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Chapter 27

The Basic Tools of Finance
Multiple Choice


1.
The field of finance primarily studies 

a.
how society manages its scarce resources.

b.
the implications of time and risk for allocating resources over time.

c.
firms decisions concerning how much to produce and what price to charge.

d.
how society can reduce market risk.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Finance
MSC: Definitional


2.
Which of the following is the correct way to figure the future value of $X that earns r percent for N years?

a.
$X(1 + rN)N
b.
$X(1 + r)N
c.
$X(1 + rN)

d.
$X(1 + r/N)N
ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Definitional


3.
Which of the following is the correct way to figure the future value of $1 put in an account that earns 5 percent for 20 years?

a.
$1(1 + .05)20

b.
$1(1 + .05 ( 20) [image: image1.png]


 20

c.
$1(1 + .05 ( 20)

d.
$1(1 + 20/.05)20

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


4.
Which of the following is the correct way to figure the future value of $100 put in an account that earns 4 percent for 10 years?

a.
$100(1 + .0410)
b.
$100(1 + .04 ( 10) 

c.
$100 x 10 x (1 + .04)

d.
$100(1 + .04)10

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


5.
The future value of a deposit in a savings account will be larger 

a.
the longer a person waits to withdraw the funds.

b.
the higher the interest rate is.

c.
the larger the initial deposit is.

d.
All of the above are correct.

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Analytical


6.
The future value of a deposit in a savings account will be smaller

a.
the longer a person waits to withdraw the funds.

b.
the lower the interest rate is.

c.
the larger the initial deposit is.

d.
All of the above are correct.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Analytical


7.
What is the future value of $500 one year from today if the interest rate is 6 percent?

a.
$503

b.
$515

c.
$530

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


8.
What is the future value of $750 one year from today if the interest rate is 3 percent?

a.
772.73

b.
772.50

c.
773.33

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


9.
What is the future value of $800 one year from today if the interest rate is 7 percent?

a.
$747.66

b.
$756.00

c.
$856.00

d.
None of the above are correct to the nearest penny.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


10.
What is the future value of $333 at an interest rate of 3 percent one year from today?

a.
$337.39

b.
$342.99

c.
$343.09

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


11.
What is the future value of $450 at an interest rate of 11 percent one year from today?

a.
$495.00

b.
$495.40

c.
$494.50

d.
$499.50

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


12.
At an annual interest rate of 10 percent, about how many years will it take $100 to double in value?

a.
5

b.
7

c.
9

d.
11

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


13.
At an annual interest rate of 10 percent, about how many years will it take $100 to triple in value?

a.
8

b.
10

c.
12

d.
14

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


14.
At an annual interest rate of 20 percent, about how many years will it take $100 to double in value?

a.
3.5

b.
4.5

c.
5

d.
6

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


15.
At an annual interest rate of 20 percent, about how many years will it take $100 to triple in value?

a.
5

b.
6

c.
8

d.
9

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


16.
If you put $250 in an account with a 4 percent interest rate, how many years would you have to wait to have about $370.06?

a.
10

b.
14

c.
17

d.
20

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


17.
If you presently have $6,000 saved and earn 15 percent interest per year, about how many years will it take for your investment to triple?

a.
6

b.
8

c.
10

d.
12

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


18.
You put $75 in the bank one year ago and forgot about it. The bank sends you a notice that you now have $81 in your account. What interest rate did you earn?

a.
5 percent

b.
6 percent

c.
7 percent

d.
8 percent

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


19.
George knows that he has about $95 dollars in his account. He knows he earned an interest rate of 4 percent, but he doesn't remember how much he opened the account with a year ago. How much did he put in?

a.
$91.00

b.
$91.20

c.
$91.27

d.
$91.35

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


20.
You put $275 in the bank one year ago and forgot about it. The bank sends you a notice that you now have $291.50 in your account. What interest rate did you earn?

a.
5 percent

b.
6 percent

c.
7 percent

d.
8 percent

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


21.
Your parents put $500 into an account paying 7 percent interest for you when you were ten. Ten years later they tell you that you can take the money out of the account. What is the balance to the nearest penny?

a.
$1,200.00

b.
$1,111.77

c.
$983.58

d.
$850.00

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


22.
If you put $125 into an account that paid 1.25 percent interest how much money to the nearest penny, would you have in the account in two years?

a.
$129.73

b.
$128.14

c.
$127.15

d.
$125.13

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


23.
If you put $300 into an account paying 2 percent interest, what will be the value of this account in two years?

a.
$310

b.
$312

c.
$312.12

d.
$314.24

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


24.
Two years ago David put $3,000 in an account paying 3 percent interest. How much does he have in the account today?

a.
$3,180.00

b.
$3,182.70

c.
$3,183.62

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


25.
Three years ago Halley put $1,200 in an account paying 2 percent interest. How much is the account worth today?

a.
$1,225.38

b.
$1,248.48

c.
$1,264.72

d.
$1,273.45

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


26.
Heidi deposits $250 in an account and one year later has $270; what was the interest rate?

a.
8 percent

b.
9 percent

c.
10 percent

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


27.
Marcus puts $500 in an account and one year later has $550; what was the interest rate on the account?

a.
10 percent

b.
9 percent

c.
8 percent

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


28.
Darby puts $75 in an account and one year later has $100; what was the interest rate on the account?

a.
20 percent

b.
25 percent

c.
30 percent

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


29.
Susan puts $125 into an account and one year later has $135; what was the interest rate?

a.
5 percent

b.
7 percent

c.
8 percent

d.
10 percent

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


30.
Hector puts $150 into an account when the interest rate is 4 percent. Later he checks his balance and finds he has about $168.73. How long did Hector wait to check his balance?

a.
3 years

b.
3.5 years

c.
4 years

d.
4.5 years

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


31.
Edgar has four savings accounts. Which one has the most in it?

a.
$100 deposited 1 year ago at an 8% interest rate.

b.
$100 deposited 2 years ago at a 4% interest rate.

c.
$100 deposited 4 years ago at a 2% interest rate.

d.
$100 deposited 8 years ago at a 1% interest rate.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Definitional


32.
George puts $200 into an account when the interest rate is 8 percent. Later he checks his balance and finds that he has a balance of about $272.10. How many years did he wait to check his balance?

a.
3 years

b.
3.5 years

c.
4 years

d.
4.5 years

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


33.
Lucretia puts $400 into an account when the interest rate is 10 percent. Later she checks her balance and finds it's worth about $708.62. How many years did she wait to check her balance?

a.
5 years

b.
6 years

c.
7 years

d.
8 years

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


34.
Alice says that the present value of $700 one year from today if the interest rate is 6 percent is less than the present value of $700 two years from today if the interest rate is 3 percent. Beth says that $700 saved for one year at 6 percent interest has a smaller future value than $700 saved for two years at 3 percent interest. 

a.
Both Alice and Beth are correct.

b.
Both Alice and Beth are incorrect.

c.
Only Alice is correct.

d.
Only Beth is correct.

ANS: D
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value | Present value
MSC: Applicative


35.
Alex says that $400 saved for one year at 4 percent interest has a smaller future value than $400 saved for two years at 2 percent interest. Brian says that the present value of $400 one year from today if the interest rate is 4 percent is more than the present value of $400 two years from today if the interest rate is 2 percent.

a.
Alex and Brian are both correct.

b.
Alex and Brian are both incorrect.

c.
Only Alex is correct.

d.
Only Brian is correct.

ANS: A
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value | Present value
MSC: Applicative


36.
John says that the future value of $250 saved for one year at 6 percent is less than the future value of $250 saved for two years at 3 percent. George says that the present value of a $250 payment in one year when the interest rate is 6 percent is less than the value of a $250 payment in two years when the interest rate is 3 percent.

a.
John and George are both correct.

b.
John and George are both incorrect.

c.
Only John is correct.

d.
Only George is correct.

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value | Present value
MSC: Applicative


37.
Three people go to the bank to cash in their accounts. Amy had her money in an account for 25 years at 4 percent interest. Bill had his money in an account for 20 years at 5 percent interest. Celia had her money in an account for 5 years at 20 percent interest. If each of them originally deposited $500 in their accounts, which of them gets the most money when they cash in their accounts?

a.
Amy

b.
Bill

c.
Celia

d.
They each get the same amount.

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


38.
Jamie deposited $1,000 into an account two years ago. The first year she earned 5 percent interest, the second she earned 6 percent. How much money does she have in her account today?

a.
$1111.11

b.
$1113.00

c.
$1131.33

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


39.
Felix deposited $500 into an account two years ago. The first year he earned 3 percent interest and the second year he earned 5 percent interest. How much money does Felix have in his account now?

a.
$540.75

b.
$540.80

c.
$540.85

d.
None of the above are correct to the nearest penny.

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


40.
Jamie deposited $1,000 into an account three years ago. The first two years she earned 5 percent interest, the third she earned 6 percent. How much money does she have in her account today?

a.
$1,157.90

b.
$1,168.65

c.
$1,176.00

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


41.
Anna deposited $10,000 into an account three years ago. The first year she earned 12 percent interest, the second year she earned 8 percent interest, and the third year she earned 4 percent interest. How much money does she have in her account today?

a.
$12,579.84

b.
$12,596.80

c.
$12,597.12

d.
None of the above are correct to the nearest penny.

