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6.

In what ways is preferred stock like long-term debt? In what ways is it like equity?

why are money market securities sometimes leferred to as "cash equivalents"?

Which of the fbllowing correctly describes a repurchase agreement?

a. The sale of a security with a commitment to repurchase the same security at a specitie
future date and a designated price.

6. The sale of, a secr.rrity with a commitrxent to repur chase the same security at a future date le
unspecified, at a designated price.

c. The purchase of a security with a commitment to purchase more of the same security at
specified futr.rre date.

What would you expect to happen to the spread between yields on commercial paper and Tr.eas
ury bills if the economy were to enter a steep recession'l

what are the key differences between common stock, pref'erred stock, and corporate bonds?

Why are high-tax-blacket investors more inclined to invest in municipal bonds than low-bracke
investors?.

9.

Turn back to Figr-rre 2.3 and look at the Treasury bond maturing in February 2039.

a. How rnuch would you have to pay to purchase one of these notes,J
b. What is its coupon rate?

c. What is the current yield of the note?

Suppose investors can earn a return of 2% per 6 months on a Treasury note with 6 months
remaining until maturity. What price would you expect a 6-month maturity Treasury bill to sell
for?

Find the after-tax return to a corporation that buys a share of prefer-red stock at $210, sells it at
year-end at $40, and receives a $i4 year-end dividencl. The firm is in the 30o/o tztx bracket.

Turn to Figure 2.6 and look at the lisring fbr General Dynamics.

a. How many shares could you buy for $5,000?
D. What would be youl annual dividend income from those shares?
c. What must be General Dynamics earnings per share?
r/. What was the firm's closing price on the day before the listing?

Consider the three stocks in the following table. P, represents price at time t, and e, represents
shares outstanding at time ,. Stock C splits two fbr one in the last period.

t1

A

B

C
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45

55

a. Calculatethetateofreturnonaprice-weightedindexofthethreestocksfbrthelirstperiod
(r:0tor:1).

b. What must hiippen to the divisor for the price-weighted index in year 2?
r'. Calculate the rate of return for the second period (r - I b t - 2).

12. Usingthedatainthepreviottsproblem,calculatetheflrst-periodratesolreturnonthefollowing
indexes ofthe three stocks:

a. A market-value-weighted index.
&. An equally weighted index.
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CHApTER 2 Asset Classes and Financial
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tax bracker. rf corporare bon<ls ofter evo yields,what must rnunicipars

14 Find the equivarenr,"ffiIfiTjT;I:ff *".,t
for tax brackets ;f ;",.", N%,20Vc, antl 30Vo. 

municipal boncl currently offering yields of zlla

15. What problems would confront a mutual fund tweighted index ofa broacl stock market? 
rylng to create an index funcl tied to an equally

16. Which security should sell ata greaterprice?

;,i]!"*ff illiJ:ni;il:;'ffi T""J"]:ff :J.ji_,_Tl]ff:l],,*#3;:m:same stock with an exercise price of $35..' 
*#i:,o".;r,?:;.:i*u"::',ng ur sso, n, a pur oprion on anorher stock se'ing at $60 (alt
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' :ii[oj'|tJ;.ifl,ffifilf:;]t*'n creriverv. rrthe conrract croses in March ar a rever
D. How many March maturity contracts are outstanding?
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rnter options Suppose vou buv a November expiration
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in Novernber is $2 r .75 wiu you exercise your. car? whar is rhe
D. What if you hacl bought the November call with exercise price g22?c. What if you had bought a Nuu._b.. f ut *i*, l*"..;r" price g22?tt 
ilii,l:rT:.:lt'""t 

with exercise prices grearer than the price of the underrying stock se' rbr
20. Both a.call and a put currently are tradecl on stocexpirarions or o ,"in,n,. whaiwi, ,. ;;;;;;":ili,#r_liil:i;J#i,,..: #,lii]:,l,Tffi 
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a. $40

b. s4s

ffi
.. $50
ri. $ss

e. $60

21.

22.

Explain the diff'erence betwr
Explain the clifference 0.,*r 

tn a put t'rption and a short position in a tirtures contract
:en a call option and a long position jn a futures contract.

I A firm's pref'e'ed stock often sets at yiercrs berow its bonds becausea. Prefened stock generally. carries a higher agency rating.b owners of prefe*ed ,to.t rr"u. . prl;r;i;il;*. firm,s e:Lrnings.

