Tutorial questions for Comm 220

 Chapter 1-4

Q1. Last month you, an employee of Stereo Shack, sold 10,000 sound systems nation wide at $400 each. The month prior, you were able to sell 9,000 sound systems at $410 each. Next month, you plan on cutting the price to $390. If the market demand is liner, predict next month’s sale. 

a) 10,000 units
b) 11,000 units
c) 12,000 units
d) 13,000 units
e) 14,000 units

Ans: (hint) because the question states that the demand equation is linear, without any calculations done you can see that the answer 11,000 units (b).

Q2. Suppose Qd=190-2.5P and Qs=124+1.5P, the price elasticity of demand at the market equilibrium must be:

a) approximately -0.2773
b) approximately -0.1717
c) approximately -0.1123
d) approximately -0.2737
e) approximately -0.3772

Ans: a)

Use the following information to answer questions 3, 4, 5, and 6:

Q3. The following formulas are the market demand and supply equations for watches, respectively: Qd=11-4P and Qs=3+2.5P. Calros, one of the world’s best economists, has stated that a $1.00 price ceiling should be set on watches. Calculate the change in consumer surplus as a result of the implementation. 

a) the change in consumer surplus totals $1.2278
b) the change in consumer surplus totals $1.3359
c) the change in consumer surplus total 1.2278 units
d) the change in consumer surplus totals 1.3358 units
e) the change in consumer surplus totals 1.4657 units

Ans: a)

Q4. Calculation the producer surplus

Ans: $-1.3359

Q5. Calculate the dead weight loss

Ans: $-0.1083

Q6. Assuming buyer’s income declines and demand is reduced by 73%. Calculate the new equilibrium price before the implementation of the price ceiling.

Ans: $-0.0084 

Q7. Supposed the price elasticity of SUPPLY for Colgate toothpaste is 0.1. if the price of Colgate increase by 30%, what would we expect to happen to the quantity of toothpaste supplied? 

a) the quantity supplied of toothpaste would increase by 6%
b) the quantity supplied of toothpaste would increase by 3%
c) the quantity supplied of toothpaste would decrease by 6%
d) the quantity supplied of toothpaste would decrease by 3%
e) the quantity supplied of toothpaste would decrease by 4%

Ans: b)

Q8. Which of the following is unlikely to occur as a result of the implementation of a price support program?

a) an increase in the quantity of goods purchased
b) an economic cost to the government
c) a deadweight loss to economic efficiency
d) a reduction of consumer surplus
e) a reduction of producer surplus

Ans: e)

Q9. Good A holds a price elastic of demand equal to zero. Suppose an implementation of a $3.00 tax on Good A is imposed. Given that the price elasticity of supply of Good A is equal to one, the fraction of a specific tax that will be passed through to consumers is equal to:

a) 0% (0)
b) 25% (0.25)
c) 50% (0.5)
d) 75% (0.75)
e) 100% (1)

Ans: e)
Q10. A gas station sold 10,000 gallons of gas at $1.50/gallon. They sold 8,000 gallons of gas at $2.00/gallon. Using arc elasticity of demand, what is the elasticity of gas in this problem? 

a) the value of the arc elasticity of demand is -1.0000
b) the value of the arc elasticity of demand is -0.6000
c) the value of the arc elasticity of demand is -0.8990
d) the value of the arc elasticity of demand is -0.7777
e) none of the above is correct

Ans: d)

Q11. The price elasticity of demand for textbooks today is -0.25. Today, the market operates at equilibrium at a price of $2.60. the quantity supplied at equilibrium is 2500 textbooks. Determine the demand equation for textbooks today.

a) Qd=240.38P-3020
b) Qd=367.45P-3460
c) Qd=240.38P=3125
d) Qd=367.45P-3460
e) None of the above are correct

Ans: e)

Q12. Eddy owns a small pizzeria and wishes to know more about the product he is selling and the impact price has on the demand. You know that when the price per slice was $2.00, eddy sold 10 slices per day and the corresponding point price elasticity is equal to -1. Now that he has increased his price to $3.00 per slice, he only sells 5 slices per day and the point price elasticity falls by X%. as per the calculations, demand for his pizza can be said to be elastic.

a) Eddy should increase his price to $3.00 as it would allow him to better cover his fixed costs of operating his business.
b) Eddy should decrease his price to below $2.00 to help generate greater profits
c) Eddy should give his pizza away for free ($0) to ensure the greatest customer base and greater customer utility. 
d) Eddy should neither increase nor decrease his price from $2.00
e) Eddy should not be in the pizza business because he has no idea what he is doing and will run himself to bankruptcy. 

