
Finance 1 Final Exam (Chapters 5-8)    Take Home Portion

Multiple Choice
Identify the choice that best completes the statement or answers the question.

____ 1. The present value of an annuity will be decreased by
a. an decrease in the number of payments.
b. a decrease in the discount rate.
c. a decrease in the amount of the payment in each per period.
d. a and c
e. all of the above.

____ 2. You have borrowed $130,000 to buy a new motor home. Your loan is to be repaid over 15 years at 8% 
compounded monthly Calculate the principal paid to the bank in month 2 of the loan.
a. $242.67
b. $378.19
c. $413.61
d. $581.25

____ 3. A car loan that charges 1.25% interest per month has an annual percentage rate of
a. 12.50%
b. 13.55%
c. 15%
d. none of the above

____ 4. Alabama Power has preferred stock that pays an annual dividend of $9.44. If the security has no maturity, 
what is its value to an investor who wishes to obtain a 9 percent rate of return?
a. $84.96
b. $104.89
c. $95.34
d. $94.40

____ 5. If you owe $1,200.00, which is the most advantageous way to pay it back assuming a 12% APR discount rate?
a. $100.00 monthly payments over the next twelve months
b. $300.00 quarterly payments over the next four quarters
c. $600.00 paid every six months over the next year
d. $1,200.00 paid after one year

____ 6. Which of the following $1,000 face value bonds has a 10% yield, assuming semiannual coupon payments of 
8%?
1) a 5 year maturity bond selling for $964.54
2) a 10 year maturity bond selling for $875.39
3) a 20 year maturity bond selling for $828.36
a. (1)
b. (2)
c. (3)
d. (2) and (3)

____ 7. When interest rates decrease, what happens to the bond prices of seasoned issues (assume the coupon rate is 
fixed)?
a. the bond prices decrease
b. the bond prices increase



c. the bond prices are unaffected
d. the bonds will be retired and re-issued at higher coupon rates

____ 8. How is preferred stock similar to bonds?
a. Constant payment
b. Pays both principal and interest to investor
c. Fixed maturity date
d. Both a & c
e. All of the above

____ 9. Nearly all preferred stock comes with the right to receive all past unpaid dividends before common 
shareholders can receive any dividends. This right is referred to as:
a. the preference feature
b. the liquidation preference
c. the cumulative feature
d. voting preference

____ 10. The efficient market hypothesis asserts that:
a. it is virtually impossible to consistently pick stocks that perform exceptionally well 

because all publicly available information is immediately reflected in stock prices
b. studying historic patterns of stock price movements will generally identify winning 

investments
c. fundamental analysis performed by individuals often reveals bargains despite the fact that 

professionals analyze all information as soon as it becomes available.
d. all of the above

____ 11. The current price of Zebar is $32.00 and its last dividend was $.60. What is its return if dividends are 
expected to grow indefinitely at 8 percent?
a. 9.88%
b. 11.38%
c. 18.75%
d. none of the above

Problem

12. You have been assigned to estimate the interest rates that your company may have to pay when borrowing 
money in the near future. The following information is available.
kPR = 2%
MR = .1% for a 1 year loan increasing by .1% for each additional year
LR = .05% for a 1 year loan increasing by .05% for each additional year
DR = 0 for a 1 year loan, .2% for a 2 year loan, increasing.1% for each additional year
Expected Inflation Rates
                      Year 1 = 7%
                      Year 2 = 5%
                      Year 3 and thereafter = 3%

a. Calculate the inflation adjustment (INFL) for a 5-year loan.
b. Calculate the appropriate interest rate for a 5-year loan.



13. One year ago a $1,000 face value, 6% coupon bond was selling for $1,100. Since then, the market yield has 
decreased by two percentage points. The bond pays interest semiannually and now has four years to maturity. 
What is the bond's price today?

14. You have the option of purchasing a $1,000, 6% coupon bond with interest payable semiannually and a 
remaining term of 10 years for $900, or a $1,000 zero coupon bond with a remaining term of 10 years for 
$500. Interest on the zero is also compounded semiannually. Which bond should you buy? Why?

