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Chapter 1 – Case Problem Set B 
 


 


4. Abe is thinking of buying a piece of commercial property as an investment. The 
property will cost $100,000. Abe believes that he can lease the property for 
$6,000 per year, payable at the beginning of every year, just as soon as he buys it. 
He also believes that he can sell the property at the end of five years for $120,000. 
Calculate the present value (PV) of profits for Abe's business at each of the 
following discount rates: 8%, 9%, 10%, and 12%. Enter each of your calculated 
values in the table that follows and indicate whether or not Abe should buy the 
property at each of the discount rates. Finally, plot the PV for each of the discount 
rate on the graph and connect the plotted points with straight lines. At 
approximately what interest rate will Abe be indifferent between buying the 
property and not buying the property? 
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5. Brenda is a college professor who earns $40,000 a year. She decides to open an 
automobile body shop. She anticipates annual revenues of $150,000. Her 
expenses will be as follows: 


 Employee salaries .......................................... $  65,000 
 Insurance ........................................................ 4,000 
 Utilities........................................................... 3,000 
 Lease .............................................................. 6,000 
 Supplies.......................................................... 12,000 
 Interest payments ........................................... 10,000 


Calculate Brenda's anticipated explicit costs, implicit costs, business profits, and 
economic profits. What is the minimum revenue that is required for Brenda to 
earn a normal profit (i.e., an economic profit of zero)? 


 


Explicit Costs Implicit Costs Business Profits Economic Profits


 
 


 


6. Charlie is considering the purchase of a laundry business, but does not know how
much it is worth. The business generates $18,000 in profit per year and will not 
require any of Charlie's time to operate. Charlie plans to buy the business, 
for 10 years, and then sell it f


 


keep it 
or the same price he pays for. If the appropriate 


sho the business? 


 


discount rate is 18%, what is the most Charlie uld pay for 
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7. Refer to the information in Problem 6. If the discount rate falls to 9% at the end of 
10 years, what will happen to the price at which Charlie can sell the business? 
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. Dr. Doug is considering two business opportunities. Both require an initial 
investment of $200,000. The first will return $50,000 at the end of each of the 
next six years, while the second will return $35,000 at the end of each of the next 
10 years. Calculate the present value of the profit from these two businesses at 


 
rate would Dr. Doug be indifferent between the two businesses? Over what range 
of interest rates would Business 1 be preferred? Over what range would Business 
2 be preferred? 
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each of the following discount rates: 7%, 8%, 9%, 10%, and 12%. Use the graph 
that follows to plot the relationship between the present value (PV) of profit from 
each of the two businesses and the interest rate. At approximately what interest
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9. Elaine had always wanted to operate a restaurant, so one day she took a leave of 
absence from her job, which pays $25,000 per year, and bought a restaurant for 
$100,000 in cash. At the end of the year, she had to decide whether to go back to 
her old job or to continue operating the restaurant, so she examined her revenues 
and expenses for the year. She found that her revenues were $185,000 and that her 
operating expenses were $68,000 for labor, $80,000 for food and supplies, and 
$12,000 for utilities, repairs and insurance. She also found that she can sell the 
restaurant back to the old owner for exactly what she paid for it. If she came to 
you, what advice would you give her? Should she keep the restaurant or go back 
to her old job? Why? 
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