Ans: d)

Q13. I. The constant dollar price of a good is also known as the real price of that good.
II. The normal price of a good that is adjusted for inflation is also known as the constant dollar price of that good. 
III. If the CPI is higher this year than last, it means the rate of inflation has increased.
IV. If the CPI is higher this year than last, it mean there has been inflation since last year. 
V. If the CPI is higher this year than last year, it means real prices must have decreased. 

a) I), II), III) and IV) are true
b) I), II), IV), V) are true
c) I),III) and IV) are true
d) II), III), IV) and V) are true
e) I), II) and IV) are true.

Ans: e)

Q14. The responsiveness of the quantity of one good’s demand to an increase in that good’s price is measured by:

a) the concept of price elasticity
b) the concept of point price elasticity
c) the concept of income elasticity
d) both A) and B) are true
e) all of the above are true

Ans: d)

Q15. I. An increase in the minimum wage will cause a decline in employment among skilled workers, and , as such ought to never be used as a fiscal policy by the government.
II. Nobody in Canada should not be able to afford basic medical services.

a) I) is a normative statement only and II) is a normative statement only
b) I) is a positive statement only and II) is a normative statement only
c) I) is both positive and normative and II) is both positive and normative
d) I) is both positive and normative and II) is a normative statement only
e) I) is both positive and normative and II) is a positive statement only

Ans: d)

Q16. Consider the following statements:
I) the term “demand” refers to consumers need for a particular product and service.
II) If a 39.5% increase in the price of cigarettes causes a reduction in smoking of 31%. Demand must be price elastic.
III) Under the implementation of a specific tax, if the demand is more inelastice than the supple, the burden of the tax falls more on consumers.

a) I) is true, II) is true III) is false
b) I) is false II) is true III) is true
c) I) is false II) is false III) is true
d) I) is true II) is true III) is true
e) I) is true II) is false and III) is false

Ans: c) 

Q17. Pauline recently came out with her own line of clothing called The Pauline. The demand and supply equations for her clothing market are given by Qd=120-P and Qs=5P respectively. Which of the following is true?

a) If P=$25, there is a surplus equal to 30 dollars
b) If P=$25, there is a shortage equal to 30 dollars
c) If P=$25, there is neither a shortage or surplus
d) The market is operating at equilibrium at all prices because Qs is a straight line
e) None of the above is correct

Ans: The unit is units not dollars in the answer therefore e).

Q18. Which of the following is the most appropriate statement concerning the imposition of a price floor?

a) Producer surplus is always lower than it would be in the competitive equilibrium.
b) Consumer surplus could be lower, higher or the same as it would be in competitive equilibrium.
c) The change in consumer surplus does not necessarily have to be negative as a result of a price floor. 

Ans: e)

Q19. You have become accustomed to eating a particular type of pasta imported from Italy. The point price elasticity of deman of the good is -4. Suppose, further, that the demand function for this good is given by 135-P. determine the price of this pasta. 

a) $96
b) $108
c) $135
d) $156
e) there is insufficient information to answer this question.