15. Janet Lee is considering purchasing shares in DM Designs. The share price is currently $64. Alternatively, 
Janet can buy an out of the money call option with a striking price of $65, that is currently priced at $2.25. 
Janet expects the stock price to rise to $68. What is the difference between the stock's return on investment 
and the option's return on investment?
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MULTIPLE CHOICE

1. ANS: C PTS: 1 NAT: f LOC: j
TOP: Annuity Problems

2. ANS: B
Calculator steps: PV 130000 I/Y .6667 N 180. Solve for PMT = $1,242.35

Month Beg. Bal PMT Interest Principal End Bal
1 $130,000.00 $1,242.35 $866.67  $375.68 $129,624.32
2 $129,624.32 $1,242.35 $864.16  $378.19 $129,246.13

PTS: 1 OBJ: TYPE: Problems NAT: c
LOC: j TOP: Amortized Loans

3. ANS: C
1.25%  12 = 15%

PTS: 1 OBJ: TYPE: Problems NAT: c
LOC: j TOP: Compound Interest

4. ANS: B
PV = $9.44/0.09 = $104.89

PTS: 1 OBJ: TYPE: Problems NAT: c
LOC: j TOP: Perpetuity

5. ANS: D
Choose the payment structure that has the least discounted value:
A. $100.00*PVFA(1%, 12) = $100.00*11.2551 = $1,125.51
B. $300.00*PVFA(3%, 4) = $300.00*3.7171 = $1,115.13
C. $600.00*PVFA(6%, 2) = $600.00*1.8334 = $1,100.04
D. $1,200.00*PVF(12%, 1) = $1,200.00*0.8929 = $1,071.48

PTS: 1 NAT: c LOC: j TOP: Compound Interest
6. ANS: D

Calculator steps:
-964.54 PV 1000 FV 40 PMT 10 n Solve for I/Y = 4.4% semiannually
-875.39 PV 1000 FV 40 PMT 20 n Solve for I/Y = 5.0% semiannually
-828.36 PV 1000 FV 40 PMT 40 n Solve for I/Y = 5.0% semiannually

PTS: 1 OBJ: TYPE: Problems NAT: c
LOC: g TOP: Bond Valuation - Finding the Yield

7. ANS: B PTS: 1 NAT: f LOC: g
TOP: Bond Valuation

8. ANS: A PTS: 1 NAT: f LOC: g
TOP: Preferred Stock



9. ANS: C PTS: 1 NAT: f LOC: g
TOP: Preferred Stock

10. ANS: A PTS: 1 NAT: f LOC: h
TOP: The Efficient Market Hypothesis

11. ANS: D
kE = [.60(1.08)/32] + .08 = 10.03%

PTS: 1 OBJ: TYPE: Problems NAT: c
LOC: g TOP: Growth Models - Constant Growth

PROBLEM

12. ANS:
a. INFL = (7%+5%+3%+3%+3%)/5 = 4.2%

b.
k = kPR + INFL + DR + LR + MR
 = 2% + 4.2% + (.2% +(3  .1%)) + (.05  5) + (.1%  5)
 = 2% + 4.2% + .5% + .25% + .5%
 = 7.45%

PTS: 1 NAT: c LOC: h TOP: The Components of an Interest Rate
13. ANS:

$1,161.98
First find the yield last year:
-1100 PV 1000 FV 30 PMT 10 n Solve for I/Y = 1.8930% semiannually
Decrease that by 2% per year and find today's price
.8930 I/Y -1000 FV -30 PMT 8 n Solve for PV = $1,161.98

PTS: 1 NAT: c LOC: g TOP: Bond Valuation and Yield
14. ANS:

Coupon bond = 7.44%, Zero = 7.05% Buy the coupon bond because the return is higher.
Calculator steps:
Coupon Bond:    -900 PV 1000 FV 30 PMT 20 n Solve for I/Y = 3.72  2 = 7.44%
Zero -500 PV 1000 FV 0 PMT 20 n Solve for I/Y = 3.53  2 = 7.05

PTS: 1 NAT: c LOC: g TOP: Yield
15. ANS:

ROI Option: ($68 - $65 - $2.25) / $2.25 = $0.75 / $2.25 = 33.33%
ROI Stock:      ($68 - $64)/ $64 = 6.25%
A difference of 27.08%.

PTS: 1 NAT: c LOC: p TOP: Options