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


42.
Your accountant tells you that if you can continue to earn the current interest rate on your balance of $750 for the next three years, you will have $998.25 in your account. If your accountant is correct, what is the current interest rate?

a.
9 percent

b.
10 percent

c.
11 percent

d.
12 percent

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


43.
Your accountant tells you that if you can continue to earn the current interest rate on your balance of $800 for the next two years you will have $898.88 in your account. If your accountant is correct what is the current interest rate?

a.
6 percent

b.
7 percent

c.
8 percent

d.
9 percent

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


44.
Your accountant tells you that if you can continue to earn the current interest rate on your balance of $500 for ten years, you will have about $983.58. If your accountant is correct, what is the current rate of interest?

a.
5 percent

b.
6 percent

c.
7 percent

d.
8 percent

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


45.
Your financial advisor tells you that if you earn the historical rate of return on a certain mutual fund, then in three years your $20,000 will grow to $23,152.50. What rate of interest does your financial advisor expect you to earn?

a.
5 percent

b.
6 percent

c.
7 percent

d.
8 percent

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


46.
Ozzie put $15,000 into an account with a fixed rate two years ago and now has $16,224.00. What rate of interest did Ozzie earn?

a.
2 percent

b.
3 percent

c.
4 percent

d.
6 percent

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


47.
Suppose that the price of a bond is equal to the sum of the present value of its future payments. Suppose further that this bond pays $50 in one year and $1,050 in two years. What is the price of the bond if the interest rate is 5 percent?

a.
$1,050.00

b.
$1,045.35

c.
$1,000.00

d.
$945.35

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value
MSC: Analytical


48.
Martin put $250 in an account three years ago. The first year he earned 6 percent interest, the second year 7 percent, and the third year 8 percent. About how about much does Martin have in his account now?

a.
$302.50

b.
$306.23

c.
$308.67

d.
$309.39

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


49.
Imagine that two years ago you inherited $20,000 and put it in an account paying a fixed 8% annual interest rate. To the nearest dollar, how much money do you have in your account now?

a.
$22,880.00

b.
$23,200.00

c.
$23,232.00

d.
$23,328.00

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value
MSC: Applicative


50.
You are given three options. You may have the balance in an account that has been collecting 5 percent interest for 20 years, the balance in an account that has been collecting 10 percent interest for 10 years, or the balance in an account that has been collecting 20 percent interest for five years. Each account had the same original balance. Which account now has the lowest balance?

a.
the first one

b.
the second one

c.
the third one

d.
It doesn't matter; they all have the same balance.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


51.
George has almost $300 in his account. Some years ago he put $213.20 into his account that promised to pay 5 percent interest. How many years ago did he open his account?

a.
4 years

b.
5 years

c.
6 years

d.
7 years

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


52.
When he was 18, Gerald put $100 into an account at an interest rate of 8 percent. He now has about $171.38 in this account. How many years did Gerald leave this money in his account?

a.
5 years

b.
6 years

c.
7 years

d.
8 years

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


53.
Four years ago Matt deposited some money into an account. He earned 5 percent on this account and now has a balance of about $303.88. How much did he deposit into his account when he opened it?

a.
about $210

b.
about $220

c.
about $240

d.
about $250

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


54.
Two years ago Brian put some money into an account. He earned 6 percent interest on this account and now has about $1,000. About how much did he deposit into his account two years ago?

a.
about $860

b.
about $870

c.
about $880

d.
about $890

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


55.
On May 25, 1975 three pals graduated from high school, pooled together $1000 and put the money into an account promising to pay 8% for the next 30 years. On May 25, 2005 they withdrew the money? To the nearest dollar, how much did they withdraw?

a.
$2,400

b.
$10,063

c.
$32,400

d.
None of the above are correct to the nearest dollar.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


56.
Brittany wants to have about $500,000 when she retires in 10 years. She has $200,000 to deposit now. Which of the following interest rates would get her savings the closest to $500,000?

a.
9.6 percent

b.
9.8 percent

c.
10 percent

d.
10.2 percent

ANS: A
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value
MSC: Analytical


57.
You want to have $100,000 in five years. If the interest rate is 8 percent, about how much do you need to save today?

a.
$66,225.25

b.
$67,556.42

c.
$68,058.32

d.
$71,428.57

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Future value
MSC: Analytical


58.
Al, Ralph, and Stan are all intending to retire. Each currently has $1 million in assets. Al will earn 16% interest and retire in two years. Ralph will earn 8% interest and retire in four years. Stan will earn 4% interest and retire in eight years. Who will have the most dollars when he retires?

a.
Al

b.
Ralph

c.
Stan

d.
They all retire with the same amount.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


59.
Sage decides to cash in all his savings to open a recording studio. He has three accounts to cash in. The first earned 9 percent for two years. The second earned 6 percent for three years. And the last earned 3 percent for six years. Supposing he started with $5,000 in each account, from which account will he get the most cash?

a.
the two-year account at 9 percent

b.
the three-year account at 6 percent

c.
the six-year account at 3 percent

d.
The accounts are all worth the same.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Applicative


60.
Which of the following is the correct expression for finding the present value of a $1,000 payment one year from today if the interest rate is 6 percent?

a.
$1,000 ( (1.06)

b.
$1,000(1.06)

c.
$1,000/(1.06)

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


61.
What is the present value of a payment of $100 to be made one year from today?

a.
$100*(1 + r)

b.
$100/(1 + r)

c.
$100 - $100 ( r
d.
$100 - (1 + r)/$100

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Definitional


62.
Which of the following is the correct expression for finding the present value of a $500 payment two years from today if the interest rate is 4 percent?

a.
$500/(1.04)2

b.
$500 - 500(1.04)2

c.
$500 - $500/(.04)2

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


63.
A scholarship gives you $1,000 today and promises to pay you $1,000 one year from today. What is the present value of these payments?

a.
$2,000/(1 + r)2.

b.
$1,000 + $1,000/(1 + r)

c.
$1,000/(1 + r) + $1,000/(1 + r)2

d.
$1,000(1 + r) + $1,000(1 + r)2

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


64.
Which of the following changes would increase the present value of a future payment?

a.
a decrease in the size of the payment

b.
an increase in the time until the payment is made

c.
a decrease in the interest rate

d.
All of the above are correct.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


65.
Which of the following changes would decrease the present value of a future payment?

a.
a decrease in the size of the payment

b.
an increase in the time until the payment is made

c.
an increase in the interest rate

d.
All of the above are correct.

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


66.
Which of the following changes would increase the present value of a future payment?

a.
an increase in the size of the payment

b.
an increase in the time until the payment is made

c.
an increase in the interest rate

d.
All of the above are correct.

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


67.
The present value of a payment to be made in the future falls as

a.
the interest rate rises and the time until the payment is made increases.

b.
the interest rate rises and the time until the payment is made decreases.

c.
the interest rate falls and the time until the payment is made increases.

d.
the interest rate falls and the time until the payment is made decreases.

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


68.
You are expecting to receive $1,000 at some time in the future. Which of the following would unambiguously decrease the present value of this future payment?

a.
Interest rates rise and you get the payment sooner.

b.
Interest rates rise and you have to wait longer for the payment.

c.
Interest rates fall and you get the payment sooner.

d.
Interest rates fall and you have to wait longer to get the payment.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


69.
You are expecting to receive $750 at some time in the future. Which of the following would unambiguously increase the present value of this future payment?

a.
Interest rates rise and you get the payment sooner.

b.
Interest rates rise and you have to wait longer for the payment.

c.
Interest rates fall and you get the payment sooner.

d.
Interest rates fall and you have to wait longer to get the payment.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


70.
You’ve been promised a payment of $400 in the future. In which case is the present value of this payment highest?

a.
you wait 3 years and the interest rate is 6%

b.
you wait 3 years and the interest rate is 5%

c.
you wait 2 years and the interest rate is 6%

d.
you wait 2 years and the interest rate is 5%

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Future value
MSC: Analytical


71.
You’ve been promised a payment of $400 in the future. In which case is the present value of this payment highest?

a.
you wait 4 years and the interest rate is 4%

b.
you wait 4 years and the interest rate is 5%

c.
you wait 5 years and the interest rate is 4%

d.
you wait 5 years and the interest rate is 5%

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


72.
At which interest rate is the present value of $79.50 one year from today equal to $75 today?

a.
4 percent

b.
5 percent

c.
6 percent

d.
7 percent

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


73.
At which interest rate is the present value of $95.40 one year from today equal to $90 today?

a.
4 percent

b.
5 percent

c.
6 percent

d.
7 percent

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


74.
At which interest rate is the present value of $162.24 two years from today equal to $150 today?

a.
4 percent

b.
5 percent

c.
6 percent

d.
None of the above would give a present value within a penny of $162.24.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


75.
At which interest rate is the present value of $189.28 two years from today equal to $175 today?

a.
2 percent

b.
4 percent

c.
6 percent

d.
8 percent

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


76.
What is the present value of a payment of $100 one year from today if the interest rate is 5 percent?

a.
$95.50

b.
$95.24

c.
$95.00

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


77.
What is the present value of a payment of $150 one year from today if the interest rate is 6 percent?

a.
$141.11

b.
$141.36

c.
$141.75

d.
None of the above are correct to the nearest penny.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


78.
What is the present value of a payment of $250 one year from today if the interest rate is 4 percent?

a.
$240.38

b.
$242.24

c.
$244.40

d.
None of the above are correct to the nearest penny.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


79.
At which interest rate is the present value of $260.10 two years from today equal to $250 today?

a.
2 percent

b.
3 percent

c.
4 percent

d.
5 percent

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


80.
At which interest rate is the present value of $135.20 two years from today equal to $125 today?

a.
2 percent

b.
4 percent

c.
6 percent

d.
8 percent

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


81.
At which interest rate is the present value of $35.00 two years from today equal to about $30.00 today?

a.
9 percent

b.
8 percent

c.
7 percent

d.
6 percent

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


82.
What is the present value of a payment of $100 to be made one year from today if the interest rate is 5 percent?

a.
$105.26

b.
$105.00

c.
$95.24

d.
$95.00

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


83.
Of the following interest rates which is the highest one at which you would prefer to have $200 ten years from today instead of $100 today?