Ans: b)

Chapter 5 

Q1. Which of the following statements is/are true?
I. an optimal capital-labor ratio of 15K=3L signifies that for every five unit of capital one laborer is required. 
II. The slope of a particular isoquant demonstrates how much input could be substituted for an amount of the other.
III. The law of diminishing returns states that, as the use of an input increase in equal increments, a point will be reached where any additional inputs will cause the marginal product of labor to be negative. 
a) I) only
b) II) only 
c) III) only
d) I) and II) only
e) II) and III) only

Ans: b)

Q2. Which of the following statements is least appropriate?

a) the short run refers to a period of time in which the quantities of at least one factor of production cannot be changed.
b) Selective subsidies involves hiring people from certain target groups.
c) Higher isoquants signify higher output.
d) Payroll taxes require employers to pay the government a certain percentage of employee earning.
e) The marginal product of labor is the change in physical output Q produced by a change in the stock of capital L holding all other inputs constant. 

Ans: e)

Q3. Which of the following best applies to the definition of the short run?

a) Less than one year.
b) More than six years
c) A firm that’s spends 6 weeks renovating its computers.
d) A manufacturing firm that doubles the amount of labor and capital it has over two years.
e) A cookie factory that hires newly specialized cookie bakers to work in the existing production facility. 

Ans: e)
Q4. Phil Dunphey, an employee of modern family corporation, recently has a meeting with his superior. His boss has given Phil the task of changing current corporate strategy and input use as a means of making them more efficient. Suppose you are Phil’s personal advisor: you are to help phil answer all the necessary questions proposed by the boss. Supposed, further, that the production function of the MF corporation is expressed as Q=15L0.5K2. a number of data have been provided to you to facilitate your research:

Cost of each additional unit of labor $10.35
Cost of each additional unit of capital $20.50

a) Find the marginal rate of technical substitution
b) Find the ratio of K to L 
c) What do you propose the optimal amounts of capital and labor to be if production is required to be 1000 units. What would be the corresponding total cost to the modern family corporation?
d) What do you propose the optimal amounts of capital and labor to be if production is required to be 1000 units in the event that the government enacts a new wage of $22.00. what would be the corresponding total cost to the MF corporation?

Ans: a) MRTS=K/4L  b) K=2.0192L c)L=3.0579 and K=6.1745 and TC=$158.2258 d) same steps are previous work only change w=$22 instead of $10.35.

Q5. The twinkie company is interested in knowing how many units of labor it should employ to maximize profits, given it operates in the short run. The company provides you with the following information. As a consultant, advise them on how many units of labor they should employ.

Quantity function Q=2.5L2
Revenue generated for each unit produced $5.98
Cost of each unit produced $4.07
Slope of the isoexpenditure curve 3.6584
Cost of each additional unit of capital $8.90
Risk free borrowing rate 3.67%

Note that if you deem this question to be unsolvable, state the necessary information that should be provided to make it solvable. 

Ans: L=1.0890

Q6. Supposed that montreal has the following function for the supply of accountant: Ls=1000+350W. the corresponding demand curve for these workers is Ld=30000-150W, where L is the number of workers and W is the daily wage. 

In an attempt to increase the demand for labor, the government has begun to subsidize wages. This payroll subsidy is in the form of a cash payment and is valued at 35$.

Given this information, find the new wage and employment levels as a result of the imposition of such a payroll subsidy. 

Ans: W=68.5 and Ld=24975

Q7. Consider this 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
c) The MRTS must be large
d) They are experiencing the law of diminishing returns relative to their capital and labor input use.
e) None of the above are correct

Ans: b)

Chapter 6

Q1. Consider the following statements.

I) As quantity changes, unit variable costs change while unit fixed costs remain constant. 
II) The law of diminishing returns states that the marginal product of an input will eventually become negative.
III) The law of diminishing returns assumes that there is at least on fixed input.
IV) Given an optimal capital-labor ratio of 12K=2L, we conclude that for every additional laborer, the firm requires six units of capital.

a) I) is false, II) is false, III) is true, IV) is false
b) I) is false, II) is true, III) is true, IV) is false
c) I) is true, II) is false, III) is true, IV) is false
d) I) is true, II) is false, III) is true, IV) is true
e) None of the above are correct

Ans: a)

Q2. Neil is head of operations management at firm 1. Recently the cost of machinery has declined, making it cheaper for firms to purchase and invest in capital. Which of the following actions would be the most logical course of action taken by Neil with regards to the amount of labor employed as a result of said change in the input cost? 

