
t

58 PART I lltlLrdLrction

ergp{gm
L In \\,hal \\,uysispr-!-fcrrcdstocklikclonglerindeblllnwhatwit)sisillikcc(luilyl

\\'hJ rrc nl()ne\ nralkcl sccur-ities somctincs |ellrrcd to as cr\h cqui\alcnts .'

\Vlrich ol lhc ti)ll()\!inS (orrcctly describr's u repurchasc Irrccnrcrrl?

a. Thc srlc of a secLr|it-r.$ilh il cornrDilrDcnl to rcpLfchasc the srnle secrLr-il) at a spccilred

future datc and i tle:i!nllL'd fricc-
,. Thcsirlc()l rsccLlit)\\ithuconlmilrrtcrrltorepurclrirsethc\lnrcrccut-il1 llillirlurcdatclell

unspecilicrl. at lr tlcsig atcd pricc.

r'. Tbe prr|chasc ol il sccuril\'\Lilh r c()ltrDitnreit l() I)urch:isc nrore olthc \irnrc scctlril\ at lr

specilictl tuture tllrtc.

-1. What r,'oLrld vou exlcct lo hrpl)cr to the sprcad bel\rccn yiclds ort cortrrtrt'tciiLl prpcr rn(l Trcils

L[)' Lrill\ il the cconor]r\ \\cre lo cnlcr a slccp rccesrirrrrl

5. Wl)irt.tlc rhc kc] dillircnccs lrct\\ccn con)rt]on slock. prelencLl \l()ck. and ern'ln)mlc hr)ndsl

6. wh) .trc high Iax br.lckct inveslr)rs rntrI!' inclired t(r in\0st in rrrunicipal b(nr(ls lhen l(^\-hrilckel

7. Iirrn bacl t() Fillure LJ irnd lo()L irl lhc Treirsur\ hon(l nraturing in Febrtrur\ 10i9.

rr. How ntuch $oultl r'()Lr hl\c to plr\' to plrrahrsc onc ol thcsc r)()lcs l
,. Whrl i\ ils coupon rillc l
i . whirl i\ lhe cLI lcnl \ ield ol thc notc l

ll. liuIpose irtrcs(rrs uan clrrn r r0lLlnr ot l'.i pcr 6 nr)nlhs orr ir'lrcasurr nole \liIh 6 rrl()nths

rcn)uininll urrlil mrturil). Whirt pIicc r,'oLLlrl !(JU e\l)ccl il 6-nr{)nth nrltuIily 'l|cesuly hill to sell

I:ind the rlicr lir\ rL'l!rn to x corl)(nirrion llrilt hu).s l shiue ol lnclcned \l()ek ill S-10. \!ll\ iI ill
\.cur-er(l irt S+0. xnd rcccivcs a :r,-l ycar ertrl rlir iderrrl. 'l lrc llrnr is ir) lhc 10'/i lax btuckcl.

'lil|n Io Fi-!ur.' ]-(r rn(l look rt lhc Iislins li)r CiencrLrl l)\ nruri.\.

r/. llo$ rrln\ shales coukl_,-rru hLrl lbr 55.{)(X)l
/r. What rrould bc )'our rnnuxl (li\idcnd irrconre lrortr lhose:hlrrc\'l
(. Whill rDo\1 hc Ccncrrl D)llrrrtics citl.lrir)-!s per \hirfc.)
1/. \\'hirl \u\ lhe tllln-\ clo\in! pricL'on thc dil\ bcli)rc llrc li\tinS.'

l0

ll. ('(Dsider llrc three stock\ in Ihc li)llo\\inll lilh]c. Pr rcprcscnls l)ricc ilt lirrlc 1 ilnd Or rcprc\cnl\
:hures oLrl\lrrrdinlr l linrc /. Slock C splil\ l\o li)r olrd in lhc lLr\l |criod.
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r/. CNlcLrlulc the rrlc r)l r(-turn ()n llprice \cilrhled in(lcx ol th!'llrrcc \tock\ lirrthe llrsl pcrio(l
(1 =0lo/= I).

,. whirl rnusl hapfcrr l() thc di\ isor ti)r lllc p|ice ur'ightecl irtrlor in l elr' I ?

