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BA3303 Chapter 7 Practice Problems

1.
Given r and t greater than zero and assuming a lump sum payment:


I.  Present value interest factors are less than one.


II.  Future value interest factors are greater than one.


III.  Present value interest factors are greater than future value interest factors.


IV.  Present value interest factors grow as t grows, provided r is held constant. 

A)
I only 

B)
I and II only 

C)
I and IV only 

D)
II and III only 

E)
II and IV only 

2.
Which of the following statements is/are FALSE, all else the same?


I.  Present values increase as the discount rate increases.


II.  Present values increase the further away in time the future value.


III.  Present values are smaller than future values when both r and t are positive. 

A)
I only 

B)
I and II only 

C)
II only 

D)
III only 

E)
II and III only 

3.
Fresh out of college, you are negotiating with your prospective new employer. They offer you a signing bonus of $1,000,000 today or a lump sum payment of $1,250,000 three years from now. If you can earn 7% on your invested funds, which of the following is true? 

A)
Take the signing bonus because it has the lower present value. 

B)
Take the signing bonus because it has the higher future value. 

C)
Take the lump sum because it has the higher present value. 

D)
Take the lump sum because it has the lower future value. 

E)
Based on these numbers, you are indifferent between the two. 

4.
You will receive a $250,000 inheritance in 25 years. You can invest that money today at 8% compounded annually. What is the present value of your inheritance? 

A)
$  17,491.53 

B)
$  29,767.15 

C)
$  36,504.48 

D)
$  65,492.34 

E)
$100,000.00 

5.
You need $3,000 to buy a new stereo for your car. If you have $1,200 to invest at 6% compounded annually, how long will you have to wait to buy the stereo? 

A)
6.58 years 

B)
8.42 years 

C)
11.60 years 

D)
14.58 years 

E)
15.73 years 

6.
Your grandfather placed $5,000 in a trust fund for you. In 12 years the fund will be worth $10,000. What is the rate of return on the trust fund? 

A)
3.70% 

B)
4.16% 

C)
5.95% 

D)
6.90% 

E)
8.42% 

7.
Your parents agree to pay half of the purchase price of a new car when you graduate from college. You will graduate and buy the car two years from now. You have $9,000 to invest today and can earn 12% on invested funds. If your parents match the amount of money you have in two years, what is the maximum you can spend on the new car? 

A)
$  7,260 

B)
$11,290 

C)
$15,000 

D)
$19,250 

E)
$22,579 

8.
An account was opened with $1,000 three years ago. Today, the account balance is $1,157.63. If the account earns a fixed annual interest rate, how long will it take until the account has earned a total of $225 in simple interest? 

A)
Less than one more year. 

B)
Between one and two more years. 

C)
Between two and three more years. 

D)
Between three and four more years. 

E)
Between four and five more years. 

9.
An annuity stream of cash flow payments is: 

A)
A set of level cash flows occurring each time period for a fixed length of time. 

B)
A set of level cash flows occurring each time period forever. 

C)
A set of increasing cash flows occurring each time period for a fixed length of time. 

D)
A set of increasing cash flows occurring each time period forever. 

E)
A set of arbitrary cash flows occurring each time period for no more than 10 years. 

10.
An annuity stream where the payments occur forever is called a(n) ____________. 

A)
annuity due 

B)
indemnity 

C)
perpetuity 

D)
amortized cash flow stream 

E)
amortization table 

11.
The interest rate expressed as if it were compounded once per year is called the: 

A)
Stated interest rate. 

B)
Compound interest rate. 

C)
Effective annual rate. 

D)
Periodic interest rate. 

E)
Daily interest rate. 

12.
The interest rate charged per period multiplied by the number of periods per year is called the: 

A)
Effective annual rate (EAR). 

B)
Annual percentage rate (APR). 

C)
Periodic interest rate. 

D)
Compound interest rate. 

E)
Daily interest rate. 

13.
You are trying to compare the desirability of two alternative investments with rates of return quoted using different compounding periods. To make the proper decision, you should: 

A)
Convert each quoted return to an effective annual rate. 

B)
Convert each quoted return to an annual nominal rate. 

C)
Convert each quoted return to a monthly nominal rate. 

D)
Compare the investments by using the quoted returns. 

E)
Convert each quoted return to an APR. 

14.
You are considering two perpetuities which are identical in every way, except that perpetuity A will begin making annual payments of $P to you two years from today while the first $P payment for perpetuity B will occur one year from today. It must be true that the present value of perpetuity: 

A)
A is greater than that of B by $P. 

B)
B is greater than that of A by $P. 

C)
B is equal to that of perpetuity A. 

D)
A exceeds that of B by the PV of $P for one year. 

E)
B exceeds that of A by the PV of $P for one year. 

15.
You have $800 that you would like to invest. You have 2 choices: Savings account A which earns 8% compounded annually, or savings account B which earns 7.90% compounded semiannually. Which would you choose and why? 

