Expected Rate of Return =
$4.125 / $40 = 0.103125, or 10.31%.  This result indicates that if you buy the preferred stock for $40, you can
expect to receive an annual yield of 10.31% from the dividends. Preferred stock typically pays a fixed dividend, so
this calculation allows investors to assess how much return they can expect relative to the stock's current price.  
Understanding this concept is essential for evaluating investment options and comparing the returns of different
securities.
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9. What is the importance of adjusting cash flows for timing when comparing
projects?
A. It provides a more conservative cash flow estimate
B. It allows for a realistic assessment of net cash returns
C. It standardizes projects to a common time frame for evaluation
D. It simplifies the project selection process

Adjusting cash flows for timing is crucial when comparing different projects because it standardizes the projects to
a common time frame for evaluation. This approach allows investors and managers to consider all cash flows on
an equal basis, regardless of when they occur, by taking into account the time value of money.  When projects
generate cash flows at different times, simply summing those cash flows would not provide a valid comparison.
The time value of money concept recognizes that a dollar received today is worth more than a dollar received in
the future due to its potential earning capability. By discounting future cash flows back to their present value, all
cash flows can be evaluated on the same basis. This ensures that the comparison reflects the true economic
value of the cash flows generated by each project.  Standardizing the time frame helps to reveal which project is
likely to provide the greatest return relative to its cash outflows, ultimately leading to better investment decisions.
This method facilitates a more accurate analysis of profitability, risk, and overall project feasibility, which is
essential for informed decision-making in business finance.

10. In finance, what does risk refer to?
A. The chance of guaranteed returns
B. The potential for loss or variability in returns
C. The likelihood of financial success
D. The stability of market conditions

Risk in finance fundamentally refers to the potential for loss or the variability in returns. It encompasses the
uncertainty surrounding any investment's returns, which could be affected by a variety of factors such as market
fluctuations, economic conditions, or company performance. By understanding risk, investors can assess the
probability of returns varying from the expected outcome, which is crucial for making informed investment
decisions.  The concept captures the essence of investment dynamics, where higher potential returns are typically
associated with higher levels of risk. Therefore, recognizing the nature of risk helps investors to strategize
accordingly, whether they seek to embrace risk for potentially greater returns or minimize it to protect their capital.
This understanding aligns with the foundational principles of finance, emphasizing the relationship between risk
and expected returns.   The other options do not accurately define risk in the context of finance. Guaranteed
returns suggest certainty, which contradicts the inherent uncertainty associated with risk. Similarly, financial
success is more of an outcome rather than a definition of risk itself, and stability in market conditions relates to risk
mitigation rather than its core definition. Hence, the correct understanding of risk is captured by the potential for
loss or variability in returns.
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