


Exercises on Monetary Policies and Business Cycles
1. We will study how the change of uncertainty affects different systems in different ways. Suppose in a market, annual sales capacity is 1 million dollars. Uncertainty is 55% per annum. Interest rates are 5% per annum. Decision makers will attempt to maximize the net present value of investment project. How much will be the desired fixed costs and how long will be the expected project duration? What is the net present value of such a project? Suppose the government, through various measures, reduce the uncertainty level to 30%. Assume all other parameters stay the same. How much will be the desired fixed costs and how long will be the expected project duration under this new environment? What is the net present value of such a project? If uncertainty level rises to 80% per annum due to reasons unforeseen by policy makers and business decision makers, what is the net present value of such a project?  What conclusion we can draw from the calculations? How to understand Hyman Minsky’s statement: “Stability is destabilizing”?
2. Suppose in two countries A and B, annual sales of a product is 1 million dollars. Expected uncertainty rate is 20% per annum. Decision makers attempt to maximize the net present value of investment project. If discount rates are 2%,  and 10% per annum in country A, B respectively, how much will be the desired fixed costs and how long will be the expected project durations? What are the net present values of projects in countries A and B? After the investment projects are built up with fixed cost spent, the uncertainty rate suddenly increases to 80% per annum in both countries. What are the new net present values of projects in countries A and B? What conclusion we can draw from the calculation? 
3. Suppose annual sale of a product is 2 million dollars. Expected uncertainty rate is 30% per annum. The discount rate is 5% per annum. We plan to invest a project to manufacture this product. If the investment criterion is to maximize the net present value of the project, how much will be the desired fixed costs and how long will be the expected project durations? If the investment criterion is to maximize the rate of return of the project, how much will be the desired fixed costs and how long will be the expected project durations?  What are the net present values and rate of returns of the project with two different investment criteria? After the investment projects are built up with fixed cost spent, the uncertainty rate suddenly increases to 80% per annum. What are the new net present values and rate of returns of the project with two different investment criteria? What conclusion we can draw from the calculation? 

4. We will study how expected growth rates affect investment decisions. Suppose in a market, current annual sales capacity is 1 million dollars. Uncertainty is 40% per annum. Discount rate is 5% per annum. Decision makers will attempt to maximize the net present value of investment project depending on the estimation of expected growth rate. If expected growth rates are -2%, 0% and 2% per annum respectively, how much will be the desired fixed costs and how long will be the expected project durations? What conclusion we can draw from the calculations?

