PRINCIPLES OF FINANCE

FIN 3403

Assignment #2

Time Value of Money

1.
To make room for the new models, automobile manufacturers are offering significant discounts, or rebates, on last year’s models of cars. At the same time, automobile manufacturers are offering “special financing” packages that consist of loans with 0 percent interest, or, in some cases, very low interest rates. However, if you take the rebate that is offered, you cannot also get the “special financing” package, and vice versa. 

a.
Assume that you are interested in buying a Chevrolet Trailblazer that costs $28,000. The rebate on the Trailblazer is $4,000, and 0 percent financing is available to you. You want to finance the purchase for five years. You have already been approved to get an automobile loan at your credit union that has a simple interest rate equal to 6.5 percent and requires monthly payments. Should you take the dealer’s “special financing” package, in which case you do not receive the $4,000 rebate, or the credit union loan, in which case you will receive the $4,000 rebate? Show your work.

b.
How much would the rebate have to be to make the monthly payment for the credit union loan equal the monthly payment for the dealer’s “special financing” package?

c.
If the monthly payment is the same for each financing alternative, which alternative would be preferable? Think about which alternative would be preferred if the loan is repaid prior to maturity.

2.
You just won the Florida lottery, which is currently at $45 million, by picking the numbers 5, 13, 26, 28, 37, and 48. If you can earn an average rate of return equal to 6 percent compound monthly, what would the lump-sum payment have to equal for you to choose the lump-sum payment rather than a $1.5 million annuity payment for each of the next 30 years? (Think about the timing of the cash flows before answering this question.)

3.
Five years ago you purchased a house for $200,000. To buy the house, you borrowed $180,000 at a rate of 7.2 percent. The mortgage has a life of the mortgage of 15 years when you bought the house, and it required monthly payments. Because you have been so successful in your career, you have decided that you would like to pay off the mortgage. How much do you owe on the mortgage today (five years after you bought the house)?

