 Qstn 2
[bookmark: _GoBack]Several factors come together to influence a business’s ability to produce cash flows in the future. Both revenues and costs depend on these factors. 
Revenues in future periods depend on: 
· A business’s advertising and promotion effectiveness and efficiency
· The response of customers to the product and the promotion activities. 
· The effectiveness of the business’s distribution channels
· The competitiveness of the business in the industry
· The quality of products produced by the business
Costs on the other hand depend on:
· The price and availability of labor and material
· Overhead costs 
· The effectiveness and efficiency of production operations and processes
Physical, administrative and economic forces influence each of these factors  in either a positive or negative way.  The result of such a confluence of different influences tends to vary randomly around some central value.  This kind of pattern represents the essence of a random variable. 
     If a random variable is the results from a combination of other random variables, its variability tends to be less than that of the constituent pieces.  This is because there is usually some offsetting of the pluses and minuses among the pieces coming together in a typical observation.  
Qstn 5
High Risk projects are less desirable as compared to low risk projects with the same expected return, because there is higher probability that a significantly unfavorable outcome will occur.  As such, it is desirable to discriminate against such projects in the capital budgeting process.  Using a risk-adjusted rate instead of the cost of capital when project risk is high is a mechanical method of making risky projects less acceptable.  The method simply requires that a risky project have a higher expected return to qualify than a lower risk project.  
     The cost of capital reflects the current state of the business, and therefore can be associated with normally risky projects.  Higher rates are logically appropriate for higher risk projects.