a) Reduce the amount of labor in the firm and replace it with cheaper capital.
b) Reduce the amount of capital in the firm and replace it with labor.
c) Increase the amount of capital in the firm, while keeping labor constant
d) Reduce the amount of labor in the firm, while keeping capital constant
e) None of the above are correct

Ans: e)

Q3. Laurie and Mike are planning their marriage. There is lots of work to be done, so they call in help from Rangaha Inc., a firm that specializes in wedding planning. Rangaha Inc.’s production function for invitations is given by Q=20L0.5K0.5. the following additional information has been provided as a means of helping you answer to Rangaha Inc.’s questions. 

The cost of Capital 15.00
The wage 20.00
The prevailing market price 4.00
Risk free borrowing rate 4.36%

a) supposed the firm wants to produce 10,000 invitations, how much will it cost Rangaha Inc. to produce such output? Consider that all firms always want to produce output at minimum cost. 
b) A new law requires that all firms pay their employees $25.00 per hour. What is the cost to produce 10,000 invitations under the new requirements?
c) Laurie and Mike ask you to determine the number of invitations that can be produced given the original cost of producing 10,000 invitations before the implementation of the new wage law. Consider however that the wage law continues to be in effect. 
d) Computer the scale and substitution variances in the employment of labor.

Ans: a) TC=$17320.44 b) TC=$19365.1095 c) Q=8944.2078 units d) scale effect= b) and c) and sub effect a) and b)

Q4. The pop of quebec is 8 million. Supposed that 0.2 million individuals are less than 7 yrs old and 1 million are considered to be not in the labor force. 0.5 million individuals are unemployed but actively seeking work. Calculate the labor force participation rate given 3.75% of the pop is aged between 7 and 16 yrs old. 

Ans: LF=6.5 million

Q5. Consider the following information.
I) Good A has an income elasticity of demand of -1.2
II) Good A has a price elasticity of demand of -1.1
III) Good A and B have a cross price elasticity of demaind of 0.07.
IV) Good B has a price elasticity of demand of -0.9

Which of the following statements is most appropriate?

a) Good A must be a neutral good.
b) Good B must be unit elastic and Good A must be an inferior good
c) Good A must be elastic and Good B must be an inferior good.
d) Good A and B are complements
e) None of the above

Ans: e)

Q6. The following formulas are the market demand and supple equations for notebooks, respectively: Qd=10-3P and Qs=2+0.5P (in thousands of notebooks). Billybob, a leading economist, has expressed his concern for consumers. He suggest that a price maximum be set on notebooks. To save you the effort, billybob has determined that the equilibrium, price and quantity are given by 2.2857 and 3.1429 respectively. Calculate the value of the original consumer surplus. 

a) 1.6463 dollars
b) 1.8956 dollars
c) 1.6463 units
d) 1.8956 units
e) none of the above is correct

Ans: e) correct answer is in 1000s of dollars…

Q7. The following formulas are the market demand and supple equations for watches, respectively: Qd=11-4P and Qs=3+2.5P. Joshua, one of the world’s best economists, has stated that a price ceiling should be set on watches. He says the reason for implementing such a policy would be to help lower the price for consumers in the market for watches. To save you the effort he has calculated the equilibrium, prive and quantity as $1.2308 and 6.077 thousand respectively. Calculate the unit change in producer surplus as a result of the implementation state in THOUSANDS of watches.

a) approximately 1227.8$
b) approximately 1336.5$
c) approximately -1227.8$
d) approximately -1336.5$
e) none of the above is correct

Ans: e)
Chapter 7

Q1. An investor is compiling a portfolio of the following stocks. The expected return and weights of each stock are given below. Calculate the expected return of this investor’s portfolio.

