all the major stand-alone U.S, investment banks had been absorbed into commfarcial banks. or
had reorganized themselves into bank holding companies. In Europe, Where'umvers'al g
had never been prohibite d, large banks had long maintained both commercial and investment
banking divisions, ic ri

6. The financial crisis of 2008 showed the importance of systemic riskj Sys;erl?l?r rclciﬁnf:n .
limited by transparency that allows traders and investors to Aaner Big lrISkho dt ::: b oterlft?ri
ties; capital requirements to prevent trading participants from being brought 1(:ltin )ll)ep ond .
losses; frequent settlement of gains or losses to prevent losses fr'( i 2?Clciuml?' : fnd chur in
institution’s ability to bear them; incentives to discourage excessive risk taking; ate

and unbiased analysis by those charged with evaluating security risk.

{ TERMS investment security selection primary marke;
real assets security analysis secondary mar et
financial assets risk-return trade-off vepture capltal (VO)
fixed-income (debt) securities  passive management prlvat‘e' eql?lty
equity active management securltx'zat'lon
derivative securities financial intermediaries systemic risk
investment companies

agency problem
asset allocation investment bankers

OBLEM SETS 1. Financial engineering has been disparaged as nothing more than paper shl'lfflin.g. Cri'tics argue
that resources used for rearranging wealth (i.e., bundling and unbundling financial assets)

might be better spent on creating wealth (i.e., creating real assets). Evaluate this criticism.

Are any benefits realized by creating an array of derivative securities from various primary

securities? :

2. Why would you expect securitization to take place only in highly developed capital markets?

3. What is the relationship between securitization and the role of financial intermediaries in the
economy? What happens to financial intermediaries as securitization progresses?

4. Although we stated that real assets constitute the true productive capacity of an economy, it is
hard to conceive of a modern economy without well-developed financial markets and security
types. How would the productive capacity of the U.S. economy be affected if there WeEre no
markets in which to trade financial assets?

5. Firms raise capital from investors by issuing shares in the primary markets. Does this imply
that corporate financial managers can ignore trading of previously issued shares in the second-
ary market?

6. Suppose housing prices across the world double,

a. Is society any richer for the change?

b. Are homeowners wealthier?

¢. Can you reconcile your answers to (a) and (b)? Is anyone worse off as a result of the
change?

7. Lanni Products is a start-up computer software development firm, [t currently owns computer
equipment worth $30,000 and has cash on hand of $20,000 contributed by Lanni’s owners.
For each of the following transactions, identify the real and/or financial assets that trade hands.
Are any financial assets created or destroyed in the transaction?

a. Lanni takes out a bank loan, It receives $50,000 in cash and signs a note promising to pay back
the loan over 3 years,

b. Lanni uses the cash from the bank plus $20,000 of jts own funds to finance the development
of new financial planning software,
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c. Lanni sells the software product to Microsoft,

wl_uch will market it to the public under the
Microsoft name. Lanni accepts payment in the ThikExhoknesrelt il e b el or g flclofon f o ot sy of b oo,
- ~F A N " - . . N ‘nn’ ‘"n'
form of 2,500 shares of Microsoft stock, b Jepu $100 et
y Y enlle e . . 9 : .
d. Lanni sells the shares of stock for $50 per share and e
uses part of the proceeds to pay off the bank loan. MFR ICAN
4
Reconsider Lanni Products from the previous problem. GOLD 1C 5' TE S
= o =N 3 v - ~ Q N ¥ 1 - i :
a. Prepare its balance sheet just after it gets the bank CERIE o
Due July 1,1991

loan. What is the ratio of real assets to total assets?

o American Gold Certificates represent physical albyated gid bullion

b. Prepare the balance sheet after Lanni spends the
$70.000 to develop its software product. What is
the ratio of real assets to total assets?

c. Prepare the balance sheet after Lanni accepts the
payment of shares from Microsoft. What is the

as may legnlly offer these rastifientss ix such State

J. W Korrs Casrrat Makkets, Inc

T'ue CHicAGw CORPURATION Cowen aCo.

FIrsT ALBANY CORPORATION

ratio of real assets to total assets?
INTERSTATE SECURITIES CORPORATION

Examine the balance sheet of commercial banks in MDA Gy
Tab]e I .% Roney & Co StrPHENS INC.

s N VINING-SPARKS SECURITIES, INC.
a. What is the ratio of real assets to total assets? Baser. Warrs & Co.

. A Birr, W SECURITIES, INC.
b. What is the ratio of real assets to total assets for e e =
INDEPENDENCE SECURITIES. INC.