a.
2 percent

b.
4 percent

c.
6 percent

d.
8 percent

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


84.
What is the present value of a payment of $200 to be made one year from today if the interest rate is 10 percent?

a.
$180

b.
$181.82

c.
$220

d.
$222.22

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


85.
If the interest rate is 5 percent, what is the present value of a payment of $500 to be made one year from today?

a.
$457.14

b.
$475.00

c.
$480.77

d.
None of the above are correct to the nearest penny.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


86.
Of the following interest rates which is the highest one at which the present value of $200 ten years from today is greater than $150?

a.
2 percent

b.
4 percent

c.
6 percent

d.
8 percent

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


87.
Suppose that the price of a bond is equal to the sum of the present value of its future payments. Suppose further that the bond pays $50 today, $50 one year from today, and $1,050 two years from today. What is the price of this bond if the interest rate is 5 percent?

a.
$1,000

b.
$1,050

c.
$1,100

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


88.
You have a bond that you can redeem for $10,000 one year from now. The interest rate is 10 percent per year. How much is the bond worth today?

a.
$9,090.91

b.
$10,000.00

c.
$8,264.46

d.
9,523.81

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


89.
Natasha promises to pay Jennifer $1,000 in two years. If the interest rate is 6 percent, how many dollars today is this future payment worth?

a.
$883.60

b.
$887.97

c.
$893.67

d.
None of the above are correct to the nearest penny.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


90.
Your rich uncle Earl tells you that he will give you $500 in two years. You could borrow the present value of this $500 and when your uncle sends you the gift have just enough to pay off the loan. About how much can you borrow if the interest rate is 11 percent?

a.
$396.05

b.
$402.13

c.
$405.81

d.
$409.84

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


91.
At which interest rate is the present value of $183.60 two years from today equal to about $173.06 today?

a.
2 percent

b.
3 percent

c.
4 percent

d.
5 percent

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


92.
At which interest rate is the present value of $360 three years from today equal to about $320 today?

a.
4 percent

b.
4.5 percent

c.
5 percent

d.
5.5 percent

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


93.
Assuming the interest rate is 6 percent, which of the following has the greatest present value?

a.
$300 paid in two years

b.
$150 paid in one year plus $140 paid in two years

c.
$100 paid today plus $100 paid in one year plus $100 paid in two years

d.
$285 today

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


94.
Assuming the interest rate is 5 percent, which of the following has the greatest present value?

a.
$240 paid in three years

b.
$225 paid in two years

c.
$210 paid in one year

d.
$200 today

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


95.
Suppose that the interest rate is 4 percent. Which of the following has the greatest present value?

a.
$100 today plus $190 one year from today

b.
$150 today plus $140 one year from today

c.
$200 today plus $90 one year from today

d.
$250 today plus $40 one year from today

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


96.
Suppose that the interest rate is 7 percent. Consider four payment options:

Option A: $500 today.

Option B: $550 one year from today.

Option C: $575 two years from today.

Option D: $600 three years from today.

Which of the payments has the highest present value today?

a.
Option A

b.
Option B

c.
Option C

d.
Option D

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


97.
Suppose that the interest rate is 7 percent. Consider four payment options:

Option A: $500 today.

Option B: $550 one year from today.

Option C: $575 two years from today.

Option D: $600 three years from today.

Which of the payments has the lowest present value today?

a.
Option A

b.
Option B

c.
Option C

d.
Option D

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


98.
Suppose that the interest rate is 8 percent. Consider three payment options:

1. $200 today.

2. $220 one year from today.

3. $240 two years from today.

Which of the following is correct?

a.
1 has the highest present value and 2 has the lowest.

b.
2 has the highest present value and 3 has the lowest.

c.
3 has the highest present value and 1 has the lowest.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


99.
Suppose that the interest rate is 5 percent. Consider three payment options:

1. $500 today.

2. $520 one year from today.

3. $550 two years from today.

Which of the following is correct?

a.
1 has the lowest present value and 3 has the highest.

b.
2 has the lowest present value and 1 has the highest.

c.
3 has the lowest present value and 2 has the highest.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


100.
Which if any of the present values below are correct?

a.
$100 one year from today at 2 percent interest = $98.81

b.
$200 two years from today at 3 percent interest = $188.22

c.
$300 three years from today at 4 percent interest = $234.34

d.
None of the above are correct to the nearest penny.

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


101.
Suppose that the interest rate is 8 percent. Consider three payment options.



1. $300 today.



2. $330 one year from today.



3. $360 two years from today.

Which of the following is correct?

a.
1 has the highest present value and 2 has the lowest.

b.
2 has the highest present value and 3 has the lowest.

c.
3 has the highest present value and 1 has the lowest.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


102.
Which, if any, of the present values below are correct?

a.
$1,000 one year from today at 8 percent interest = $945.45

b.
$1,000 one year from today at 9 percent interest = $911.11

c.
$1,000 one year from today at 10 percent interest = $909.09

d.
None of the above are correct to the nearest penny.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


103.
Which of the following has a present value of $100?

a.
$110 in two years when the interest rate is 5 percent

b.
$112.36 in two years when the interest rate is 6 percent

c.
$117.49 in two years when the interest rate is 7 percent

d.
None of the above are correct to the nearest penny.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


104.
You have a choice among three options. Option 1: receive $900 immediately. Option 2: receive $1,200 one year from now. Option 3: receive $2,000 five years from now. The interest rate is 15% per year. Rank these three options from highest present value to lowest present value.

a.
Option 1; Option 2; Option 3

b.
Option 3; Option 2; Option 1

c.
Option 2; Option 3; Option 1

d.
Option 3; Option 1; Option 2

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Analytical


105.
A judge requires Harry to make a payment to Sally. The judge says that Harry can pay her either $10,000 today or $11,000 two years from today. Of the following interest rates, which is the highest one at which Harry would be better off paying the money today?

a.
3%

b.
4%

c.
5%

d.
6%

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Applicative


106.
You have a contract with someone who has agreed to pay you $20,000 in four years. She offers to pay you now instead. For which of the following interest rates and payments would you take the money today?.

a.
8%, $15,000

b.
7%, $16,000

c.
6%, $17,000

d.
All of the above are correct.

ANS: D
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Analytical


107.
Which of the following is correct if the interest rate is 6 percent?

a.
$215 a year from today has a present value of over $200, $420 a year from now has a present value over $400

b.
$215 a year from today has a present value of over $200, $420 a year from now has a present value under $400

c.
$215 a year from today has a present value of under $200, $420 a year from now has a present value over $400

d.
$215 a year from today has a present value of under $200, $420 a year from now has a present value under $400

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


108.
Consider the present value in each of the following cases.

1. the current value of an account that paid 5% interest on $700 for the past three years

2. $800 today

3. a payment of $1,000 in three years when the interest rate is 5%

Which is correct?

a.
1 has the highest present value, 3 has the lowest

b.
2 has the highest present value, 1 has the lowest

c.
3 has the highest present value, 2 has the lowest

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Applicative


109.
Other things the same, as the interest rate rises, the present value of future revenues from investment projects

a.
rise, so investment spending rises.

b.
fall, so investment spending rises.

c.
rise, so investment spending falls.

d.
fall, so investment spending falls.

ANS: D
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


110.
Mixster Concrete Company is considering buying a new cement truck. The owners and their accountants decide that this is the profitable thing to do. Before they can buy the truck, the interest rate and price of trucks change. In which case do these changes both make them less likely to buy the truck?

a.
both interest rates and price of trucks rise

b.
both interest rates and the price of trucks fall

c.
the interest rate rises and the price of trucks fall

d.
the interest rate falls and the price of trucks rises

ANS: A
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value | Investment
MSC: Applicative


111.
Heart’s Restaurants is considering building a restaurant in a new location. The owners and their accountants decide that this is not the profitable thing to do. However, soon after both the interest rate and the cost of building the restaurant change. In which case do these changes both make it more likely that they will now build the restaurant?

a.
both interest rates and the cost of building the restaurant rise.

b.
both interest rates and the cost of building the restaurant fall.

c.
interest rates rise and the cost of building the restaurant falls.

d.
interest rates fall and the cost of building the restaurant rises.

ANS: B
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value | Investment
MSC: Applicative


112.
HydroGrow is considering building a new building in which to grow tomatoes. The board meets and decides that this is the right thing to do. Before they can put their plans into action, the interest rate increases. The present value of the returns from this investment project

a.
falls, and so Hydro Grow is less likely to build the building.

b.
falls, and so HydroGrow is more likely to build the building.

c.
rise, and so HydroGrow is less likely to build the building.

d.
rise, and so HydroGrow is more likely to build the building.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


113.
Happy Trails, a bicycle rental company, is considering purchasing three additional bicycles. Each bicycle would cost them $249.66. At the end of the first year the increase to their revenues would be $140 per bicycle. At the end of the second year the increase to their revenues would be $115 per bicycle and they can sell each used bike for another $25. At which of the following interest rates is the sum of the present value of the revenues from buying a bicycle closest to the price of a bicycle?

a.
5 percent

b.
6 percent

c.
7 percent

d.
8 percent

ANS: D
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


114.
Dobson Construction has an investment project that would cost $150,000 today and yield a one-time payoff of $167,000 in three years. What is the highest interest rate at which Dobson would find this project profitable?

a.
7%

b.
6%

c.
5%

d.
It is not profitable at any of these interest rates.

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


115.
Dobson Construction has an investment project that would cost $150,000 today and yield a one-time payoff of $167,000 in two years. What is the highest interest rate at which Dobson would find this project profitable?

a.
7%

b.
6%

c.
5%

d.
4%

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


116.
The K-Nine dog food company is considering the purchase of additional canning equipment. They expect that adding the equipment will yield $200,000 at the end of the first year and $250,000 at the end of the second year and then nothing after that. At which of the following prices and interest rates would K-Nine buy the equipment?

a.
$415,000 if the interest rate is 5%

b.
$419,000 if the interest rate is 4%

c.
K-Nine would buy the equipment in both cases.

d.
K-Nine would not buy the equipment in either case.