Stock A: -25% return, weighted at 5% of the portfolio.
Stock B: 5% return, weighted at 6% of the portfolio
Stock C: 35% return, weighted at 47% of the portfolio
Stock D: -2% return, weighted at 31% of the portfolio
Stock E: 11% return, weighted at 10% of the portfolio

a) The expected return is approximately 15.98%
b) The expected return is approximately 15.89%
c) The expected return is approximately 18.95%
d) The expected return is approximately 19.58%
e) None of the above are true.

Ans: e) weights don’t add up to 100%

Q2. Marco and Louis, upon completion of their midterms, decide to treat themselves to a night at the montreal casino. While playing the slot machines, Marco is approached by Marla, a woman who claims she knows the slot machines very well. She explains that, in playing that particular slot machine, Marco has an 80% chance of earning 5$ and a 20% chance or earning 30$. Supposed, further, that the function representing Marco’s utility is stated as: U=I1/2.

Use the above information to:
a) comment on Marco’s level of risk aversion.
b) Determine the premium Marco will forgo/pay to avoid the risk associated with an uncertain gamble. 

Ans: a) Marco is risk averse b) 1.71$ risk premium

Chapter 8 and 9 

Q1. Which of the following is most appropriate?

a) a secondary market is a market in which new securities are sold.
b) Long term debt contracts, like government treasury bonds are usually sold in money markets.
c) A secondary market is a financial market where securities that have been already issued can be sold only.
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.

Ans: d)

Q2. 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.
e) Both b) and d) are true.

Ans: a)

Q3. Which one of the following is not a money market instrument?

a) Commercial papers
b) Repurchase agreements
c) Stocks
d) Certificates of deposit
e) Both c) and d)
f) Both a) and d)

Ans: c)

Q4. Equity can be defined as:

a) A contractual agreement by the borrower to pay the holder of the instrument fixed dollar amounts at regular intervals until a specified date when the final payment is made.
b) A short-term instrument that typically matures within one year.
c) Claims to share in the net income and the assets of a business.
d) A contractual obligation to make dividend payments.
e) An agreement to issue net income at regular intervals to holders of such securities.
Ans: c)

Q5. 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

Ans: c)

Q6. There are multiple ways to solve the principle-agent issue. They include all of the following except:

a) Issue debt instead of equity
b) Conducting audits to increase information about what shareholders are doing
c) Use financial intermediaries
d) Engage in venture-capital firms
e) Increase government regulation to increase available information

Ans: b)

Q7. Which of the following statements is false?

a) Indirect finance is more important than direct finance.
b) Small business 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 an important source of external financing.

Ans: e)

Q8. To solve the principle-agent issue shareholders 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.
II) It results in the free-rider problem.

a) I) is true, II) is false
b) I) is true II) is true 
c) I) is false II) is true
d) I) is false II) is false
e) There is insufficient information to answer this question

Ans: b)

Q9. Consider the following statements:

I) Only large corporations have easy access to securities markets
II) Collateral is a prevalent feature of debt contracts for both households and businesses.
III) Debt contracts are typically extremely complicated legal documents.

a) I) is true, II) is false, III) is true
b) I) is true, II) is true, III) is false
c) I) is false, II) is false, III) is true 
d) I) is true, II) is false, III) is false
e) All of the above are true.

Ans: e)

Q10. The free rider problem occurs because:

a) People who pay for information use it freely.
b) Information can never be sold at the expected price of its use.
c) People who did not pay for the information will use it
d) Both a) and c)
e) Answers a), b) and c) are correct

Ans: c)

Chapter 10 and 11

Q1. The face value of a bond trading at par is 1000$. If you decide to invest with this company, you will earn a fixed coupon rate of 6%. Supposed that you are considering an investment with another company bond that offers 7%. Which of the following is true?

a) The first bond must trade at a discount to attract you.
b) The first bond must trade at  a premium to attract you.
c) The second bond must trade at a discount to attract you.
d) The valuation of the first bond is neither above nor below 1000$.
e) The valuation of the second bond is neither above nor below 1000$.

Ans: d)

Q2. You just deposited $1000 in your savings account. In one year, you plan to buy a Sony LSD tv for 1081$.