EmMMETT A. Larkin Co.. Inc.

nonfinancial firms (Table 1.4)?
¢. Why should this difference be expected?

Consider Figure 1A, which describes an issue of
American gold certificates.

SkwLEr AMDEC SECURITIES Inc.

insured and held in safekeeping al Bank of el 2
® Anylime during the four-yeay period, the certificate holder
may request physical delivery of the gold.

Caopies of the Offering Memorandum may be nhiained in any State from only such of the wndersigned

Domis %
MBIk

Grirein, Kusik, STepHENS & THoMzson, InC.

Jasney Mowtcomerv ScorT Inc.

Paciric Szaisimies, Isc.
Turc Tvc

Westcap Secrzimies, Inc
BarcLay INnvesTuesTs. Inc

D. A Davivson 2 Co.
RCORFCRATED

Jesue & Lamont Securities Co., Inc.
ScorT & STRINGFELLOW, [NC.

Unperwoon. Nenuans & Co.
INCORPORATED

a. Is this issue a primary or secondary market Figure 1A A gold-backed security

transaction? s
b. Are the certificates primitive or derivative assets?

¢. What market niche is filled by this offering?
Discuss the advantages and disadvantages of the following forms of managerial compensation
in terms of mitigating agency problems, that is, potential conflicts of interest between managers

and shareholders.

a. A fixed salary.
b. Stock in the firm that must be held for five years.
c. A salary linked to the firm’s profits.

Oversight by large institutional investors or creditors i
problems. Why don’t individual investors in the firm have the same incentive to keep an eye

s one mechanism to reduce agency

on management?
Give an example of three financial intermediaries and explain how the

small investors and large capital markets or corporations.

te of return on investments in Jarge stocks has outpaced that o
since 1926. Why, then, does anyone invest in Treasury bills?
nd disadvantages.of top-down versus bottom-up investing styl
ow how you can make $1 million with no

y act as a bridge between

n investments in

The average ra
Treasury bills by about 8%

What are some advantages 2
You see an advertisement for a book that claims to sh
risk and with no money down. Will you buy the book?
ncial assets show up as a component of household wealth, but not of national
1 assets still matter for the material well-being of an economy?

aders with a share of the trading profits
gness to assume risk?

es?

Why do fina
wealth? Why do financia
Wall Street firms have traditionally compensated their tr ha
that they generated. How might this practice have affected traders’ willin

What is the agency problem this practice engendered?

What reforms to the financial system might reduce its exposure to systemic risk?

25
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mortgages pooled into its pass-through securities, but these guarantees are absent in private-labe]
pass-throughs,

O

Common stock is an ownership share in a corporation. Each share entitles its owner to one vote
on matters of corporate governance and to a prorated share of the dividends paid to shareholders.
Stock, or equity, owners are the tesidual claimants on the income earned by the firm.

6. Preferred stock usually pays fixed dividends for the life of the firm; it is a perpetuity. A firm’s
failure to pay the dividend due on preferred stock, however, does not precipitate corporate
bankruptcy. Instead, unpaid dividends simply cumulate. Variants of preferred stock include
convertible and adjustable-rate issues,

7. Many stock market indexes measure the performance of the overall market, The Dow Jones
averages, the oldest and best-known indicators, are price-weighted indexes. Today, many broad-
based, market-value-weighted indexes are computed daily. These include the Standard & Poor’s
500 stock index, the NYSE index, the NASDAQ index, the Wilshire 5000 index, and indexes of
many non-U.S. stock markets.

8. A call option is a right to purchase an asset at a stipulated exercise price on or before an expiration
date. A put option is the right to sell an asset at some exercise price. Calls increase in value while
puts decrease in value as the price of the underlying asset increases.

9. A futures contract is an obligation to buy or sell an asset at a stipulated futures price on a maturity

date. The long position, which commits to purchasing, gains if the asset value increases while the

short position, which commits to delivering, loses. =

money market London Interbank Offered price—earnings ratio KEY TERMS

capital markets Rate (LIBOR) preferred stock

ask price Treasury notes price-weighted average

bid price Treasury bonds market-value-weighted index

bid-ask spread yield to maturity index funds

certificate of deposit municipal bonds derivative assets

commercial paper equivalent taxable yield (or contingent claims)

banker’s acceptance equities call option :

Eurodollars residual claim = : exercise (or strike) price

repurchase agreements limited liability put option

federal funds capital gains futures contract

Equivalent taxable yield: —Tmuni___ g here Pmuni 18 the rate on tax-free municipal debt KEY EQUATIONS
1 — tax rate

Tmuni

Cutoff tax rate (for indifference to taxable versus tax-free bonds): 1 — Teaable

1. In what ways is preferred stock like long-term debt? In what ways is it like equity? PROBLEM SETS

s ’ p B L - |!A)
2. Why are money market securities sometimes referred to as “cash equivalents™
3. Which of the following correctly describes a repurchase agreement?
a. The sale of a security with a commitment to repurchase the same security at a specified tuture KAPLAN )

date and a designated price. . : .. )
b. The sale of a security with a commitment to repurchase the same security ata future date left SCHWESER

unspecified, at a designated price. ‘ Far=l
The purchase of a security with a commitment to purchase more of the same security at a

specified future date.