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


117.
A firm has three different investment options, each costing $10 million. Option A will generate $12 million in revenue at the end of one year. Option B will generate $15 million in revenue at the end of two years. Option C will generate $18 million in revenue at the end of three years. Which option should the firm choose?

a.
Option A

b.
Option B

c.
Option C

d.
The answer depends on the rate of interest.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Investment

MSC: Interpretive


118.
A firm has three different investment options. Option A will give the firm $10 million at the end of one year, $10 million at the end of two years, and $10 million at the end of three years. Option B will give the firm $15 million at the end of one year, $10 million at the end of two years, and $5 million at the end of three years. Option C will give the firm $30 million at the end of one year, and nothing thereafter. Which of these options has the highest present value?

a.
Option A

b.
Option B

c.
Option C

d.
The answer depends on the rate of interest.

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Applicative


119.
A firm has four different investment options. Option A will give the firm $10 million at the end of one year, $10 million at the end of two years, and $10 million at the end of three years. Option B will give the firm $5 million at the end of one year, $10 million at the end of two years, and $15 million at the end of three years. Option C will give the firm $15 million at the end of one year, $10 million at the end of two years, and $5 million at the end of three years. Option D will give the firm $21 million at the end of one year, nothing at the end of two years, and $9 million at the end of three years. Which of these options has the highest present value if the rate of interest is 5 percent?

a.
Option A

b.
Option B

c.
Option C

d.
Option D

ANS: D
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Applicative


120.
A University of Iowa basketball standout is offered a choice of contracts by the New York Liberty. The first one gives her $100,000 one year from today and $100,000 two years from today. The second one gives her $132,000 one year from today and $66,000 two years from today. As her agent, you must compute the present value of each contract. Which of the following interest rates is the lowest one at which the present value of the second contract exceeds that of the first?

a.
7 percent

b.
8 percent

c.
9 percent

d.
10 percent

ANS: A
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Applicative


121.
A car salesperson gives you four alternative ways to pay for your car. The first is to pay $18,000 today. The second is to pay $19,000 one year from today. The third is to pay $20,300 two years from today. The fourth is to pay $21,500 three years from today. If the interest rate is 6 percent, which payment option has the lowest present value and which has the highest?

a.
The first is lowest; the second is highest.

b.
The second is lowest; the third is highest.

c.
The third is lowest; the fourth is highest.

d.
The fourth is lowest; the first is highest.

ANS: B
PTS: 1
DIF: 3
REF: 19-1

TOP: Present value
MSC: Applicative


122.
The You Look Marvelous! cosmetic company is considering building a new shampoo factory. Its accountants and board of directors meet and decide that its not a good idea to build the factory. If interest rates fall after the meeting

a.
the present value of the factory rises. It’s more likely the company will build the factory.

b.
the present value of the factory rises. It’s less likely the company will build the factory.

c.
the present value of the factory falls. It’s more likely the company will build the factory.

d.
the present value of the factory falls. It’s less likely the company will build the factory.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


123.
Norne Corporation is considering building a new plant. It will cost $1 million today to build it and it will generate revenues of $1.121 million three years from today. Of the interest rates below, which is the highest interest rate at which Norne would still be willing to build the plant?

a.
3 percent

b.
3.5 percent

c.
4 percent

d.
4.5 percent

ANS: B
PTS: 1
DIF: 2
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


124.
Kramer's Frozen Sandwiches is thinking of building a new warehouse. They believe that this will given them $50,000 of additional revenue at the end of one year, $60,000 additional revenue at the end of two years, and $70,000 in additional revenue at the end of three years. If the interest rate is 5 percent, they would be willing to pay

a.
$140,000, but not $150,000.

b.
$150,000, but not $160,000.

c.
$160,000, but not $170,000.

d.
$170,000, but not $180,000.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value | Investment
MSC: Analytical


125.
Other things the same, an increase in the interest rate makes the quantity of loanable funds demanded

a.
rise, and investment spending rise.

b.
rise, and investment spending fall.

c.
fall, and investment spending rise.

d.
fall, and investment spending fall.

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Investment | Loanable funds
MSC: Applicative


126.
Other things the same, an increase in the interest rate makes the quantity of loanable funds supplied

a.
rise, and investment spending rise.

b.
rise, and investment spending fall.

c.
fall, and investment spending rise.

d.
fall, and investment spending fall.

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Investment | Loanable funds
MSC: Applicative


127.
Which of the following is the largest?

a.
the future value of $250 with 3% interest for 2 years

b.
the future value of $250 at 2% interest for 3 years

c.
the present value of $250 to be paid in two years when the interest rate is 3%

d.
the present value of $250 to be paid in three years when the interest rate is 2%

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value | Future value
MSC: Analytical


128.
If the interest rate is r% then the rule of 70 says that your savings will double about every

a.
70/(1-r) years.

b.
70/(1+r) years.

c.
70/r years.

d.
70(1+r)/r years.

ANS: C
PTS: 1
DIF: 1
REF: 19-1

TOP: Rule of 70
MSC: Definitional


129.
Rita puts $10,000 into to two different assets. The first pays 10% and the second pays 5%. According to the rule of 70, what is the approximate difference in the value of the two assets after 14 years?

a.
$12,000

b.
$14,000

c.
$17,000

d.
$20,000

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Rule of 70
MSC: Analytical


130.
What is the future value in two years of $100 saved today and the present value of a promise of $100 to be paid two years from today if the interest rate is 10%?

a.
$121.00, about $82.65

b.
$121.00, $80.00

c.
$120.00, about $82.65

d.
$120,00, $80.00

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Future value | Present value
MSC: Definitional


131.
Which of the following is the correct way to state the rule of 70? A variable with a growth rate of X percent

a.
doubles every 70/x years.

b.
doubles every 70(1 - 1/x) years.

c.
doubles every 70/x2 years.

d.
doubles every 70/(1 - x) years.

ANS: A
PTS: 1
DIF: 1
REF: 19-1

TOP: Rule of 70
MSC: Definitional


132.
According to the rule of 70, if the interest rate is 10 percent, about how long will it take for the value of a savings account to double?

a.
about 6.3 years

b.
about 7 years

c.
about 7.7 years

d.
about 10 years

ANS: B
PTS: 1
DIF: 1
REF: 19-1

TOP: Rule of 70
MSC: Applicative


133.
According to the rule of 70, if the interest rate is 5 percent, how long will it take for the value of a savings account to double?

a.
about 3.5 years

b.
about 6.3 years

c.
about 12 years

d.
about 14 years

ANS: D
PTS: 1
DIF: 1
REF: 19-1

TOP: Rule of 70
MSC: Applicative


134.
Sari puts $100 in an account with an interest rate of 10 percent. According to the rule of 70, about how much does she have at the end of 21 years?

a.
$210

b.
$300

c.
$800

d.
$1,010

ANS: C
PTS: 1
DIF: 2
REF: 19-1

TOP: Rule of 70
MSC: Analytical


135.
Nancy would like to double the money in her retirement account in five years. According to the rule of 70, what rate of interest would she need to obtain her goal?

a.
5 percent

b.
7 percent

c.
10 percent

d.
14 percent

ANS: D
PTS: 1
DIF: 2
REF: 19-1

TOP: Rule of 70
MSC: Analytical


136.
Twenty years ago, Dr. Montgomery borrowed money from her parents to pay her tuition at graduate school. Now she wants to pay them back. She gives them double what they gave her. According to the rule of 70, what interest rate would have given her parents the same amount of money if they had put it in the bank rather than lending it to their daughter?

a.
3.5 percent

b.
4.5 percent

c.
5 percent

d.
7 percent

ANS: A
PTS: 1
DIF: 2
REF: 19-1

TOP: Rule of 70
MSC: Analytical


137.
Fourteen years ago Alfred put money in his account at First National Bank. Alfred decides to cash in his account and is told that his money has quadrupled. According to the rule of 70, what rate of interest did Alfred earn?

a.
5 percent

b.
7 percent

c.
10 percent

d.
14 percent

ANS: C
PTS: 1
DIF: 3
REF: 19-1

TOP: Rule of 70
MSC: Analytical


138.
You are tearing down a building and find $1 in change that someone lost when working on the building 140 years ago. If instead of being careless with their change, this person had deposited their $1 in a bank and earned 2 percent interest, how much would be in the account today according to the rule of 70?

a.
$4

b.
$16

c.
$32

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 3
REF: 19-1

TOP: Rule of 70
MSC: Analytical


139.
Robert is risk averse and has $1,000 with which to make a financial investment. He has three options. Option A is a risk-free government bond that pays 5 percent interest each year for two years. Option B is a low-risk stock that analysts expect to be worth about $1,102.50 in two years. Option C is a high-risk stock that is expected to be worth about $1,200 in four years. Robert should choose

a.
option A.

b.
option B.

c.
option C.

d.
either A or B because they are the same to him.

ANS: A
PTS: 1
DIF: 2
REF: 19-1 | 19-2

TOP: Risk aversion
MSC: Analytical


140.
A measure of the volatility of a variable is its

a.
present value.

b.
future value.

c.
return.

d.
standard deviation.

ANS: D
PTS: 1
DIF: 1
REF: 19-2

TOP: Volatility
MSC: Definitional


141.
A risk averse person

a.
has a utility curve where the slope increases with wealth, and might take a bet with a 60 percent chance of wining $100 and a 40 per chance of losing $100.

b.
has a utility curve where the slope increases with wealth, and would never take a bet with a 60 percent chance of wining $100 and a 40 per cent chance of losing $100.

c.
has a utility curve where the slope decreases with wealth, and might take a bet with a 60 percent chance of wining $100 and a 40 per chance of losing $100.

d.
has a utility curve where the slope decreases with wealth, and would never take a bet with a 60 percent chance of wining $100 and a 40 per cent chance of losing $100.

