COMM220 Final Review

Chapter 15: Foreign Exchange and Interest Rate Parity

a. Appreciating Currency: if our currency is appreciating compared to the U.S., our money is worth more 
b. Depreciating Currency: the more domestic currency you need to buy foreign currency, the less domestic currency is worth

Appreciating/Depreciating = (New Currency – Old Currency)/ Old Currency

Why do we hold foreign currency?
1. Trade and investment purposes – buy goods in other countries or trade
2. Speculation – holding currency with the expectation of it appreciating
3. Interest Rate Arbitrage – investing in undervalued items expecting value to increase (buying low and selling high)

Four Institutions in the Exchange Market
1. Retail Customers: firms (businesses and individuals) – we are hold foreign exchange to engage in purchases
2. Commercial Banks: important because they hold the foreign currency – allow others to purchase it
3. Foreign Exchange Brokers: intermediary between customers and commercial banks that holds currencies and sells it to other people
4. Central Banks: “boss of all banks”

Interest Rate Risk: lock-in a rate for exchange and you don’t know if its going to go up or done
Exchange Rate Risk: fluctuation in currency
1. Spot Transactions: the current exchange rate (today)
2. Forward Transactions: removes exchange rate risk because a price for the future is being locked in today – go to the bank, ask for U.S. currency for a future date, and lock-in a rate that day (eliminating risk because you know what you’re going to be paying in the future, however the bank still takes on a small risk)

Exchange Rate Systems (MCQ)
1. Fixed Systems: value of a currency is held constant by the central bank who counteracts the market forces of demand and supply (the central bank is deeming the currency)
2. Flexible Systems: when the system allows for fluctuations of the value of currency based on factors of demand and supply (demand and supply is deeming the currency)

Growth at Home*
· We are buying more of our own goods, which makes our dollar stronger

What are we likely to do if our currency appreciates?
· For us, foreign goods become cheaper because our currency can purchase more of the other one - A domestic country will more likely import
· Demand for foreign currency increases, so eventually the value of the foreign country currency increases and our currency depreciates

Growth Abroad*
· Foreign countries are growing, so its cheaper for them to purchase CAD goods 
· They are more inclined to import now, so we are now inclined to export
· CAD currency starts off weaker and eventually appreciates


Questions

1. Consider the following statements on foreign exchange markets. Choose the most appropriate.
a. Domestic growth will lead to more exports and thus a greater demand for foreign assets
b. As the demand for foreign currency increases, domestic currency appreciates
c. If domestic interest rates rise, domestic currency must depreciate
· If domestic interest rates rise, it is more attractive to invest in Canada
d. If investors have positive expectations about domestic currency, the currency will eventually appreciate
e. Flexible exchange rate systems allow for fluctuations of the value of the currency based on permission from the central bank
· This is the definition of a fixed system

2. There are multiple actors involved in foreign exchange markets. They include:
a. Retail customers
b. Commercial banks
c. Foreign exchange brokers
d. Central banks
e. All of the above

3. Which of the following is least appropriate?
a. If a domestic country is growing, the country will be inclined to import
b. Growth at home results in the appreciation of the foreign currency and depreciation of the domestic currency
c. If there is growth abroad, the domestic country will import more
d. Growth abroad results in the appreciation of the domestic currency and depreciation of the foreign currency
e. A) and D) are true

4. There are many reasons for holding foreign currency. These may include all of the following except:
a. Trade and Investment Purposes
b. Interest Rate Arbitrage
c. Risk Coverage 
d. Speculation
e. All the above are supporting reasons
CHAPTER 1 QUESTIONS

	
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	CPI
	281.67
	296.34
	298.31
	309.11
	316.17
	330
	331.14
	340.61
	347.11
	351.32
	360.18

	Nominal $
	1.16
	1.19
	1.47
	1.58
	1.59
	1.71
	1.79
	2.13
	2.24
	2.41
	2.74


 1. The following table shows the average retail price of oranges (kg) and the CPI from 2000 to 2010 for fictitious economy


A) Calculate the real price of oranges in terms of year 2000 dollars. Has the real price increased/decreased/stayed the same since 2000?

	
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	Real $
	1.16
	1.13
	
	
	
	
	
	
	
	
	2.14



Real Price = (CPI Base Year/ CPI Current Year) x Nominal $ Current Year

B) What is the % change in the real price of oranges from 2000 to 2010?

