
ANSWERS TO END-OF-CHAPTER PROBLEMS


WITHOUT ASTERISKS
Chapter 4

UNDERSTANDING INTEREST RATES
2. 
No, because the present discounted value of these payments is necessarily less than $20 million as long as the interest rate is greater than zero.

4. 
The yield to maturity is less than 10 percent. Only if the interest rate was less than 10 percent would the present value of the payments add up to $4,000, which is more than the $3,000 present value in the previous problem.

6. 
25% = ($1,000‑ $800)/$800 = $200/$800= .25.

8. 
If the interest rate was 12 percent, the present discounted value of the payments on the government loan are necessarily less than the $1,000 loan amount because they do not start for two years. Thus the yield to maturity must be lower than 12 percent in order for the present discounted value of these payments to add up to $1,000.

10. 
The current yield will be a good approximation to the yield to maturity whenever the bond price is very close to par or when the maturity of the bond is over ten years.

12. 
You would rather be holding long‑term bonds because their price would increase more than the price of the short‑term bonds, giving them a higher return.

14. People are more likely to buy houses because the real interest rate when purchasing a house has fallen from 3 percent (= 5 percent ‑ 2 percent) to 1 percent (= 10 percent ‑ 9 percent). The real cost of financing the house is thus lower, even though mortgage rates have risen. (If the tax deductibility of interest payments is allowed for, then it becomes even more likely that people will buy houses.)
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