A)
A because it has a higher effective annual rate. 

B)
A because it has the higher quoted rate. 

C)
B because it has a higher effective annual rate. 

D)
B because the future value in one year is lower. 

E)
B because it has the higher quoted rate. 

16.
Which of the following statements is true? 

A)
Present values and discount rates move in the same direction with one another. 

B)
On loans with monthly compounding, the APR will exceed the EAR. 

C)
Compounding essentially means earning interest on interest. 

D)
Future values decrease with increases in interest rates. 

E)
All else the same, the longer the term of a loan the lower will be the total interest you pay on it. 

17.
You are evaluating two annuities. They are identical in every way, except that one is an ordinary annuity and one is an annuity due. Which of the following is FALSE? 

A)
The ordinary annuity must have a lower present value than the annuity due. 

B)
The ordinary annuity must have a lower future value than the annuity due. 

C)
The annuity due must have the same present value as the ordinary annuity. 

D)
The two annuities will differ in present value by the amount (1+r). 

E)
The annuity due and the ordinary annuity will make the same number of total payments over time. 

18.
What is the present value of the following set of cash flows at an 10% discount rate?
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A)
$       0.00 

B)
$   120.76 

C)
$   173.31 

D)
$   379.41 

E)
$3,312.13 

19.
You just won the lottery. You and your heirs will receive $40,000 per year forever, beginning one year from now. What is the present value of your winnings at a 10% discount rate? 

A)
$  44,000 

B)
$300,000 

C)
$387,500 

D)
$400,000 

E)
$437,500 

20.
You just won the lottery. You and your heirs will receive $40,000 per year forever, beginning one year from now. If the present value of the lottery is $500,000, what is the discount rate used to value this perpetuity? 

A)
6% 

B)
7% 

C)
8% 

D)
9% 

E)
10% 

21.
You just won the lottery. You and your heirs will receive $40,000 per year forever, with the first payment received immediately. What is the present value at a 9% discount rate? 

A)
$182,500 

B)
$375,222 

C)
$400,000 

D)
$444,444 

E)
$484,444 

22.
What is the effective annual rate of 6% compounded quarterly? 

A)
5.37% 

B)
6.00% 

C)
6.14% 

D)
7.50% 

E)
24.00% 

23.
A given rate is quoted as 12% APR, but has an EAR of 12.55%. What is the rate of compounding during the year? 

A)
Annually 

B)
Semiannually 

C)
Quarterly 

D)
Monthly 

E)
Daily 

24.
You are going to withdraw $5,000 at the end of each year for the next four years from an account that pays interest at a rate of 9% compounded annually. The account balance will reduce to zero when the last withdrawal is made. How much interest will you earn on the account over the four year life? 

A)
$       0.00 

B)
$2,409.60 

C)
$3,801.40 

D)
$4,000.00 

E)
$5,711.20 

25.
At the end of each year for the next 8 years you will receive cash flows of $500. The initial investment is $2,500. What rate of return are you expecting from this investment? 

A)
11.81% 

B)
10.27% 

C)
9.01% 

D)
8.28% 

E)
7.21% 

26.
You borrowed $1,200 at 8% compounded annually. Your payments are $96 at the end of each year. How many years will you make payments on the loan? 

A)
9 years 

B)
10 years 

C)
11 years 

D)
12 years 

E)
forever 

27.
Four years from now you will receive the first of seven annual $6,000 payments. The current interest rate is 8%, but by the beginning of year 4, the rate will rise to 10%. What is the present value of this cash flow stream? 

A)
$18,770.49 

B)
$21,946.29 

C)
$23,617.66 

D)
$26,131.56 

E)
$32,131.56 

28.
You work for a furniture store. You normally sell a living room set for $4,000 and finance the full purchase price for 24 monthly payments at 24% APR. You are planning to run a zero-interest financing sale during which you will finance the set over 24 months at 0% interest.  How much do you need to raise the price of the bedroom set during the sale in order to earn your usual combined return on the sale and the financing? 

A)
$2,240 

B)
$1,076 

C)
$   589 

D)
$1,351 

E)
$       0 

29.
Although you will get a 30-year mortgage, you plan to prepay the loan by making an additional payment each month along with your regular payment. How much extra must you pay each month if you wish to pay off the loan in 20 years? 

A)
$  90.56 

B)
$154.88 

C)
$180.85 

D)
$203.28 

E)
$226.86 

30.
What is the future value of the following set of cash flows 4 years from now? Assume interest rate 6.5%.


[image: image2.wmf]Year

0

1

2

3

4

Cash Flow

–$700

$300

$600

$400

$500



31.
You need to borrow $23,000 to buy a truck. The current loan rate is 12.0% compounded monthly and you want to pay the loan off in equal monthly payments over 50 months. What is the size of your monthly payment? 

32.
What is the future value in 12 years of $800 payments received at the beginning of each year for the next 12 years? Assume an interest rate of 7.00%. 
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