[ntroducuos § :elds on Commercial paper ang
expect to happen to the spread between yields

ou : : A CEQQ]

RV );f the economy were (o enter a steep recession?

pART |

4. Wh . orate bonds?
wasury bills ; k, and corp
i the key differences between common stock, preferred stoc
5. What are the

o ds than low-bracke
g : 4 nicipal bon
e high-tax-bracket investors more inclined to invest in municip
6. Why are

R ; ber 2041.
investors? e Nowair
7. Turn back to Figure 2.3 and look at the Treasury bond matur lg) i
‘ : : N e of these bonds !
a. How much would you have to pay to purchase one of t
b. What is its coupon rate?
¢ What is the yield to maturity of the bond? i & o
p s on X
8. Suppose investors can earn a return of 2% per 6 monTSa o ol iR TR BT
remaining until maturity. What price would you expec
g f preferred stock at $40, sells it 4
9. Find the after-tax return to a corporation that l?uys a sharef .ompis o fhoc 300 ot Btk
‘ year-end at $40, and receives a $4 year-end dividend. The fir

10. Turn to Figure 2.8 and look at the listing for General Dynamics.
i 1d you buy for $5,000?
Z m‘gtlﬁ)ﬁds lll)zrisoﬁf an}xlal div?dend ir'xcome from th;)se shares?
¢ What must be General Dynamics’ earnings per share? il
d. What was the firm’s closing price on the day before the lis m'g. : 4 Sl
11. Consider the three stocks in the following table. P, repr‘esents price gt :ilme t, and Q, represents
; shares outstanding at time #. Stock C splits two for one in the last period.

PO Qo : : P1 Q1 P2 02
A 90 1000 ¢ 95 100 .+ 95 100
B 50 200 45 200 45 200
o 100 200 g 200 55 400

a. Calculate the rate of return on a price-weighted index of the three stocks for the first period
(t=0tor=1). L ’ P / :
b. What must happen to the divisor for the price-weighted index in year 27 #
¢. Calculate the rate of return for the second period (t=1tor=2).
12. Using the data in the previous pfoblem, calculate the first-period rates of return on the following
indexes of the three stocks:
a. A market-value-wej ghted index,
b. An equally weighted index.

An investor is in a 30% tax bracket, If cor,

iy i porate bonds offer 99 yields, what must municipals
offer for the INVESLor to prefer them to corporate bonds? 7

14, Find the €quivalent taxapje yield of a short.¢ ici |
’ “rm municipal bopg current]
for tax brackets of (a) zero, (b) 10%, () 20%, and (d) 30%. ]

16. Which security shoud sell

13.

w

¥ offering yields of 4%
|

N4

at a greater price?

Y bond with 3
5% coupop, & 4% Coupon rate Versus a 10
b, A 3-month expiratio



17.

18.

19;

. Explain the difference betwee
. Explain the difference between a call opt
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Look at the futures listi {
: s listings for the corn contract i
. ) . act ¢ y
to-r Maxch 2017 delivery. If the contract closes il: :A‘Ehl?hz'& o
profit be? s arch at a level of 4.06, what will your
Turn back to Table 2.7
. 3 .7 and look at the IBM options ;
iTloption sl tran pilse $180 options. Suppose you buy a June 2016 expiration
a. Suppose the stock price i s $
$ price in June is $152. Wi CXErcis i

i s $152. Will you exercise your call? What is the profit on
b. What ft\ you had bought the June call with exercise price $1457
¢. What if you had bought a June put with exercise price $1557
Why do call options with exerci i .

ns rcise price ice of i
b | prices greater than the price of the underlying stock sell for
Both a call : : e tr
and a put currently are traded on stock XYZ: both have strike prices of $50 and

expirations of 6 months. What will be the profit to an investor who buys the call for $4 in the

following scenarios for stock prices in 6 months? What will be the profit in each scenario to an

investor who buys the put for $6?

a. $40
b. $45
c. $50
d. $55

e. $60
n a put option and a short position in a futures contract.

