Chapter 19 Investment


1. All of the following is considered investment spending, EXCEPT:
A. financial investment.
B. residential investment.
C. business fixed investment.
D. inventory investment.


2. In the neoclassical model of business fixed investment spending, investment is usually related to three factors. All of the following are determinants of business fixed investment, EXCEPT:
A. the interest rate.
B. business inventories.
C. the marginal product of capital.
D. the tax code.


3. The real benefit of an extra unit of capital is equal to the:
A. marginal product of capital.
B. average product of capital.
C. total product of capital.
D. average product of capital minus the marginal product of capital.


4. If a firm rents capital at a rental rate R and sells its output at price P, then the real cost of an extra unit of capital is:
A. R / P.
B. R × P.
C. R – P.
D. R + P.


5. Far over the seas, there exists a country, Hypothetica, where the rental price of capital is exceptionally high. This could be caused by Hypothetica having a relatively:
A. backward technology.
B. small labour force.
C. large capital stock.
D. small capital stock.


6. If the production function is of Cobb–Douglas form, then an INCREASE in the capital stock would cause the real rental price of capital to:
A. fall.
B. remain constant.
C. rise by a greater proportion than the rise in the capital stock.
D. rise by a lesser proportion than the rise in the capital stock.


7. The real cost of capital does NOT depend on the:
A. interest rate.
B. unemployment rate.
C. depreciation rate.
D. rate at which capital prices are changing.


8. Owners of capital would make positive profits from renting out capital if the:
A. real cost of capital is greater than the marginal product of capital.
B. marginal product of capital is greater than the real cost of capital.
C. real cost of capital is greater than the real rental price of capital.
D. marginal product of capital is greater than the real rental price of capital.


9. The change in the capital stock, called net investment, depends positively on the:
A. inflation rate.
B. profit rate.
C. nominal interest rate.
D. corporate tax rate.


10. If the real interest rate rises, then investment:
A. rises because the marginal product of capital is higher.
B. rises because the cost of capital is lower.
C. falls because the marginal product of capital is lower.
D. falls because the cost of capital is higher.


11. Consider our favorite country far over the seas, Hypothetica. A completely unexpected case of mass amnesia hits the population, and a great part of technical knowledge is suddenly lost. This causes the marginal product of capital to decrease. What happens to Hypothetica’s investment schedule?
A. The investment function shifts inward.
B. The investment function shifts outward.
C. The investment function does not shift.
D. The investment function could shift either way.


12. In the long run, the marginal product of capital equals the:
A. real interest rate.
B. nominal interest rate.
C. real price of capital goods.
D. real cost of capital.


13. Suppose that the government runs a deficit and decides to eliminate this by an increase in the tax on corporate profits. If the law defined profits as the rental price of capital minus the cost of capital, then as a result of this government action, the incentive to invest would:
A. diminish.
B. increase.
C. not be affected.
D. either increase or decrease, depending on how we measure depreciation.


14. As a result of an investment tax credit, the tax liability of a firm is reduced by:
A. the amount it spends on interest payments on capital.
B. the amount of depreciation.
C. part of the amount it spends on new capital goods.
D. a percentage of the value of the existing stock of capital.


15. The effect of an investment tax credit is to:
A. shift the investment schedule out to the right.
B. shift the investment schedule in to the left.
C. leave the investment schedule unaffected.
D. shift the investment schedule either in to the left or out to the right.


16. Tobin’s q is the ratio of the:
A. market value of installed capital to the replacement cost of installed capital.
B. profits of capital to the rental rate of capital.
C. rental rate of capital to the replacement cost of capital.
D. profits of capital to the marginal product of capital.


17. The q-theory of investment says that firms should invest more when q is:
A. less than one because then the stock market values capital at less than its replacement cost.
B. less than one because then the stock market values capital at more than its replacement cost.
C. greater than one because then the stock market values capital at less than its replacement cost.
D. greater than one because then the stock market values capital at more than its replacement cost.


18. Firms in Hypothetica only produce for export overseas. Suppose that demand for their exports rises unexpectedly because of a depreciation in the exchange rate. If costs for the firms are unchanged, then Tobin’s q will:
A. rise and investment will fall.
B. rise and investment will rise.
C. fall and investment will fall.
D. fall and investment will rise.


19. If the corporate income tax is expected to increase in the future, then Tobin’s q will:
A. rise and investment will fall.
B. rise and investment will rise.
C. fall and investment will fall.
D. fall and investment will rise.


20. Suppose that the economy is hit by a recession that is expected to be short in duration. The banking system, however, decides to curtail lending, so that the corporate sector faces binding financing constraints. This causes:
A. Tobin’s q and investment both to fall only slightly.
B. Tobin’s q and investment both to fall considerably.
C. Tobin’s q to go down considerably, while investment is only slightly affected.
D. Tobin’s q to be only slightly affected, while investment goes down considerably.