% Change = [(New Price – Old Price)/ Old Price] x 100
% Change = 2.14 – 1.16/ 1.16 x 100 = 84.81%

2. The basic assumption of a firm operating in a non-competitive market is that:
a. It must act like a price taker and “take” the prevailing market price
b. There are many buyers and sellers in the market
c. It is always subject to collusion
d. It can individually affect the price
e. None of the above

3. The basic assumption of a firm operating in a competitive market is that:
a. It must act like a price taker and “take” prevailing market price
b. There are always many buyers and sellers in the market
c. It is always subject to collusion
d. It can individually affect the price
e. None of the above

4. Which one of the following statements is correct?
a. The nominal price of a good is its retail price
b. The real price of a good is also called the constant dollar price of that good
c. The real price of a good is equal to the nominal price of the good corrected for inflation
d. Firms operating in perfectly competitive markets are price takers
e. All of the above



5. Although the Canadian Radio-television and Telecommunications Commission has no intention of regulating consumer prices for cellular services, it is taking not of the market’s growing importance. Smartphones are already used by the vast majority of Canadians who subscribe to mobile services at a wide rage of prices.
According to this statement, is the CRTC trying to make the cellular phone market perfectly competitive or non-competitive. Discuss the conditions of perfect competition.

Perfectly Competitive Market
· Customers are price takers (prices are similar)
· Products are homogeneous
· Many buyers and sellers

ANS: The idea behind this statement is that prices are not regulated. Competitors can set prices for themselves, therefore are not trying to set a perfectly competitive market. (Not price takers)

Understand the factors included in competitive and non-competitive markets*


6. The wheat industry has many buyers and sellers. More importantly, harvested wheat is a homogeneous product among the many different sellers. As a result, a firm that operates in this market must offer the good at the same price as its competitors to attract consumers. Given this information, is it feasible to conclude that the market for wheat is perfectly competitive? What key information persuades or dissuades you from such a conclusion. 


CHAPTER 2 QUESTIONS

1. When there is a market surplus, the market price is I) than the price at the equilibrium point. This means that the quantity supplied is II) than the quantity demanded. This will in turn cause a III) pressure on the price. In order for the market to adjust back to equilibrium, the current quantity demanded will have to IV) and the current quantity supplied will to V).
a. Higher, higher, upward, increase, increase
b. Higher, lower, downward, increase, increase
c. Higher, higher, downward, increase, decrease


2. Consider the following table and answer the appropriate questions

	Price
	Demand
	Supply

	10
	30
	40

	20
	25
	50

	30
	20
	60

	40
	15
	70



A) Calculate the demand and supply curve equations.

B) Find equilibrium price and quantity.


3. The price elasticity of demand for textbooks today is -0.5. Today, the market operates at equilibrium at a price of $106.50. The quantity supplied at equilibrium is 2900 textbooks. Given this information, determine the demand equation for hamburgers today.



4. Suppose the demand and supply curves for a particular market are Qd = 100-4P+I+2S (where I is income and s is the price of substitutes) and Qs= 6P + 100.

A) Calculate equilibrium price and quantity assuming I=20 and S=20.


CHAPTER 3 QUESTIONS

1. The following formulas are the market demand and supply equations for notebooks, respectively: Qd = 10 – 3P and Qs = 2 + 0.5P (in thousands of notebooks). George, a leading economist, has expressed his concern for consumers. He suggests that a price maximum be set on notebooks.

A) Calculate the equilibrium price and quantity before the implementation of the price maximum

B) Illustrate the equilibrium price and quantity on a graph. Be sure to label all relevant coordinates and curves.

C) Suppose the price maximum proposed by George is set to $2.00. Calculate the change in consumer surplus, change in producer surplus and change in economic welfare as a result of the price maximum. Show these changes on a plane. 


2. For the last 10 years, the Quebec government has used price supports to provide income assistance to local dairy farmers. To implement these price supports, the government uses price floors. Consider the demand and supply curves for milk, as given below:
Qd = 15 – 3P and Qs = 4 + 3.5P (in liters of milk). Suppose further that the Quebec government implements a price minimum of $4.00. Given this information, what will be the cost to the government if it uses a price support to assist the local dairy farmers.