;on and a long position in a futures contract.

at yields below its bonds because

A firm’s preferred stock often sells

a. Preferred stock generally carries a higher agency rating.
p. Owners of preferred stock have a prior claim on the firm’s garnings. T
¢. Owners of preferred stock have a prior claim on a firm’s assets in the eveflt.of hqt.ndauon.
4. Corporations owning stock may exclude from income taxes most of the dividend income they
receive. :
A municipal bond carries a coupon of 6.75% and 15 trading at par. \r‘?lhat is the equivalent taxable
yield to 2 taxpayer in a combined federal plus state 349 tax bracket!
o undertake in the stock index option markets
1 is completed?

<< the most risky transaction ¢ '
. crease substantially after the transactio

if the stock

4. Write acall option.
p. Write a put option.
c. Buyacall option.

‘ i ars axable bonds P
Short-term municipal bonds currently offer yields of 4%, while comparable tax \ble bonds pay
p r'J Y 4 e, ,‘.,\'\:
5%0 Which gives you (he higher after-1ax yield if your tax bracket 18

a. 1ero

p. 10%

c. 20%

d 30% ' | " s
The coupon rateona tax-exempt bond 18 5.6%, and the ll.xlt'c“:ni\n:/ N
lf at pgr At what tax bracket (marginal tax rate) would €

se A

two ponds?

Both ponds

axable bond 1s 8%.
between the

tor be inditferent

CFAs)

\PR/OBLEMS

55
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k. (fall becomes smaller. Howeyer

in risk
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- isky investment 8 eld, the greate! the 38 ostment 5 .

a‘ Jong un is abilty o8 mfv. pvestment: It ignores the magnitude
the long ' 3 fil afety ¢

wure of the 58 y

pmbabiiity of shortfall is & poor Meas

of possible losses.

e expeCtea M e S T P "‘“’\llllcs

expected shortfall (ES)
S pominal interest rate excess rcf}Jfrl: conditional tail expectation
real interest rate risk ave:;lo i (CTE)
offective annual rate (EAR) normal distr} jower partial standard
annual percentage rate (APR) event tree deviation (LPSD)
dividend vield skew . Sortino ratio
risk-free rate kurtosis , distributi
risk premium value at risk (VaR) lognormal QistE
ATIONS Arithmetic average of n returns: (11 + 2 o "+ r,)n. ;

Geometric average of n returns: [(147) Q+ry-(1+ ) e |
Continuously compounded rate of return, rcc‘-—;' In(1 + Effective annual rate)
Expected rewurn: Y [prob(Scenario) X Return indscer‘lar’io] .
Variance: ¥ [prob(Scenario) X (Deviation from mean in scenario)?]
Sundard deviation: v/ Variance G
Sharpe ratio: Ponfoli'o risk premium . __ E(rl;)';- rs

Standard deviation of excess return o Gp
Real rate of return: 1 + Nominal return 1

1 + Inflation rate
Real rate of return (conti
muous com 1 .
pounding): ryomina — Inflation rate
Vi SETS 1. The Fisher equation te /
s us that the real interes |

the inflation rate, S t
, DUDDOS ’ - dte a r ] i
ppose the inflation rate iy pproximately equals the nominal rate inus

imply that this increase wi 1Creas
se ! cases
will result in a fall in (1 from 3% to 5%. Does the Fisher equati®

Yo : :
OF the tw0 years fhog vt (Lot i @ risky 855 il
Wwill be identically distributed ;



uncorrelated, or you i in the ri
ol asgfet ;::;Ei::l;lvzs; iﬁ tl;e 1rl‘lsky asset for only one year and then invest the proceeds
J ; he following state irst i i

s oo gl g statements about the first investment alternative
?s two-year risk prgmium is the same as the second alternative

he standicu'd deviation of its two-year return is the same ;
Its annualized standard deviation is lower .
Its Sharpe ratio is higher. ‘

It is relatively more attractive to investors who have lower degrees of risk aversion.
. You have $5,000 to invest for the next year and are considerin g three alternatives:
a. A money market fund with an average maturity of 30 days offering a current yield of 6% per year.

b A ’l’-year savings deposit at a bank offering an interest rate of 7.5%.

¢. A 20-year U.S. Treasury bond offering a yield to maturity of 9% per year.

What role does your forecast of future interest rates play in your decisions?