21. In a graph with the number of houses on the horizontal axis and the price of houses on the vertical axis, what do the curves that trace out the demand and supply for houses look like at a particular point in time?
A. The supply curve is vertical; the demand curve is downward sloping.
B. The supply curve is upward sloping; the demand curve is downward sloping.
C. The supply curve is upward sloping; the demand curve is horizontal.
D. The supply curve is upward sloping; the demand curve is vertical.



22. The recession in 2008–2009 caused unemployment rates to reach 10 per cent. According to the theory of residential investment, the resulting lower demand for housing:
A. decreased the price of housing and decreased residential investment.
B. increased the price of housing and increased residential investment.
C. simply decreased the price of housing without changing residential investment.
D. resulted in a decreased supply of housing and the price was not affected.


23. Suppose that a firm has the following inventory strategy: when sales are low, the firm produces more than it sells and puts the extra goods into inventory. When sales are high, the firm produces less than it sells and it takes goods out of inventory. This motive for holding inventories is called:
A. production smoothing.
B. inventories as factor of production.
C. stock-out avoidance.
D. work-in-process.


24. If the real interest rate rises, then we would expect the average amount of inventories held by firms to:
A. rise.
B. stay the same.
C. fall.
D. fall only if inflation also falls.


25. Which of the following is NOT one of the motives that a firm has in holding inventories?
A. production smoothing
B. stock-out advance
C. consumption smoothing.
D. “work-in-process” inventories


26. A tightening of credit conditions similar to the one experienced at the beginning of the financial crisis in 2008–2009 caused the inventories held by firms to:
A. increase.
B. decrease.
C. stay constant.
D. increase and then decrease.



Answers

1a - Residential investment, business fixed investment, and inventory investment are the three types of investment spending. See the introduction of Chapter 19.

2b - See Section 19-1 for a discussion of the neoclassical model.

3a - The marginal product of capital represents the real benefit of an extra unit of capital. See Section 19-1.

4a - By dividing R by P, the rental price measured in units of goods is calculated. See Section 19-1.

5d - The rental price of capital is positively related to the marginal product of capital. A relatively small capital stock will result in a high marginal product of capital. See Section 19-1.

6a - In equilibrium, the real rental price of capital is equal to the marginal product of capital. An increase in the capital stock causes the marginal product of capital to fall, so it also leads to a fall in the real rental price of capital. See Section 19-1.

7b - The unemployment rate does not affect the cost of capital. See Section 19-1.

8b - In equilibrium, the real rental price of capital is equal to the marginal product of capital. If the marginal product of capital is greater than the real cost of capital, owners of capital would receive positive profits. See Section 19-1.

9b - The higher the profit rate, the higher are the benefits of owning capital. Thus, there is a positive relationship between the profit rate and net investment. See Section 19-1.

10d - A higher real interest rate implies a higher cost of capital. This reduces the profits from owning capital and reduces the incentive to accumulate more capital. Therefore, investment falls. See Section 19-1.

11a - A decrease in the marginal product of capital will cause the investment function to shift inward. See Section 19-1.

12d - See Section 19-1.

13c - If profits are measured as the difference between the rental price of capital and the cost of capital, a tax on profits would not alter investment incentives. See Section 19-1.

14c - See Section 19-1.

15a - An investment tax credit reduces the cost of capital, which means that more investment will be demanded at a given interest rate. This translates into an outward shift of the investment function. See Section 19-1.

16a - See Section 19-1 for a discussion of Tobin’s q.

17d - If q is greater than one, managers can raise the market value of their firms’ stock by buying more capital, because the market value will rise by more than the cost. See Section 19-1 for a discussion of Tobin’s q.

18b - If demand for firms’ products rises, then expected profits will rise and the market value of installed capital will rise. This means that q rises and, consequently, investment rises. See Section 19-1.

19c - If the corporate income tax is expected to rise, firms expect to have lower after-tax profits. This lowers the market value of installed capital, thereby causing q to fall and investment to fall. See Section 19-1.

20d - Since the recession is expected to be short, firms’ expected profits, and therefore q, change only slightly. This means that firms will want to reduce investment only slightly, but if firms face financing constraints, they will not be able to borrow the funds for investment and investment will fall considerably. See Section 19-1.

21a - At any point in time, the supply of housing is fixed. Therefore, the supply curve is vertical. Demand is inversely related to the price, so its curve is downward sloping. See Section 19-2.

22a - The higher demand for housing resulted in a higher price, which caused an increase in residential investment. See Section 19-2.

23a - See Section 19-3.

24c - If the real interest rate rises, holding inventories is more costly for a firm. Thus, a rise in the real interest rate will cause the average amount of inventories to fall. See Section 19-3.

25c - Production smoothing, inventories as inputs, stock-avoidance and “work-in-process” inventories are the four motives that a firm has in holding inventories. See Section 19-3.

[bookmark: _GoBack]26b - The decrease in the credit available in 2008–2009 resulted in a decrease in the inventories that firms held during that period. See Section 19-3.
