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1)
Dennis Ahlburg currently makes $200,000.  Next year, his income will be $250,000.  Dennis is a big spender and he wants to consume $275,000 this year.  The equilibrium interest rate is 10 percent.  What will be Dennis' consumption potential next year if he consumes $275,000 this year?

2)
Manuel Laguna is a miser.  His current income is $150,000; next year he will earn $175,000.  He plans to consume only $90,000 this year.  The current interest rate is 6 percent.  What will Manuel's consumption potential be next year?

3)
What is the basic reason that financial markets developed?

4)
a) Briefly explain why, from the shareholders' perspective, it is desirable for managers to maximize NPV.

b) What assumptions are necessary for this argument to be correct?

5)
You have been offered the opportunity to buy a Magnum of Screaming Eagle Cabernet for $2,500.  The wine is certain to be worth $3,000 next year.  The relevant interest rate is 9 percent and you are broke!

a) Is the wine a worthwhile investment (assume self control)?  Why?

b) If the investment is worthwhile, how can you buy the wine?

6)
A firm has assets of $500,000.  The assets are held in either cash or in a form that allows for immediate and costless liquidation.  The firm is entirely owned by equity holders, and 500 shares are outstanding. The firm has six capital budgeting proposals.  Managers maximize shareholders' wealth.  For simplicity, we assume perfect certainty and that time ends one-period from the present.  The proposals are:

  







  Cash Returns
Proposal

Outlay Now


One Period Later
    A

 
$100,000


    $120,000

    B

  
 100,000


     116,000

    C

  
 100,000


     112,000

    D

  
 100,000


     108,000

    E

  
 100,000


     104,000

    F

  
 100,000


     100,000

Assume a perfect capital market in which the firm and its owners can borrow and lend.  The market rate of return over the period will be 8%.  Ignore owners' incomes from other sources.

a.
What is the maximum that an owner of 100 shares can consume in one period hence if he/she also consumes $30,000 immediately?

c.
What is the maximum he/she can consume today if he/she decides to consume $60,000 in one period hence?

d.
Repeat part a, assuming the market rate is 10%.  Discuss the role that the market rate of interest plays in relation to your results, i.e., how is project selection affected by the market interest rate?

7)
Regina and Ronald Ruiz, sister and brother, are enrolling today in a two-year MBA program at the Grande Targhee State University School of Business.  The cash outlays for the first year in the program, net of scholarships, are $18,000 for the first year and $21,000 the second year, payable at the beginning of each year.

When they were young, Regina and Ronald's grandparents established separate but equal trust funds on the same date to provide for their graduate education.  Each trust fund pays a fixed sum to them on their 23rd birthday.  Regina just turned 23 and Ronald will be 23 in one year.

The trust funds represent the student's only marketable wealth.  The trusts are invested in CD's structured to pay a fixed 9 ½ percent until withdrawal.  Currently, this rate is also the market rate of return, i.e., Regina and Ronald can borrow or lend at this 9 ½%.

a) If both years of MBA expenses will exactly exhaust Regina's marketable wealth, what is the fixed sum payable to her today?

b) If the trust fund balance will be exhausted by his MBA expenses, what is Ronald's marketable wealth when he turns 23?

c) Carefully explain how Ronald will finance his education from the trust and via capital market transactions.

d) Suppose market rates increase to 13 percent immediately following the first year MBA payment.  However, the trust return remains at the 9 ½ percent rate.  What is the change in Ronald's current period wealth in the wake of this change assuming he has a variable rate loan?  Will he be able to finance his MBA degree entirely from the trust fund?
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