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Interpretive


142.
If a person is risk averse, then she has

a.
diminishing marginal utility of wealth, implying that her utility function gets flatter as wealth increases.

b.
diminishing marginal utility of wealth, implying that her utility function gets steeper as wealth increases.

c.
increasing marginal utility of wealth, implying that her utility function gets flatter as wealth increases.

d.
increasing marginal utility of wealth, implying that her utility function gets steeper as wealth increases.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Interpretive


143.
A risk-averse person

a.
would necessarily not play a game where she had a 50 percent chance of winning $1 and a 50 percent chance of losing $1.

b.
would necessarily not play a game where she had a 75 percent chance of winning $1 and a 25 percent chance of losing $1.

c.
Both A and B.

d.
Neither A nor B.

ANS: A
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


144.
Which of the following games might a risk-averse person be willing to play?

a.
A game where she has a 50 percent chance of winning $1 and a 50 percent chance of losing $1.

b.
A game where she has a 60 percent chance of winning $1 and a 40 percent chance of losing $1.

c.
Both A and B.

d.
Neither A nor B

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


145.
Which of the following games might a risk-averse person be willing to play?

a.
A game where she has a 60 percent chance of winning $1 and a 40 percent chance of losing $1.

b.
A game where she has a 70 percent chance of winning $1 and a 30 percent chance of losing $1.

c.
Both A and B.

d.
Neither A nor B.

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


146.
Which of the following is correct concerning a risk-averse person?

a.
She would not play games where the probability of winning and losing a dollar are the same.

b.
She might not buy health insurance if she thinks her risks are low.

c.
Her marginal utility of wealth decreases as her income increases.

d.
All of the above are correct.

ANS: D
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


147.
Eddie is risk averse. Which of the following is correct about Eddie?

a.
His marginal utility of wealth increases as his income increases.

b.
He will not accept bets where his probability of winning and losing a dollar are the same.

c.
Both A and B are correct.

d.
Neither A nor B are correct.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


148.
The utility function of a risk-averse person has a

a.
positive slope and gets steeper as wealth increases.

b.
positive slope but gets flatter as wealth increases.

c.
negative slope but gets steeper as wealth increases.

d.
negative slope and gets flatter as wealth increases.

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Definitional


149.
A risk averse person has

a.
utility and marginal utility curves that slope upward.

b.
utility and marginal utility curves that slope downward.

c.
a utility curve that slopes down and a marginal utility curve that slopes upward.

d.
a utility curve that slopes upward and a marginal utility curve that slopes downward.

ANS: D
PTS: 1
DIF: 3
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Definitional


150.
Diminishing marginal utility of wealth implies that the utility function is

a.
upward sloping and has decreasing slope.

b.
upward sloping and has increasing slope.

c.
downward sloping and has decreasing slope.

d.
downward sloping and has increasing slope.

ANS: A
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Definitional


151.
If a person is risk averse, then as wealth increases, total utility of wealth

a.
increases at an increasing rate.

b.
increases at a decreasing rate.

c.
decreases at an increasing rate.

d.
decreases at a decreasing rate.

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Definitional


152.
A risk averse person might accept a bet with a 50% chance of losing $100 today if they had a 50% chance of winning 

a.
of winning $120 in two years and the interest rate was 11%.

b.
of winning $114 in two years and the interest rate was 7%.

c.
of winning $110 and two years and the interest rate was 3%.

d.
A risk averse person would not accept any of the above bets.

ANS: C
PTS: 1
DIF: 3
REF: 19-2

TOP: Present value | Risk aversion

MSC: Analytical


153.
Risk

a.
can be reduced by placing a large number of small bets rather than a small number of large bets.

b.
can be reduced by increasing the number of stocks in a portfolio.

c.
Both A and B are correct.

d.
Neither A nor B are correct.

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Interpretive


154.
The last $2,000 of Samantha's wealth adds less to her utility than the previous $2,000. Based on this information, Samantha has

a.
increasing marginal utility of wealth and is risk averse

b.
increasing marginal utility of wealth and is not risk averse

c.
decreasing marginal utility of wealth and is risk averse

d.
decreasing marginal utility of wealth and is not risk averse

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Interpretive


155.
The last $200 of Mary's wealth adds more to her utility than another $200 would. Based on this information, Mary's utility function

a.
and marginal utility function are both upward sloping.

b.
and marginal utility function are both downward sloping.

c.
is upward sloping and her marginal utility function is downward sloping.

d.
is downward sloping and her marginal utility function is upward sloping.

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Interpretive


156.
Suppose that Rupert’s utility drops more if he loses $50 than if he gains $50. This implies that Rupert’s

a.
marginal utility diminishes as wealth rises so he must be risk averse.

b.
marginal utility diminishes as wealth rises, but we can’t tell from this if he is risk averse.

c.
marginal utility increases as wealth rises, so he must be risk averse.

d.
marginal utility increases as wealth rises, but we can’t tell from this if he is risk averse.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion
MSC: Interpretive

Figure 19-1
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157.
Refer to Figure 19-1. Which of the graphs above is consistent with positive but diminishing marginal utility?

a.
Diagram A

b.
Diagram B

c.
Diagram C

d.
Diagram D

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion | Utility function
MSC: Interpretive


158.
Which of the following defines an annuity?

a.
For a fee, an insurance company provides you with regular income until you die.

b.
An extra fee charged to persons in dangerous occupations by life insurance companies.

c.
It's another name for stock funds managed by mutual fund managers.

d.
It's another name for any diversified portfolio.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Annuity
MSC: Definitional


159.
Which of the following best illustrates adverse selection?

a.
A person adds risky stock to their portfolio.

b.
A person who has narrowly avoided many accidents applies for automobile insurance.

c.
A person is unwilling to buy a stock when she believes its price has an equal chance of rising or falling $10.

d.
A person gets homeowners insurance and then checks their smoke detector batteries less frequently.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Adverse selection | Moral hazard
MSC: Interpretive


160.
Annie knows that people in her family die young, and so she buys life insurance. Harry knows he is a reckless driver and so he applies for automobile insurance.

a.
These are both examples of adverse selection.

b.
These are both examples of moral hazard.

c.
The first example illustrates adverse selection, and the second illustrates moral hazard.

d.
The first example illustrates moral hazard, and the second illustrates adverse selection.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Adverse selection | Moral hazard
MSC: Interpretive


161.
Sally buys health insurance because she knows that she has health risks that wouldn’t be obvious to an insurance company. Edward buys homeowners insurance and then is less careful to make sure he’s put out his cigarettes. The example with Sally 

a.
and the example with Edward illustrate adverse selection.

b.
and the example with Sally illustrate moral hazard.

c.
best illustrates adverse selection, the example with Edward best illustrates moral hazard.

d.
best illustrates moral hazard, the example with Edward best illustrates adverse selection.

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Adverse selection | Moral hazard
MSC: Interpretive


162.
Which of the following is adverse selection?

a.
the risk associated with selecting stocks in only a few specific companies

b.
the risk that a person will become overconfident in his ability to select stocks

c.
a high-risk person being more likely to apply for insurance

d.
after obtaining insurance a person having less incentive to be careful

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Adverse selection
MSC: Interpretive


163.
Which of the following best illustrates moral hazard?

a.
After a person obtains life insurance, she takes up skydiving.

b.
A person obtains insurance knowing he is in poor health.

c.
A person holds stock only in very risky corporations.

d.
A person holds stocks from only a few corporations.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Moral hazard
MSC: Interpretive


164.
When you rent a car, you might treat it with less care than you would if it were your own. This is an example of

a.
market risk.

b.
moral hazard.

c.
adverse selection.

d.
risk aversion.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Moral hazard
MSC: Interpretive


165.
Financial intermediaries typically require mortgage borrowers to have homeowner's insurance and do credit checks before making the loan.

a.
The insurance requirement and the credit check are both designed primarily to reduce adverse selection.

b.
The insurance requirement and the credit check are both designed primarily to reduce the risk of moral hazard.

c.
The insurance requirement is designed primarily to reduce adverse selection; the credit check is designed primarily to reduce the risk of moral hazard.

d.
The insurance requirement is designed primarily to reduce the risk of moral hazard; the credit check is designed primarily to reduce adverse selection.

ANS: D
PTS: 1
DIF: 2
REF: 19-2

TOP: Adverse selection | Moral hazard
MSC: Interpretive


166.
You may be unwilling to buy a used car because you suspect the last owner found out the car was a lemon. You may treat a car you rented with a little less care than you'd use on your own car.

a.
Both examples primarily illustrate adverse selection.

b.
Both examples primarily illustrate moral hazard.

c.
The first example primarily illustrates adverse selection; the second primarily illustrates moral hazard.

d.
The first example primarily illustrates moral hazard; the second primarily illustrates adverse selection.

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Adverse selection | Moral hazard
MSC: Interpretive


167.
Over the past two centuries, the average annual rates of return were about

a.
5 percent for stocks and about 1.5 percent for short-term government bonds.

b.
6 percent for stocks and about 2.5 percent for short-term government bonds.

c.
8 percent for stocks and about 3 percent for short-term government bonds.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Historic returns
MSC: Definitional


168.
Risk-averse people will choose different asset portfolios than people who are not risk averse. Over a long period of time, we would expect that

a.
every risk-averse person will earn a higher rate of return than every non-risk averse person.

b.
every risk-averse person will earn a lower rate of return than every non-risk averse person.

c.
the average risk-averse person will earn a higher rate of return than the average non-risk averse person.

d.
the average risk-averse person will earn a lower rate of return than the average non-risk averse person.