. Use Figure 5.1 in the text to analyze the effect of the following on the level of real interest rates:

a. Busmesse§ become more pessimistic about future demand for their products and decide to
reduce their capital spending. '

b. Hogseholds are induced to save more because of increased uncertainty about their future
Social Security benefits.

c. The Federal Reserve Board undertakes open-market purchases of U.S. Treasury securities in
order to increase the supply of money. - '

. You are considering the choice between investing $50,000 in a conventional 1-year bank CD

offering an interest rate of 5% and a 1-year “Inflation-Plus” CD offering 1.5% per year plus the

rate of inflation. : i .

& Ao R

a. Which is the safer investment? ‘
b. Can you tell which offers the higher expected return? ‘ .
c. If youexpect the rate of inflation to be 3% over the next year, which is the better investment? Why?

d If we observe a risk-free nominal interest rate of 5% per year and a risk-free real rate of 1.5% on
inflation-indexed bonds, can we infer that the market’s expected rate of inflation is 3.5% per year?

. Suppose your expectations regarding the stock price are as follows:

State of the Market Probability " Ending Price ~ HPR(including dividends)
Boom 035 T
Normal growth 0.30 110, | ~ 14.0
Recession 0.35 80 ‘ -165

Use Equations 5.11 and 5.12 to compute the mean and standard deviation of the HPR on stocks.

. Derive the probability distribution of the 1-year HPR on a 30-year US. Trea§ury bond wi.th an 8%
coupon if it is currently selling at par and the probability distribution of its yield to maturity a year

from now is as follows:
YTM

State of the Economy Probability

Boom 0.20 11.0%

Normal growth 828 sg

i | end of the year rather than every

tire 8Y is paid at the
For simplicity, assume (he entire 8% coupon 18 p

6 months. . ‘ ‘ , e
Determine the standard deviation of a random variable ¢ with the following probability
. Determine ¢

distribution: Value of Probabllity
0 0.25
1 0.25

2 0.50
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Portfolio Theory and Practice

10.

1l

14.

i5.

16.

17.

I8,

k is normally distributed .with a Meg,
v hould expect its aCtug] fe u()f
k again at Figure 5'4.) I

a stoc ‘
confidence, we §

g al return on
The continuously compounded annual retu
ues? (Hint: Loo

gl ‘ ith 95.44%
20% and standard deviation of 30%. W”“lj]%;r ()Of i
in any particular year to be between which p

a. =40.0% and 80.0%

b. =30.0% and 80.0%

¢ =20.6% and 60.6%

d. =104% and 50.4%

Using historical risk pl‘(‘mfllms g

would be your estimate of the expecte

risk-free interest rate is 3%? 4 A o, :
~ssor Kenneth French’s data library website: http://m i o rl:f ?e‘/

e ety ibraryv.html and download the mon y e -0'103

faculty/ken.french/data_library. s i sahted Soties fo e i

: ~to-market (2 X 3).” Choose ; d )
fm“ejd le;ziga?(;j_g:c);:l;g?ole6 ((1,020 months). Split the sample in half and compy the
from Januz ® -

2 i h Of thc S1X pOl‘[thOS 01 .e W'O (] ;
average, SD. Ske W, and kurtOSlS fOI' eac : . t tle '
h\xl‘ cs :tati QﬁCS CUQEeSt to you that returns come from the same dlStrlbuthH over ]le en re F ‘)

During a period of severe inflation, a bond offer¢d a nominal HPR of 80% per year, The

26-2016 period as your guide, Why

from Table 5.4 over the 19 /Value portfolio if the Currep,

d annual HPR on the Big

inflation rate was 70% per year. e ;
a. What was the real HPR on the bond over the year? - o

b. Compare this real HPR to the approximation Troal & Do b ‘ .

Suppose that the inflation rate is expected to be 3% %n the near future. Using the historical dy,
provided in this chapter, what would be your predlctlons for:

a. The T-bill rate? S e

b. The expected rate of return on the Big/Value portfolio?

¢. The risk premium on the stock market? o

An economy is making a rapid recovery from steep recession, and businesses foresee a need for
large amounts of capital investment. Why would this development affect real interest rates?

You are faced with the probability distribution of the HPR on the stock market index fund given

in. Spreads.heet 3.1 of the text. Suppose the price of a put option on a share of the index fund
with exercise price of $110 and time to expiration of 1 year is $12.

What is the probability distribution of the HPR on the putkoptio'n? '

da.
b. What is the probability distribution of th : o
; e HPR on a portfo] f the

index fund and a put option? portto 1‘0 consisting of one share 0

i

¢ In what sense does buying the
Takm as given the conditions d

Consider thege long-term investment data;
* The price of 4 19 ‘ '
i rLpjnu: of a 10-yeay $100 par valye 2€r0-coupon ipf]
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