Real interest rate 2%
Inflation rate 6%

You would like to know whether the nominal rate offered to you by the bank will allow you to have sufficient funds in one year to buy the TV worth 1081$. 
Ans: yes you will. According to the equation (1+rn)=(1+π)(1+rr), you will have a little more than 1081$. 

Q3. Analyze each of the following situations independently from one another.

Case I: Bond XYZ
On January 1, 2014 you bought a bond (bond XYZ) for $1000 having a face value of $1000. On December 31, 2014 you sold that bond for $800. Supposed that current yield is 8%. Calculate the rate of return of bond XYZ.

Ans: -12%

Case II: Bond ABC
On January 1, 2014 you bought a bond for 982$, having a face value of $1000. One year later you sold this bond because you no longer wanted to hold any investments. Supposed you suffered a capital loss of X% as a result of the sale. Calculate the price the bond was sold for given a coupon rate of 10% and a rate of return of -0.40936.

Ans: $480

Case III: Bond MB
Naresh buys bond MB (a zero) at the beginning of the investment year. He bought the bond for $983, a discount compared to the $1000 face value. Supposed naresh held the bond to maturity, what is the value of each coupone payment over the term of the bond?

Ans: $0

Review chapters 5-11

Q1. You are reviewing investment opportunities. The research you have gathered is as follows:

1. There is a 27% chance of earning 100$.
2. There is a 73% chance of earning 25$.
3. Your utility function is equal to the square root of I, where I represents income.

Calculate the risk premium, if any, require by you (the investor). Demonstrate your response graphically. 

Ans: $4.9275

Q2. Factors that can cause the supply curve for bonds to shift to the left include:

a) An expansion in overall economic activity
b) An increase in expected inflation
c) A decrease in government deficits
d) Only a) and b) are true
e) Only b) and c) are true

Ans: c)

Q3. The backbend of an individual labor supply curve represents:

a) A dominant income effect
b) A dominant substitution effect
c) A dominant scale effect
d) Neither a dominant income nor dominant substitution effect
e) Insufficient information to determine the dominance of any effect

Ans: a)

Q4. Choose all that apply.

I) Bonds with a coupon rate below the current yield must be offered at a premium.
II) Bonds with a yield to maturity below the current yield must be offered at a discount.
III) Bonds with a coupon rate equal to the yield to maturity must be issued at par.
IV) Bonds with a coupon rate equal to the current yield must be issued at a discount. 

a) I), II) and IV) are true
b) I), II), III) are true
c) II), III) and IV) are true
d) II) and III) are true
e) III) is true

Ans: e)

Q5. Which of the following is true?

I) Corporate bonds are likely to be considered part of the money market
II) Treasury bonds are likely to be considered part of the money market.
III) An IPO signifies an initial public offering, which represents a primary market.

a) I) is true only
b) I) and II) are true only
c) II) is true only 
d) II) and III) are true only
e) III) is true only

Ans: e)

Q6. Which of the following is true?

I) Equity is a claim to share in the net income and the assets of a business.
II) The main disadvantage of equity is that it holders are residual claimants in comparison to bondholders.
III) Debt instruments with maturities between one and ten years are known as intermediate-term instruments.
IV) Issuing marketable debt and equity securities is not the primary way in which businesses finance their operations.

a) I) and II) are true only
b) I), III) and II) are true only
c) II) and III) are true only 
d) I), II), III) and IV) are true only
e) I) is true only

Ans: d)

Q7. Which of he following is not a way the help solver the adverse selection issue of information asymmetry?

a) furnish people supplying funds with full details about the individuals and dirms seeking to finance their investments through the private production and sale of information.
b) Government regulation to increase information
c) Lenders can demand collateral and covenants to maintain net worth.
d) A) and b) only
e) None of the above

Ans: e)

Q8. A lender can ensure that borrowers use their money for purposes that they want by writing provisions into the debt contract that restricts the firm’s activities. Which of the four items are no considered restricted covenants or provisions?

a) Covenants to discourage undesirable behavior.
b) Covenants to keep collateral valuable.
c) Covenants to provide information.
d) Covenants to encourage desirable behavior.
e) All of the above are considered to be a type of covenant.
Ans: e)

Q9. Bond ABC has a face value of $100 and pays an annual coupon rate of 6%. Its corresponding YTM is 5%. Bond XYZ’s annual coupon rate is 5%. Which of the following must be true? 

a) Bond ABC must be trading at par
b) Bond XYZ must be trading at par.
c) Bond ABC must be trading at a premium.
d) Both a) and b) are true.
e) Both a) and c) are true.