ANS: D
PTS: 1
DIF: 2
REF: 19-2

TOP: Present value | Risk aversion

MSC: Interpretive


169.
Which of the following is not correct?

a.
The higher average return on stocks than on bonds comes at the price of higher risk.

b.
Risk-averse persons will take the risks involved in holding stocks if the average return is high enough to compensate for the risk.

c.
Insurance markets reduce risk, but not by diversification.

d.
Risk can be reduced by placing a large number of small bets, rather than a small number of large bets.

ANS: C
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Definitional


170.
Roger determines that if Aim Corporation has high revenues, then Zest Corporation will have low revenues, and that if Aim Corporation has low revenues, Zest Corporation will have high revenues. He buys stock in both corporations.

a.
He has reduced firm-specific risk but not market risk.

b.
He has reduced market risk, but not firm-specific risk.

c.
He had reduce both firm-specific risk and market risk.

d.
He has reduced neither firm-specific risk nor market risk.

ANS: A
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Interpretive


171.
Amanda talks with several different brokers at a social gathering. She hears the following advice from brokers A, B, and C. Which broker, if any, gave her incorrect advice?

a.
There are risks in holding stocks, even in a highly diversified portfolio.

b.
Portfolios with smaller standard deviations have lower risk.

c.
Stocks with greater risks offer lower average returns.

d.
They all gave her correct advice.

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Definitional


172.
Mary talked to several stockbrokers and made the following conclusions. Which, if any, of her conclusions are correct?

a.
It is relatively easy to reduce firm-specific risk by increasing the number of companies one holds stock in.

b.
Stock prices, even if not exactly a random walk, are very close to it.

c.
Some people have made a lot of money in the stock market by using insider information, but these cases are not contrary to the efficient markets hypothesis.

d.
All of Mary’s conclusions are correct.

ANS: D
PTS: 1
DIF: 3
REF: 19-2

TOP: Stocks
MSC: Definitional


173.
Other things the same, as the number of stocks in a portfolio rises,

a.
risk increases and so the standard deviation of the return rises.

b.
risk increases and so the standard deviation of the return falls.

c.
risk decreases and so the standard deviation of the return rises.

d.
risk decreases and so the standard deviation of the return falls.

ANS: D
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Interpretive


174.
Other things the same, as the stocks of a greater number of corporations are held in a portfolio,

a.
risk increases at an increasing rate.

b.
risk increases at a decreasing rate.

c.
risk decreases at an increasing rate.

d.
risk decreases at a decreasing rate.

ANS: D
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Definitional


175.
Diversification reduces

a.
only market risk.

b.
only firm-specific risk.

c.
neither market or firm-specific risk.

d.
both market and firm-specific risk.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Definitional


176.
Which of the following is a source of market risk?

a.
Holding stocks in many companies carries the risk of a reduced average return.

b.
Real GDP varies over time and sales and profits move with real GDP.

c.
When a paper producer has declining sales, it is likely that so will other paper producers.

d.
If stockholders become aggravated with the way a CEO runs a company, the price of that company’s stock might fall in the stock market.

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Interpretive


177.
There are many concerns for risk-averse lenders. Consider the following: 1. Lenders are concerned that borrowers with the greatest risk are the ones most likely to actively pursue loans. 2. Lenders are concerned that real GDP will decline leading to reduced corporate profits. 3. Lenders are concerned that products produced by certain corporations will become obsolete.

a.
1 is market risk; 2 is firm-specific risk

b.
2 is market risk; 3 is firm-specific risk

c.
3 is market risk; 1 is firm-specific risk

d.
2 is firm-specific risk; 3 is market risk

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Interpretive


178.
Which of the following is not correct?

a.
A risk averse person might be willing to hold stocks.

b.
Other things the same, a portfolio with the stocks of a large number of companies has less risk.

c.
Other things the same, the larger a portion of savings a person invests in stocks, the greater their expected return.

d.
Diversification can eliminate market risk but not firm-specific risk.

ANS: D
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification
MSC: Definitional


179.
An increase in the number of corporations in a portfolio from 1 to 10 reduces

a.
market risk by more than an increase from 110 to 120.

b.
market risk by less than an increase from 110 to 120.

c.
firm-specific risk by more than an increase from 110 to 120.

d.
firm-specific risk by less than an increase from 110 to 120.

ANS: C
PTS: 1
DIF: 3
REF: 19-2

TOP: Diversification
MSC: Interpretive


180.
An increase in the number of corporations in a portfolio from 110 to 120 reduces

a.
market risk by more than an increase from 1 to 10.

b.
market risk by less than an increase from 1 to 10.

c.
firm-specific risk by more than an increase from 1 to 10.

d.
firm-specific risk by less than an increase from 1 to 10.

ANS: D
PTS: 1
DIF: 3
REF: 19-2

TOP: Diversification
MSC: Interpretive


181.
Which of the following is correct concerning diversification?

a.
It only reduces firm-specific risk, but most of the reduction comes from increasing the number of stocks in a portfolio to well above 30.

b.
It only reduces firm-specific risk; much of the reduction comes from increasing the number of stocks in a portfolio from 1 to 30.

c.
It only reduces market risk, but most of the reduction comes from increasing the number of stocks in a portfolio to well above 30.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Diversification | Firm-specific risk | Market risk

MSC: Definitional


182.
Angela reads financial advice columns and concludes the following. Which, if any, of her conclusions are incorrect?

a.
Higher average returns come at the price of higher risk.

b.
People who are risk averse should never hold stock.

c.
Diversification cannot eliminate all of the risk in stock portfolio.

d.
None of her conclusions are incorrect.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Stocks
MSC: Interpretive


183.
Edgar decided to increase the number of stocks in his portfolio. His actions reduced

a.
both the firm-specific risk and the market risk of his portfolio.

b.
the firm-specific risk, but not the market risk of his portfolio.

c.
the market risk, but not the firm-specific risk of his portfolio.

d.
neither the aggregate nor the firm-specific risk of his portfolio.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Interpretive


184.
David increases the number of companies in which he holds stocks.

a.
This reduces risk's standard deviation and firm-specific risk.

b.
This reduces risk's standard deviation and market risk.

c.
This raises market risk, but lowers firm-specific risk. What happens to overall risk is unclear.

d.
This raises firm-specific risk, but lowers market risk. What happens to overall risk is unclear.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk
MSC: Interpretive


185.
Rex is a mortgage broker, who is paid by commission. When interest rates decline, he does a lot of business and earns a lot of money, as more people buy houses or refinance their mortgages. But when interest rates rise, business falls substantially. To diversify, Rex should choose investments that

a.
provide a higher return than the market average.

b.
provide a lower return than the market average.

c.
pay higher returns when interest rates rise and lower returns when interest rates fall.

d.
pay lower returns when interest rates rise and higher returns when interest rates fall.

ANS: C
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification
MSC: Applicative


186.
To diversify, a homeowner with a variable-rate mortgage should choose investments that

a.
pay higher returns when interest rates rise and lower returns when interest rates fall.

b.
pay lower returns when interest rates rise and higher returns when interest rates fall.

c.
provide a higher return than the market average.

d.
provide a lower return than the market average.

ANS: A
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification
MSC: Analytical


187.
Dakota rearranges her portfolio so that it has a higher average return. In doing this rearranging, she

a.
raised both firm-specific risk and market risk.

b.
raised firm-specific risk, but not market risk.

c.
raised market risk, but not firm-specific risk.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Interpretive


188.
Marcus puts a greater proportion of his portfolio into government bonds. This

a.
increases both risk and the average rate of return

b.
decreases both risk and the average rate of return

c.
increases risk, but decreases the average rate of return

d.
decreases risk, but increases the average rate of return

ANS: B
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Interpretive


189.
Manufacturers of Weightbegone are concerned that genetic advances in weight control might reduce the demand for their diet snacks. This is an example of

a.
firm-specific risk, which will likely raise shareholders demand for higher return.

b.
firm-specific risk, which will likely not likely raise shareholders demand for higher return.

c.
market risk, which will likely raise shareholders demand for higher return.

d.
market risk, which will likely not raise shareholders demand for higher return.

ANS: A
PTS: 1
DIF: 2
REF: 19-2

TOP: Risk
MSC: Applicative


190.
Which of the flowing is correct?

a.
Risk-averse people will not hold stock.

b.
Diversification cannot reduce firm-specific risk.

c.
The larger the percentage of stock in a portfolio, the greater the risk, but the greater the average return.

d.
Stock prices are determined by fundamental analysis rather than supply and demand.

ANS: C
PTS: 1
DIF: 1
REF: 19-3

TOP: Risk
MSC: Definitional


191.
Dividends

a.
are the rates of return on mutual funds.

b.
are cash payments that companies make to shareholders.

c.
are the difference between the price and present value per share of a stock.

d.
are the rates of return on a company’s capital stock.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Dividends
MSC: Definitional


192.
A high ranking corporate official of a well-known company is unexpectedly sentenced to prison for criminal activity in trading stocks. This should

a.
raise the price and the present value of the corporation’s stock.

b.
raise the price and lower the present value of the corporation’s stock.

c.
lower the price and raise the present value of the corporation’s stock.

d.
lower the price and the present value of the corporation’s stock.

ANS: D
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


193.
Fundamental analysis is 

a.
the study of the relation between risk and return of stock portfolios.

b.
the determination of the allocation of savings between stocks and bonds based on a person’s degree of risk aversion.

c.
the study of a company’s accounting statements and future prospects to determine its value.

d.
a method used to determine how adding stocks to a portfolio will change the risk of the portfolio.