CHAPTER 4 QUESTIONS

1. Carlos, a leading Quebec economist, recently claimed that, “it is been particularly easy to find laborers suitable for open positions.” Which of the following is most appropriate concerning this statement?
a. The given the labor market can be said to be tight (not a lot of unemployment)
b. The given labor market can e said to be loose (a lot of unemployment)
c. The unemployment rate of the given economy is low
d. There is a large labor force but a very low unemployment rate in the economy
e. Statements A) and D) only

2. If wages are higher than the market-clearing wage, the implications of this are I) and II). If wages are below the market-clearing levels, then the implications of this can include III) and IV)
a. Workers are being overpaid, more workers want jobs than can be found, employees are being underpaid, employers will have trouble keeping the employees they do find
b. Workers are being underpaid, more workers want jobs than can be found, employees are being overpaid, employers will have trouble keeping the employees they do find
c. Workers are being underpaid, more workers want jobs than can be found, employees are being underpaid, employers will have trouble keeping the employees they do find
d. Workers are being overpaid, more workers want jobs that can be found, employees are being overpaid, employers will have trouble keeping the employees they do find

3. The term labor force in Canada refers to all those
a. Over 15 years of age who are employed
b. Actively seeking work
c. Expecting recall from a layoff
d. All of the above

4. For each of the following scenarios, state whether the demand for labor is affected and in which direction it shifts
a. The demand for cookies has risen, forcing the cookie companies to increase their output
	Ans.: Increase demand

b. The wages for paralegals have risen in comparison to those of insurance agents; analyze from the point of view of insurance agent demand
	Ans.: Nothing happens to demand (if looking at supply, it would decrease)
	
c. The cost of capital used in making cookies has declined
	Ans.: It depends on whether the substitution or scale effect dominates. The substitution 	effect occurs when machines replace the labour since cost of capital decreased. The scale 	effect dominates if the increase in labor exceeds the 	increase in machinery.


CHAPTER 5 QUESTIONS

1. Consider the recent statement issued by the firm Rangaha Inc.:
“We are currently employing a large amount of labor. We use barely any capital”. Which of the following is true?
a. The MPL will likely be very high
b. The MPK will likely be very high 
· Because they are already using a large amount of labor, one extra unit of labor would not make a huge difference. Similarly, because they barely use any capital, one additional unit of capital would have a big effect on production)
c. The MRTS must be large
d. They are experiencing the law of diminishing returns relative to their capital use
e. None of the above are correct


2. Wacky Windows designs and installs windows for commercial and residential customers. The company’s production function is given by Q=20L0.5K0.5, and pays workers $15 an hour and rents equipment at $10 per hour.

A) Determine the cost minimizing capital-labor ratio for the firm

B) How much does it cost the firm to produce 5,000 windows?

C) A new law implements a higher minimum wage of $20 per hour. What is the new cost-minimizing ratio? How much does it cost the firm to produce 5,000 windows?

As an MC, we would be given MRTS and wage change.


CHAPTER 6 QUESTIONS

1. Which of the following statements is most appropriate?
a. A dominant substitution effect will occur if a wage increase induces the decision to participate in the labor market
b. A reservation wage is the wage above which a person will not work in the labor market, denoted by Wr (should be wage below)
c. A dominant substitution effect will occur if a wage fall causes someone to drop into the labor market

2. The opportunity cost of an hour of leisure
a. The money you pay for an our of leisure
b. The dollar value gained from an hour of leisure
c. Is the gains gained from an hour of watching television
d. Is equal to an individual’s wage rate

3. Pauly, a leading economist in Quebec, recently released the following statement: “An individual’s labor supply curve can be either upward or downward sloping. The reason for this has to do with the marginal rate of substitution among leisure time and daily earnings.”

Is Pauly correct? Why or why not?

Ans.: Pauly is wrong. He does not make reference to the income effect. The substitution effect explains the upward slope whereas the income effect explains the downward slope. 


CHAPTER 7 QUESTIONS

1. In the case of insurance, an individual will pay a premium to avoid risk. If the amount of this premium is higher than the i) from the risky situation, then we say that the person is ii)
a. Actual loss, risk-neutral
b. Actual loss, risk-averse
c. Expected loss, risk-loving
d. Expected loss, risk-averse

2. Concerning an individual’s risk preferences, a risk adverse person will pay (less, more) for insurance. In addition, the larger the variability of a gamble, a risk loving person will receive (less, more) utility relative to a risk neutral person. Finally, a person who is risk neutral will (accept, decline) insurance.
a. Less, less, decline
b. More, more accept
c. Less, more, accept
d. More, less, decline
e. More, more, decline

3. The risk premium (with regards to insurance) can be best defined as one of the following
a. The amount an individual is willing to receive to take a gamble
b. The amount an individual is willing to pay to take a gamble
c. The amount an individual is willing to pay to avoid a gamble
d. The amount an individual is willing to receive to avoid a gamble

