CHAPTER 11 FUNDAMENTAL CONCEPTS IN INVESTING
SOLUTIONS TO END OF CHAPTER APPLICATION PROBLEMS

Page 373 in Textbook

1. Rate of Return


a. Pretax rate of return = (1 + 32 – 30)/30 = 10.0%


b. Capital gains tax rate will be 15%. 

After tax rate of return = 10% x (1-0.15) = 8.5%

2. Rate of Return


a. Pretax rate of return = (90 + 1,000 – 1,000)/1,000 = 9.0%


b. Interest is taxable at the ordinary income tax rate.

After tax rate of return = 9% x (1-0.25) = 6.75%

3. Saving for a Goal


N=48; I=5/12; FV=6,000; Compute PMT = 88.23 per month

4. Investment Growth


N=72; I=4/12; PMT = 150; Compute FV=12,183.38

5. Investment Growth


a. N=20; I=5 x (1-0.25)= 3.75; PV = 100,000; Compute FV = 208,815

b. N=20; I=10; PV=100,000; Compute FV =672,750. Unless this is in a Roth IRA, she will have to pay tax on this amount when she withdraws the money at retirement. 

6. Capital Gains Tax


Stock A Gain = (10 – 5) x 100 =  500


Stock B Gain = (23 – 25) x 50 = -100

Net Capital Gain =

      400


Taxes = 400 x 15% = $60

7. Components of Risk

Nominal Risk Free

3.0%


+ Interest Rate Risk Premium
2.0%


+ Default Risk Premium
1.5%


+ Liquidity Risk Premium
1.0%

=Yield on Debt Security
7.5%

8. Asset Allocation

a. She should not invest the entire $50,000. She should first pay off the $5,000 credit card debt which has a high interest rate.  She should consider paying off the $3,500 car loan since its interest rate is higher than what she can earn on a low-risk investment. She needs to increase her emergency fund to at least 6 months since she is at risk of being laid off. 

b. Probably not since her funds available for investing will be substantially less than $50,000 and her investment flexibility is quite limited due to her lack of liquidity and her risky job situation.  

c. Since her current circumstances make it inadvisable to risk losing any money, she probably shouldn’t invest any in stocks at this time. If she makes it through the next two years without getting laid off, it might be a good idea for her to use the money toward the purchase of a home. Not only would she be able to build home equity, but she would have some tax advantages as well. Until she has developed a more detailed financial plan, she should put her money in short term debt securities.
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