ANS: C
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Definitional


194.
Suppose that fundamental analysis shows a stock is overvalued

a.
This means its present value is less than its price. You should consider adding the stock to your portfolio.

b.
This means its present value is less than its price. You shouldn’t consider adding the stock to your portfolio.

c.
This means its present value is more than its price. You should consider adding the stock to your portfolio.

d.
This means its present value is more than its price. You shouldn’t consider adding the stock to your portfolio.

ANS: B
PTS: 1
DIF: 1
REF: 19-2

TOP: Fundamental analysis
MSC: Definitional


195.
Fundamental analysis shows that stock in Wallace Electronics Corporation has a present value that is higher than its price.

a.
This stock is overvalued; you should consider adding it to your portfolio.

b.
This stock is overvalued; you shouldn't consider adding it to your portfolio.

c.
This stock is undervalued; you should consider adding it to your portfolio.

d.
This stock is undervalued; you shouldn't consider adding it to your portfolio.

ANS: C
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


196.
Fundamental analysis shows that stock in FaceIt! Cosmetics Corporation has a present value that is higher than its price.

a.
This stock is overvalued; you should consider adding it to your portfolio.

b.
This stock is overvalued; you shouldn't consider adding it to your portfolio.

c.
This stock is undervalued; you should consider adding it to your portfolio.

d.
This stock is undervalued; you shouldn't consider adding it to your portfolio.

ANS: C
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


197.
Fundamental analysis shows that stock in Cedar Valley Furniture Corporation has a price that exceeds its present value.

a.
This stock is overvalued; you should consider adding it to your portfolio.

b.
This stock is overvalued; you shouldn't consider adding it to your portfolio.

c.
This stock is undervalued; you should consider adding it to your portfolio.

d.
This stock is undervalued; you shouldn't consider adding it to your portfolio.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


198.
Fundamental analysis shows that stock in Lodgefire Restaurants has a present value below its price.

a.
This stock is overvalued; you should consider adding it to your portfolio.

b.
This stock is overvalued; you shouldn't consider adding it to your portfolio.

c.
This stock is undervalued; you should consider adding it to your portfolio.

d.
This stock is undervalued; you shouldn't consider adding it to your portfolio.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


199.
Fundamental analysis determines the value of a stock based on

a.
dividends.

b.
the expected final sale price.

c.
the ability of the corporation to earn profits.

d.
all of the above.

ANS: D
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Definitional


200.
If stock prices follow a random walk, it means

a.
long periods of declining prices are followed by long periods of rising prices.

b.
the greater the number of consecutive days of price declines, the greater the probability prices will increase the following day.

c.
stock prices are unrelated to random events that shock the economy.

d.
stock prices are just as likely to rise as to fall at any given time.

ANS: D
PTS: 1
DIF: 2
REF: 19-3

TOP: Random walk
MSC: Interpretive


201.
Some people claim that stocks follow a random walk. What does this mean?

a.
The price of stock one day is about what it was on the previous day.

b.
Changes in stock prices cannot be predicted from available information.

c.
Stock prices are not determined by market fundamentals such as supply and demand.

d.
Prices of stocks of different firms in the same industry show no or little tendency to move together.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Random walk
MSC: Definitional


202.
If stock prices follow a random walk, then stock investors can make large profits by

a.
buying stocks whose prices have been falling for several days.

b.
buying stocks whose prices have been rising for several days.

c.
performing fundamental analysis of stocks using data contained in annual reports.

d.
using inside information.

ANS: D
PTS: 1
DIF: 2
REF: 19-3

TOP: Random walk
MSC: Interpretive


203.
The efficient markets hypothesis says that

a.
only individual investors can make money in the stock market.

b.
it should be difficult to find stocks whose price differs from their fundamental value.

c.
stock prices do not follow a random walk.

d.
All of the above.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


204.
According to the efficient market hypothesis, which of the following is not correct?

a.
Stock market prices tend to rise today if they rose yesterday.

b.
As judged by the typical person in the market, all stocks are fairly valued all the time.

c.
At the market price, the number of shares being offered for sale matches the number of shares people want to buy.

d.
All of the above are incorrect.

ANS: A
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


205.
According to the efficient markets hypothesis, better than expected news about a corporation will

a.
have no effect on it's stock price.

b.
raise the price of the stock.

c.
lower the price of the stock.

d.
change the price of the stock in a random direction.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Interpretive


206.
According to the efficient markets hypothesis, worse than expected news about a corporation will

a.
have no effect on it's stock price.

b.
raise the price of the stock.

c.
lower the price of the stock.

d.
change the price of the stock in a random direction.

ANS: C
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Interpretive


207.
An index fund

a.
holds only stocks and bonds that are indexed to inflation.

b.
holds all the stocks in a given stock index.

c.
guarantees a return that follows the index of leading economic indicators.

d.
typically has a lower return than a managed fund.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Index funds

MSC: Definitional


208.
If the efficient market hypothesis is correct, then 

a.
index funds should typically beat managed funds, and usually do.

b.
index fund should typically beat managed funds, but usually do not.

c.
mutual funds should typically beat index funds, and usually do.

d.
mutual funds should typically bet index funds, but usually do not.

ANS: A
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis | Index funds | Managed funds
MSC: Applicative


209.
Research studies have shown that

a.
the correlation between how well a stock does one year and how well it does the next is significantly greater than zero.

b.
managed mutual funds generally outperform indexed mutual funds.

c.
people tend to be overconfident when making investment decisions.

d.
All of the above are correct.

ANS: C
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


210.
Which of the following is correct?

a.
Managed funds typically have a higher return than indexed funds. This tends to refute the efficient market hypothesis.

b.
Managed funds typically have a higher return than indexed funds. This tends to support the efficient market hypothesis.

c.
Index funds typically have a higher rate of return than managed funds. This tends to refute the efficient market hypothesis.

d.
Index funds typically have a higher rate of return than managed funds. This tends to support the efficient market hypothesis.

ANS: D
PTS: 1
DIF: 1
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


211.
Which of the following is not consistent with the efficient market hypothesis?

a.
Stock prices should follow a random walk.

b.
Index funds should typically outperform highly managed funds.

c.
News has no effect on stock prices.

d.
There is little point in spending many hours studying the business pages looking for undervalued stocks.

ANS: C
PTS: 1
DIF: 1
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Interpretive


212.
According to the efficient markets hypothesis, which of the following would increase the price of stock in the McCloud Corporation?

a.
McCloud announces, just as everyone had expected, that it has hired a new highly respected CEO.

b.
McCloud announces that its profits were low, but not as low as the market had expected.

c.
Analysis by a column in a business weekly indicates that McCloud is overvalued.

d.
All of the above would increase the price.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Applicative


213.
Suppose that interest rates unexpectedly rise and that Carter Corporation announces that revenues from last quarter were down but not as much as the public had anticipated they would be down. According to the efficient markets hypothesis which of the these things make the price of Carter Corporation Stock fall?

a.
both the interest rate rising and the revenue announcement

b.
neither the interest rate rising nor the revenue announcement

c.
only the interest rate rising

d.
only the revenue announcement

ANS: C
PTS: 1
DIF: 3
REF: 19-3

TOP: Present value | Fundamental analysis
MSC: Analytical


214.
Fundamental analysis shows that Green Leaf Tea Company is fairly valued. Then Green Leaf Tea Company unexpectedly improves its production techniques and unexpectedly hires a new CEO away from another very successful tea producer. Suppose this has no effect on the price of the stock of Green Leaf Tea Company.

a.
Fundamental analysis would now show the corporation is overvalued. The fact that the price was unchanged is consistent with the efficient markets hypothesis.

b.
Fundamental analysis would now show the corporation is overvalued. The fact that the price was unchanged is not consistent with the efficient markets hypothesis.

c.
Fundamental analysis would now show the corporation is undervalued. The fact that the price was unchanged is consistent with the efficient markets hypothesis.

d.
Fundamental analysis would now show the corporation is undervalued. The fact that the price was unchanged is not consistent with the efficient markets hypothesis.

ANS: D
PTS: 1
DIF: 3
REF: 19-3

TOP: Efficient markets hypothesis | Fundamental analysis
MSC: Analytical


215.
In the late 1990s, Fed Chairperson Alan Greenspan believed that the market was

a.
overvalued, but stock prices continued to rise through mid 2002.

b.
overvalued, and stock prices fell by mid 2002.

c.
undervalued, but stock prices continued to fall into mid 2002.

d.
undervalued, but stock prices continued to rise even into mid 2002.

ANS: B
PTS: 1
DIF: 1
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


216.
In the late 1990s, Fed Chair Alan Greenspan believed that the market was

a.
undervalued, and evidence later showed that this was clearly correct.

b.
undervalued, but whether it was remains debatable.

c.
overvalued, and evidence later showed that this was clearly correct.

d.
overvalued, but whether it was remains debatable.

ANS: D
PTS: 1
DIF: 1
REF: 19-3

TOP: Bubbles
MSC: Definitional


217.
Which of the following is not correct?

a.
There is a greater reduction in risk by increasing the number of stocks in a portfolio from 1 to 10, than by increasing it from 100 to 120 stocks.

b.
The historical rate of return on stocks has been about 5 percentage points higher than the historical rate of return on bonds.

c.
Stock in an industry that is very sensitive to economic conditions is likely to have a higher average return than stock in an industry that is not so sensitive to economic conditions.

d.
If you had information about a corporation that no one else did, you could earn a very high rate of return. This contradicts the efficient market hypothesis.

ANS: D
PTS: 1
DIF: 1
REF: 19-3

TOP: Stocks
MSC: Definitional


218.
Which of the following is correct concerning stock market irrationality?

a.
Bubbles could arise, in part, because the price that people pay for stock depends on what they think someone else will pay for it in the future.

b.
Economists almost all agree that the evidence for stock market irrationality is convincing and the departures from rational pricing are important.

c.
Some evidence for the existence of market irrationality is that informed and presumably rational managers of mutual funds generally beat the market.

d.
All of the above are correct.