(. CxlcLrlulc thc riltc ol reluJr) li)r lhe:L-c{)rr(l pcriod (/ : I t() / - l).
ll. t'\in-q thc dalr in lh!'prc\ iou\ pr('blern. c:rlculillc tbc llrsl peril)d rrt!'s ol rclr.llrl ol] lhc li)ll()\rin!

indc\e\ ()l tlrc lhrcc \tocks:

r/. A rDilrl(el-\rluo ucightecl intlcr.
/r. An equirllr \\eishlcd indL'\.



CHAPTER 2 Assc't Classt,s.rnd Financi.li lnst.Lrmenls

13. An inveslor is in il J0.z la\ br cket. lfco.poralc bonds olter 9T yields. whal musl rnunicipirls

ofler for thc in\estu lo Ineltr lhcnl 10 corporate bond\l

14. Findlhccquiv lenllaxlbleyicldoflshort-termrnunicipll hondcurrcnllyotlcringJieldsof+7.
for t|x bnckcls oi-1crc. l0?i. 20'lr. and 107..

What prohlerns {'ould conliortt r orutlrll lund lrying lo crerte iln index iitnd tied l() an equiilly

lrcishled indc\ ol a broird slock rlarkel ]

which sccurit) shoukl scll nt ir grcitcr price:'

59

15.

t6.

a. A l0-ycirrTrersuryhon(lwilha9%couponrittererstlsa l 0_yeilr T_bond $ ith il l0-rr; coupon.

,. A.l nrorth cxpirrlion crll oplion with lln cxcrcise price of:i'10 \cllstrs il3-nnnllh cnllon thc

slnrc stock wilh ru exclcisc pr'icc ol S35.

.. A put oplion on ir slock sollilr! llt $50. or it pllt option on dnothcr stock scllins ll 560 (all

other relcvilnt lerturcs ()llhe stock\ and opli()ns may be assunlecl to be idcntical).

17. L(x)k al lhe llturcs listings lin thu c(tlt coDtr-acl in Fi-qurc 1.8.

o. SLrppose you buv onc c(Dtr'itct fi)r Nltrch deli\el}. Il thc colltaacl closcs in March {t t lcYel

ol -j.875. what rvillyourprolll bcl
1). How nlrDy Nlilrch nrturi(y c(nltracls ilrc ()ulstnnding.)

lll. TLraD hack k) Figurc l-7 and look al thc Irtcl options. Suppose yoLr huy a Novcnrbcl expirution

cull opliorr Nith erer'cisc fricc Sl L

a. Supposc thc \lock pricc in Norcnrher is 521.75 Will yolr cxcrcisc toul crllll Whal is thc

pn)lir or )'our posilion.)
,. \\ hat if lou h d bought the No\cnrbe| crll $ ith exetcise pricc S21)

r. Whrt if lou hld bourht a Nor ernbel pul $ ith cxelcisc plicc 15221

Whl'do call opti(xl\ with cxcrcisc l)rices grcrtc. than thc Pricc (rf the underlying stock scll ftrr
posilivc priccs l

Bolh r eall and n put currcntly are lradcd on sl(lck XYZI both have slrike pr'ices ol S50 ancl

crpirntions ol6 nr('lths. Whul lrill bc thr' prolit lo rn invcslor wlro buys tho cirll fbr Lj.l in thc

lbllo$ in! scertlrios lirr sI()ck prices in a) nlonlhs l Wlttt lvill bc thc profil in crch sr:cnur'io to an

in\esl()I $Jl() b!r)\ thc lul lbr S6'l

:0.

19.

a. S.l0

l,. s,l5

(. $50
(1. $i55

r S(r0

ll.
22.

E\pllin thc diller'ence bel\\'cen a put oplion u0d r sho.t position in o liltures contfacr.

Exflilin thc dillerenue bcl\\'ccn n cxll optiorr itnd a k)ng po\iliott in I liltules cotllritci.

r\ tirm s pr'efcrrcd slock oileD sclls rt yicld\ buiow il! bonds because

d. Pretcncd slock gcncrnlly cii[ics it highcr agcncy rrtins.
,. O$,ncrs ol prclired stock hdvo r prior clilim ot thc llrm \ citmi0g\.
.. Owners ol prclirrcd skrck havc a prior claim on a llrm's asscts in the e\cnl of liqLlidalion.

l. ('orpor-atirrns ownin:t stock mry exclude lr'(rn inconrc tirxcs lllo\l ol-thc dividend incorne

they recei!e.