4. Which of the following is least appropriate?
a. It is not possible to invest more than 100% of your money into an asset, unless you receive some random unexpected income (Why? You can borrow money)
b. Diversification is a risk reduction technique
c. Risk-averse individuals tend to pay risk premiums to avoid risk
d. A risk averse investor has a diminishing marginal utility of income
e. The loss aversion theory states that investors prefer avoiding losses than acquiring gains

Risk-Averse person has diminishing marginal utility of income
Risk-loving has increasing marginal utility of income


5. Suppose you have the following 3 utility functions:
	
	U=2I; U=2I2 and U=2√I

A) Determine, for each of these functions, if it correlates with the profile of a risk-neutral, a risk-averse or a risk loving individual
· U=2I: Risk Neutral
· U=2I2: Risk Loving
· U=2√I: Risk Averse
B) Suppose you have the following two Portfolios in which you can invest, with the following payoffs and probabilities for each. Which Portfolio will each type of investor chose (risk-averse, risk loving, risk neutral)?
· Easier to find the standard deviation – lowest one would be associated to risk-averse individual and highest would be associated to risk loving invidividual

	Portfolio A
	Portfolio B

	Payoff 
	Probability
	Payoff
	Probability

	10 000
	0.6
	6 000
	0.50

	5 000
	0.40
	10 000
	0.50



Portfolio A
E(R) = 0.6 (10,000) + 0.4 (5,000) = 8,000

Portfolio B
E(R) = 0.5 (6,000) + 0.5 (10,000) = 8,000

U = 2I  Neutral

UA = 2(0.6)(10,000) +2 (0.4)(5,000) = 16,000

UB = 2(0.5)(6,000) + 2(0.5)(10,000) = 16,000


U=2I2  Loving

E(U)A = (0.6)(2)(10,000) 2 + (0.4)(2)(5,000) 2

E(U)B = (0.5)(2)(6,000) 2 + (0.5)(2)(10,000) 2

INCOMPLETE**


CHAPTER 8 QUESTIONS

1. Which of the following is most appropriate?
a. A secondary market is a market in which new securities are sold (False, primary market)
b. Long term debt contracts, like government treasury bonds, are usually sold in money markets (False, capital market)
c. A secondary market is a financial market where securities that have been already issued can be sold only (False, they can be bought and sold)
d. A secondary market is a financial market where securities that have been already issued can be bought and sold 
e. A primary market is a financial market where new securities are issued only (False, they can be bought and sold)


2. Which of the following is least appropriate?
a. A secondary market is a market in which only newly issued securities can be sold
b. Long-term debt contracts are usually sold in capital markets
c. A secondary market is a financial market where securities that have already been issued can be bought and sold
d. A primary market is a financial market where new securities can be traded among investors
e. None of the above

*Traded means bought and sold

3. Which of the following best applies to primary and secondary markets?
a. A secondary market is a financial market in which securities that have been previously issued can be resold
b. The primary markets for securities are well known among investors because such transactions are made very public
c. A primary market is a financial market in which new securities are resold to new and old potential buyers
d. The main limitation of a secondary market is that it reduces the liquidity of assets (Increases liquidity of assets – if given the ability to resell, liquidity increases)

4. Among the following, which could be considered a financial intermediary?
a. Chartered banks
b. Pension funds
c. Insurance companies
d. The Caisse Populaire
e. All of the above
f. None of the above




5. Consider the following two statements and choose the most appropriate answer
	I) Short term debt instruments have a maturity of less than one year - TRUE
	II) Short term debt instruments are most often traded in capital markets to raise 	capital/money for the firm – FALSE


6. L/A Theory: Define equity and debt and provide advantages and disadvantages of both


7. A short-term debt instrument is that in which
a. Capital is fixed
b. Has no maturity
c. Maturity is less than one year
d. Labor is fixed

8. There are multiple functions of financial intermediaries in indirect finance. One of them is that they solve asymmetric information problems. Name three other major functions of a financial intermediary and explain their importance.
· Economies of Scope: more services under one roof
· Lower Transaction Costs
· Risk Reduction

Asymmetric Information Problems: have more information and knowledge (experts)



CHAPTER 9 QUESTIONS

1. Which of the following statements is false?
a. Indirect finance is more important than direct finance
b. Small businesses have a very hard time accessing the securities and financial market
c. Issuing debt (bonds) is preferred to issuing equity
d. The financial system is heavily regulated
e. Financial intermediaries are not a important source of external financing


2. To solve the principal agent issue shareholder can increase information by sending auditors to inspect the actions of the managers. An issue(s) with this, however includes:
	I) It is costly in terms of time and money - TRUE
	II) It results in the free-rider problem – TRUE
· Company is paying auditors and then publish information available to the public (Free-rider problem because the public benefits from the work of the auditors) and we know it’s a public company because of the “shareholder”

3. Louis owns a grocery store. He pays his employee, Marco, a fixed wage of $10 per hour under the table. After hiring him, Marco decides to take a three-hour lunch break, something Louis had not anticipated from his new employee. 
Indicate which agency problem best fits this scenario. Why?