Ans: c)

Q10. Sally works at Simon Inc. Sally’s boss, Susie, pays Sally a base salary of $50.00. furthermore, Sally earns $16.00 per two hours for the first eight hours of work, after which she will earn $14.00 per hour. Sally’s total discretionary time is twenty hours. Given this information, which of the following is most appropriate?

a) The slope of the budget line is kinked when leisure hours is equal to twelve
b) Sally’s overtime rate is greater than tat of her regular rate. 
c) Under no circumstances will the budget line intersect the leisure axis.
d) Both a) and b) are true.
e) All of the above are true.
f) None of the above are true.

Ans: e)

Q11. An investment opportunity yields the following possible outcomes: 40% probability of earning $100 and 60% probability of earning $200. Given a utility function of U=I0.5, compute the expected utility at the expected value.

a) 12.649 utils
b) 17.458 utils
c) 12.485 utils
d) 12.987 utils
e) none of the above are correct

Ans: c)

Chapter 12-14

Q1. Consider the following statements and choose all that apply.

I) Accoding to the liquidity premium theory, a flat yield curve implies that short term rates are expected to fall moderately in the future.
II) Bond prices and yields are inversely related 

a) I) is true and II) is true
b) I) is true and II) is false
c) I) is false and II) is true
d) I) is false and II) is false
e) Insufficient information

Ans: a)

Q2. Under the risk structure of interest rates, if liquidity of a corporate bond declines, which of the following is most likely to occur? 

a) The demand for corporate bonds will rise
b) The demand for alternative (government) bonds will rise.
c) The interest rate for alternative (government) bonds will rise.
d) The risk premium moves to zero
e) B) and d) only

Ans: b)

Q3. For each of the following events, draw a diagram illustrating the demand and supply of bonds and indicate how equilibrium price and quantity would be affected: 

Scenario A: the volatility of stock return increase.
Scenario B: expected inflation increase.
Scenario C: brokerage firms keep their commissions on bond transactions constant from all previous periods.
Scenario D: the federal government incurs a deficit in order to fulfill its promise of increased spending in health care. 

Q4. Answer each part independently:
Part A: Calculate the present value of a coupon bond where C=60, F=1000, n=4 and i=0.1
Part B: calculate the present value of a consol where C=1000 and i=0.08
Part C: what would be the rate of return of a bond bought for $1200 and sold one year later for $1220, having a coupon of $110.

Ans: a) PV=$873.2054 b) PV=$12500 c) ROR=0.1083

Q5. The following table give you the current and expected future one-year interest rates as well as the rates for multi-year bonds. Calculate the return/interest required on a bond of three years in maturity to induce investors. 


	Year
	1 Year Bond Rate
	Liquidity Premiums


	1
	3.00%
	1.00%

	2
	3.00%
	2.510%

	3
	4.00%
	2.167%

	4
	4.50%
	4.850%



Ans: 5.497%

Q6. According to the following table, which statements is most appropriate? 

Output per hour worked:

	
	Bolivia
	Venezuela

	Natural Gas
	10,000
	25,000

	Oil
	1,000
	50,000



a) The absolute advantage in the production of oil is held by neither country.
b) The comparative advantage in the production of oil is held by Bolivia.
c) The upper and lower bounds for the trade price of natural gas are 10 and 0.50 respectively
d) Bolivia and Venezuela both posses and absolute advantage in the production of natural gas.
e) If Venezuela suggested it would export oil to Bolivia, Bolivia could not benefit from trade at a barter price greater than 10.
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Ans: e)
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