Chapter 1

Answer to Problems

1. The required rate of return = (1.07)(1.04) – 1= 0.1128. One thousand dollars invested at 11.28% over 10 years would grow to 

1000(1 + 0.1128)10 = $2911.86

Over 20 years $1000 would grow to

1000(1 + 0.1128)20 = $8478.96

2. a. Required rate of return = (1.11)(1.02) = 0.1322 or 13.22%

b. Required rate of return = (1.12)(1.03) = 0.1536 or 15.36%

c. Required rate of return = (1.06)(1.05) = 1.113 or 11.3%

3. At the end of 20 years $10,000 invested in the tax- deferred account would have grown to

10,000(1 + 0.08)20 = $46, 609.57

After tax you are left with

46,609.57(1 - 0.25) = $34,071.35.

At the end of 20 years $10,000 invested in taxable account would have grown to 

10,000(1 + 0.06)20 = $32, 071.35.

The after tax yield is 0.08(1-0.25) = 0.06

4. If the after tax rate is 7% then at the end of 20 years $10,000 would grow to

10,000(1+0.07) 20 = $38,696.84

This is higher than $34,957.18, the amount available at the end of 20 years if invested in a tax deferred account at 8%.