Ans.: Moral Hazard Problem – the issue is happening after the Marco was hired (which is the idea behind moral hazard). If it were happening before the hiring, it would have been adverse problem (information problem before an event is happening)

LEMONS PROBLEM MCQ



CHAPTER 10 QUESTION

Concept of Time Value of Money is important (no calculation required, but understanding the formula is important)


CHAPTER 11 QUESTIONS

1. Which of the following statements is true?
a. A rise in the expected return will cause the demand for bonds to shift right
b. A rise in the expected return will cause the demand for bonds to shift left
c. A rise in the expected return will not affect the demand for bonds
d. A rise in the expected return may shift demand for bonds left or right, depending on the magnitude of the effect
e. A rise in the expected return will cause the demand for bonds to shift right only is the bond is liquid


2. A rise in expected inflation will
a. Increase the supply of bonds only
b. Decrease the supply of bonds only
c. Decrease the supply of bonds and increase the demand for bonds
d. Increase the supply of bonds an decrease the demand for bonds
e. Decrease the demand for bonds only


3. What are the four main factors that will influence the demand for an asset? Describe the factors and the impact that they will have on the demand of an asset. (Asset is what you own – stocks, bonds, etc.)

Ans.: Wealth, liquidity, risk (negative correlation), expected return


4. What are the three main factors that affect the supply for bonds, describe the how each affect the supply.

Ans.: 
1) Government Debt – needs to be paid so they issue bonds
2) Expected Inflation – as inflation rises, supply increases (know what you are paying will be valued more in the future
3) Expected Profitability


CHAPTER 12 QUESTIONS

1. Which of the following is incorrect? (Know the equation)
a. A spot rate is the rate that is observable today
b. A forward rate is a future rate that can be estimated using the spot rate
c. A forward rate can be invested in today
d. The risk structure of interest rates depends only on liquidity risk
e. Yield curves are almost always upward sloping


2. The following table gives you the current and expected future one-year interest rates as well as the rate for multi year bonds. Calculate the liquidity premium for each multi-year bond. 
Premium received for each additional year
 
	Year
	1 Year Bond Rate
	Multi-Year Bond Rate

	1
	2%
	2%

	2
	2%
	2.5%

	3
	3%
	3.5%

	4
	3.5%
	4.5%



SEE TEACHER Liquidity Premium Formula*
Year 0 = 2-2 = 0%
Year 2 = 2/2.5 = 0.5%
Year 3 = 3.5 - 2.33 = 1.1667%


3. For each hour worked, a Canadian worker can produce 4 cookies or 2 pencils. Italian workers can produce 2 cookies or 1 pencil per hour. Given this information, we can conclude that,
a. Canada has a comparative advantage in both cookies and pencils
b. Italy has a comparative advantage in both cookies and pencils
c. Canada has a comparative advantage in cookies and Italy has the comparative advantage in pencils
d. Italy has a comparative advantage in cookies and Canada has the comparative advantage in pencils
e. None of the above

Comparative Advantage: compute the opportunity cost
· How much of one good is being lost with the production of another good
· Absolute advantage would be Canada for both (just look at what they are producing)

[bookmark: _GoBack]

4. The following tables shows labor productivities in the form of outputs per worker. Answer the appropriate questions.

	Good
	Country A
	Country B

	X
	8
	6

	Y
	4
	2


 
A) Which country has the absolute advantage in good X?
	Ans.: Country A

B) Which country has the absolute advantage in good Y?
	Ans.: Country A

C) Which country has the comparative advantage in good X?
	Ans.: 
	Good X = 4/8 = 0.5/1X (For every 1 X, losing out on 0.5 Y)
	Good X = 2/6 = 0.334/1X
	Country B

D) Which country has the comparative advantage in good Y?
	Ans.:
	Good Y = 8/4 = 2X/1Y
	Good Y = 6/2 = 3X/1Y
	Country A