A municipal l'nnd cnries a coupon ol63/17 aod is lrdding irr Jrar. Whilt is thc eqLri\alenl taxable

l ield to a laxpaycr in { combincd lederrl plus strlte 347. tirx brackct l
which is (he ,?.).rl /jj{r'lr'ansaction to nndcrtilke in thc slock ;0dcx oplion markets if lhe sk)ck

nrarket is cxpecled lo incrcase sulTslaniialll'alief the tlilnstction is comPleted]

d. Write ii call oplion.

,. Write r put optioD.

Cfr\
\iloBLtrr\rs

.. BUY I cirll opliou.
/. Buy ir pul option.
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4. Sholt-tenn municipal bonds currently offer yields ot',1olo. while comparable taxable bonds pay

5%. Which gives you the higher atter-tax yield ilyour tax bracket is:

u. Zero
b. 1(JIr,

5. The coupon rate on a tax exenpt bond is 5.67.. and the ratc on a taxable bond is 8o/a. Both bonds

sell at par. Al what lax bracket (rnarginal tax rate) would an investor be indill'crcnt between the

two bonds?

c. 2jc/o

d.30%

E-E1/e?ttgegnts
lnflation-Protected Bonds around the World
Barclays maintains a Web site at www.barcap.com with information about inflatjon
around the world and tools to help issuers and investors understand the inflation linked
asset class. lnflation-linked bonds were issued by a number o{ countries after 1945, includ
ing lsrael, Argentina, Brazil, and lceland. However, the modern market is genera ly deemed
to have been born in 1981, when the first index linked gilts were issued in the l.J.K. The

other large markets adopted somewhat different calcu ations to those used by the U.K.,

mostly copying the more straightforward model first employed by Canada in 1991. ln

chronological order, the markets are the U.K. (1981), Australia ('1985), Canada (1991), Swe

den (1994), the united States (1997), France (1998), ltaly (2003), and Japan (2004).

Sottttions to COtVfrEV,

1.

3.

5.

L The bond sells fbr 98:26 bid which is a plice of 98.8137o of par, or 5988.13, and 98:29 ask, or

$989.06. This ask price coresponds to .r yicld of 4.31567o. The ask price tell 20A: liom its level
yesterday, so the ask price then nLrst have been 99r 17. or $995.31-

A 6% taxable returr is equivalent to an after tax retum oi 6(1 .30) : 1.25.. Thcrctbrc. you

would be better oll in thc taxable bond. The equivalent taxablc yield of the tax free bond is

4lO .30) : 5.1 Pn. So a taxable bond would have to pay a 5.114/o yield 1() provide the samc

atter tax returi as a tax-ti-ec bond offering a ,19o yield.

a. You are cntitled to a prorated share of IBM's dividend payments and to vote in any of IBM'S
stockholder meetings.

b. Your potential gair is unlimited becalrse IBM s stock price has no upper bound.

c. Your or.rtlay was $80 x 100 = $8,000. Because ol limjted liabil ity, this is the most you can lose.

The pricc weightecl index increases fiom 62.5 [i.e., (100 + 25y2] to 65 [i.e., (l]0 + 20)/21, a

gain of47o. An investmcnt ofone share in each conpany requjrcs an outlay of $ 125 that would
incrcase in value 10 $130, foI a r-eturn ol 4% (i.e..5/125), wlich equals the return to the price

weighted index.

Thc market value-weighted index leturn is calcuiated by computing thlr increase

il1 the value of thc stock portfolio. The porttblio of the two stocks stafis with an

initial value of $100 million + 1i500 million - $600 million and f'alls in value ro

!i 110 million i $400 nrillion : $5 I0 million, a loss of 90/600 : .15, or l5%. The index pofllblio
rcturn is a weighted average of the returns on each slock wilh weights of l/ri on XYZ and % on

ABC (weights proportional to relalive investnents). Because thc return on XYZ is l0olo. while

thatonABCis 2070, the index portfolio return is % X lOc/o + r/r.\ ( zOV;): l5%,eqlral to

the retur'n on the market value weighted index.

The payoff lo the call option is $2 per share at expiration. The option cost is $ 1.66 per share. The

dollar proit is thcretile $i.3,1. The pLrt oplion expires worthless. Therefore, lhe investor's loss is

Ihe cost of the pLrt, or $.98.