I SJilil,?iXJ*,TlJ:::f ru fnm,;i "''.-'. u,,"t, i n?. event o'i q ui dation
they receive. '-rqr v^LruuE rrurn lncome taxes most of the djvidend income

2. A municipal bond canies
vieto to a'taxpayer il#'"ff H:.t#ft",d. j:J:X'#:# ffi 

what is the equivaren r raxabr e
3' which isthemost nrftr transaction to un.lertake in ttre stock index option markets if the stockrnarket is expected to increase substantiaty oft", th.'t onroction is compiete<i?a. Write a call option.

&. write a put option. 
c' Buy a call option'
d. Buy a put option.
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a. 7,erct

b. 10a/r:

Short-term rnunicipal bonds currently offer yielcls of zlolo, while compaiable taxable boncls pay
57c. Which gives you the higher after-tax yielcl ifyour tax bracket is:

c. 207c:

d. 30c/o

5. The coupon rate on a tax-exempt bond is 5.67c, and the rate on a taxable boncl is 8%. Both boncis
sell at par. At what tax bracket (marginal tax rate) woulcl an investor be inc'lift-erent between the
two bonds?

e-$v6pJgggnts
lnflation-Protected Bonds around the World
Barclays maintains a Web site at www.barcap.com with information about inflation
around the world and tools to help issuers and investors understand the inflation-linked
asset class. lnflation-linked bonds were issued by a number of countries after 1945, includ-
ing lsrael, Argentinq, Brazil, and lceland. However, the modern market is generally deemed
to have been born in '1981, when the first index-linked gilts were issued in the U.K. The
other large markets adopted somewhat different calculations to those used by the u.K.,
mostly copying the more straightforward model first employed by canada in 1991. tn
chronological order, the markets are the U.K. (198j), Australia (19g5), Canada (,l991), Swe_
den (1994), the United States (i997), France (1998), ttaly (2003), and Japan (2004).

5# &.s I r $str' t{r C O t$S"F,Pd,lt

1. The bond sells lbr 98:26 bid which is a price ol 98.813% of par. or $988.13, ancl 98:29 ask. or
$989.06. This ask price corresponcls to a yield of 4.3156c/c. The ask price f'ell 2%: lrom its level
yesterclay, so the ask price then must have been 99:17, or $99-5.31.

2. A 6c/o taxable return is equivalent to an after-tax return ol 6(l .301 : 42orr. Therelbre, you
would be betfer ofl' in the taxable bond. Tlie equivalent taxable yield of the tax_fiee bond is
4/(l - .30) - 5'71%. So a taxable bond would have to pay a 5.71% yield to provide rhe same
afier-tax retum as a tax-fi.ce bond oft-ering a 4Io yield.

3. a You are entitled to a prorated share of IBM's dividencl payrnents and to votc in any of IBM,s
stockloldel meetings.

b. Youl potential gain is unlimited because IBM's stock price has no upper bouncl.

c. Your outlay was $80 x 100 - $8,000. Because of limitecl liability. this is the most you can lgse.

4. The price-weighted inclex inclcases liom 62.5 [i.c., (100 + 25)12] ro 65 [i.e., (Il0 + 20)12],a
gain of 4o/c. An investnent of one shale in each company requires an outlay of $125 that would
increasc in value to $130, for a return of 4% (i.e.,5/12-5), which equals the r-etlrrn to the pr.ice-
weighted index.

5. The market-value-weighted index return is calculated by computing the increase
in thc value of the stock portfolio. The portlolio of the two stocks stalts with an
initial value of $100 million * $500 million - $600 million and falls in value to
$110 rnillion + $400 million - $510 million, a loss of 90/600 - .15. or 757r,.The index porrfblio
retum is a weighted average of the returns on each stock with weights of % on XyZ ancl % on
ABC (weights proportional to relative investments). Because the return onXyZ is l0%. while
that on ABC is -20%, the inclex portfblio return is % x l\Vn + 5/6 x ( 2}o/a) : -l5c/o,equal tcr
the return on the market-value-wei-{hted index.

6. ThepayofftothecalloptionisXi2pershareatexpiration.Theoptioncostis!jl.66pershare.The
dollar prolit is therefore $.34. The put option expires worthless. Therefore, the investor's loss is
the cost of the put, or $.98.