ANS: A
PTS: 1
DIF: 2
REF: 19-3

TOP: Stock market irrationality
MSC: Interpretive


219.
Nobel Prize winner Daniel Kahaneman suggests an investment strategy that involves

a.
trying to beat the market while not being very concerned about inflation.

b.
trying to beat the market while at the same time trying to beat inflation

c.
trying not to beat the market and trying to beat inflation.

d.
trying not to beat the market and not being very concerned about inflation.

ANS: C
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


220.
Nobel Prize winner Daniel Kahaneman argues that investors tend to be

a.
overly optimistic about the future but overestimate uncertainty.

b.
overly optimistic about the future and underestimate uncertainty.

c.
overly pessimistic about the future and overestimate uncertainty.

d.
overly pessimistic about the future but underestimate uncertainty.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


221.
Prospect theory says that 

a.
people should follow their gut feelings and purchase stocks they think have good prospects.

b.
people will tend to sell off winning investments too quickly and hold onto losing ones too long.

c.
people tend to be overly pessimistic about developments in the stock market.

d.
during a speculative bubble most people are thinking that they won’t be able to get out of the market before the bubble bursts.

ANS: B
PTS: 1
DIF: 2
REF: 19-3

TOP: Prospect theory
MSC: Definitional

True/False


1.
The future value of $1 saved today is $1/(1 + r).

ANS: F
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Analytical


2.
The present value of any future sum of money is the amount that would be needed today, at current interest rates, to produce that future sum.

ANS: T
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Interpretive


3.
The sooner a payment is received and the higher the interest rate, the greater the present value of a future payment.

ANS: F
PTS: 1
DIF: 1
REF: 19-1

TOP: Present value
MSC: Analytical


4.
A company that can build a project that will cost $50,000, but returns $52,000 in one year would make a good decision turning this project down if the interest rate were 3 percent.

ANS: F
PTS: 1
DIF: 1
REF: 19-1

TOP: Investment | Present value
MSC: Analytical


5.
As the interest rate increases, the present value of future sums decrease, so firms will find fewer investment projects profitable.

ANS: T
PTS: 1
DIF: 1
REF: 19-1

TOP: Investment | Present value
MSC: Analytical


6.
According to the rule of 70, if you earn an interest rate of 3.5 percent, your savings will double about every 20 years.

ANS: T
PTS: 1
DIF: 1
REF: 19-1

TOP: Rule of 70
MSC: Definitional


7.
Risk-averse persons will take no risks.

ANS: F
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


8.
The market for insurance is one example of reducing risk by using diversification.

ANS: T
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification | Insurance
MSC: Definitional


9.
A person with diminishing marginal utility of wealth is risk averse.

ANS: T
PTS: 1
DIF: 1
REF: 19-2

TOP: Risk aversion
MSC: Definitional


10.
Adverse selection is illustrated by people who take greater risks after they purchase insurance.

ANS: F
PTS: 1
DIF: 1
REF: 19-2

TOP: Adverse selection
MSC: Interpretive


11.
Increasing the number of corporations whose stocks are in your portfolio reduces market risk.

ANS: F
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification | Market risk
MSC: Applicative


12.
Diversification can reduce firm-specific risk.

ANS: T
PTS: 1
DIF: 1
REF: 19-2

TOP: Diversification
MSC: Applicative


13.
Historically, stocks have offered higher rates of return than bonds.

ANS: T
PTS: 1
DIF: 1
REF: 19-2

TOP: Historic returns
MSC: Definitional


14.
According to fundamental analysis, when choosing stocks for your portfolio, you should prefer undervalued stocks.

ANS: T
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Applicative


15.
The value of a stock depends on the ability of the company to generate dividends and the expected price of the stock when the stockholder sells her shares.

ANS: T
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Definitional


16.
Fundamental analysis refers to research done to determine which stocks to buy in order to diversify a portfolio.

ANS: F
PTS: 1
DIF: 1
REF: 19-3

TOP: Fundamental analysis
MSC: Definitional


17.
According to the efficient markets hypothesis, at any moment in time, the market price is the best estimate of the company's value based on publicly available information.

ANS: T
PTS: 1
DIF: 1
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


18.
According to the efficient markets hypothesis, stocks follow a random walk so that stocks that increase in price one year are more likely to increase than decrease in the next year.

ANS: F
PTS: 1
DIF: 1
REF: 19-3

TOP: Random walk
MSC: Definitional


19.
Managed mutual funds usually outperform mutual funds that are supposed to follow some stock index.

ANS: F
PTS: 1
DIF: 1
REF: 19-3

TOP: Index funds | Managed funds

MSC: Definitional


20.
Speculative bubbles may arise in part because the value of the stock to a stockholder depends on the final sale price.

ANS: T
PTS: 1
DIF: 1
REF: 19-3

TOP: Bubbles
MSC: Interpretive

Short Answer


1.
Demonstrate that whether you would prefer to have $225 today or wait five years for $300 depends on the interest rate. Show your work.

ANS: 

For example at 3 percent the present value of $300 in five years is $300/(1.03)5 = $258.78 but at 7 percent the present value of $300 in five years is $300/(1.07)5 = $213.90.

PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


2.
As the interest rate increases, what happens to the present value of a future payment? Explain why changes in the interest rate will lead to changes in the quantity of loanable funds demanded and investment spending.

ANS: 

An increase in the interest rate reduces the present value of future payments. Investment spending is the purchasing of capital goods that are expected to raise future revenues. When interest rates rise, the present value of these future revenues decline so that fewer capital expenditures are likely to generate enough revenue to justify their price. Consequently firms will want to buy fewer capital goods and will demand a lower quantity of loanable funds.

PTS: 1
DIF: 2
REF: 19-1

TOP: Present value
MSC: Analytical


3.
Write the rule of 70. Suppose that your great-great-grandmother put $50 in a savings account 100 years ago and the account is now worth $1,600. Use the rule of 70 to determine about what interest rate she earned.

ANS: 

$1,600/$50 = 32. The rule of 70 says that if X is the growth rate of a variable, then the variable doubles every 70/X years. This implies the value of the stock doubled five times. Since it doubled 5 times in 100 years, it doubled every 20 years. According to the rule of 70, the value of an asset doubles every 70/X years. So, we need 70/X = 20, which means that X is 3.5 percent.

PTS: 1
DIF: 3
REF: 19-1

TOP: Rule of 70
MSC: Analytical


4.
Give an example of adverse selection and an example of moral hazard using homeowners insurance.

ANS: 

An example of adverse selection is that someone whose home is in a location prone to theft is more likely to apply for homeowners insurance. An example of moral hazard is that once someone has insurance, he might keep fewer fire extinguishers in the house.

PTS: 1
DIF: 1
REF: 19-2


TOP: Adverse selection | Moral hazard
MSC: Interpretive


5.
What's the difference between firm-specific risk and market risk? Will diversification eliminate one or both? Explain.

ANS: 

Market risk refers to economywide risk created by variations in output. Firms in general have lower sales and profits when output falls. Because all firms are likely to suffer through the downturn, market risk cannot be eliminated by diversification. Firm specific risk is specific to firms or industries and not the entire economy. Since some changes will be good for one industry and bad for another, diversification can reduce firm-specific risk but not market risk.

PTS: 1
DIF: 2
REF: 19-2


TOP: Firm-specific risk | Market risk
MSC: Definitional


6.
List three different ways that a risk-averse person can reduce financial risk.

ANS: 

A risk-averse person can reduce risk by buying insurance, by diversifying her stock portfolio, and by holding a larger percentage of her assets as low risk and low return assets such as government securities.

PTS: 1
DIF: 2
REF: 19-2

TOP: Risk aversion
MSC: Interpretive


7.
Discuss the statistical evidence concerning the efficient markets hypothesis.

ANS: 

The evidence indicates that stock prices may not follow a random walk exactly, but they are pretty close. The correlation between how well a stock does one year and how well it does the next is close to zero. Indexed funds tend to perform better than most managed funds. However, there is some evidence that people may become overconfident in their abilities and this may lead to the overvaluation of stocks.

PTS: 1
DIF: 3
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


8.
In the 1990s, several stocks had very, very high price to earnings ratios. These stocks appeared overvalued to many observers. What might the people who bought them have been thinking?

ANS: 

There are several possibilities. The first is that they had very high expectations for corporations that weren't doing well at the time to do very well in the future. The second is that in evaluating the value of stocks they took into account what others might be willing to pay for them in the future. Even if they thought that the corporation might never be profitable, they might have believed that other people would be willing to pay a lot for it in the future. Another possibility is that people became overconfident in their ability to pick stocks in a rising stock market. This overconfidence may have led buyers to bid up prices.

PTS: 1
DIF: 3
REF: 19-3

TOP: Bubbles
MSC: Analytical


9.
Give two conditions that are important to the efficient market theory. List one implication of the efficient market theory.

ANS: 

Efficient market theory says that it should be very difficult to beat the market by finding undervalued stocks. The first condition is that lots of people are following the stock exchange closely, so that any new information will be quickly reflected in a change in the stock price. The second condition is that supply and demand determine the price. Thus, the market will balance the number of people who think the stock is overvalued with those who think it is undervalued. Consequently, it should be difficult to consistently beat the market.

PTS: 1
DIF: 2
REF: 19-3

TOP: Efficient markets hypothesis
MSC: Definitional


10.
Draw graphs showing the following three relationships.

1.  The relation between utility and wealth for a risk averse consumer.

2.  The relation between risk deviation and the number of stocks in a portfolio.

3.  The relation between return and risk.

ANS: 
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PTS: 1
DIF: 2
REF: 19-1 | 19-2 | 19-3


TOP: Risk
MSC: Analytical
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