Assignment 5

1) Why do corporations issue stock? Why do investors buy that stock?  (10 points)
ANS: The primary purpose of issuing stock is to raise fund for the company that does not have sufficient budget to spend in the new project, for example, company A wants to expand the market base to abroad, but do not have enough money. Company A would gather fund by going to the investment bank to help it issue stocks. As an compensation for the investor, the company would offer the ownership of its company as the fraction of the stock help by that investor, which also represent the residual claim on the company’s asset in the case of liquidation as a compensation. The investors also get the dividend as a return on their investment if the company makes profit in that particular year. And if the company is doing well, the investors also get benefit from speculative channel (if the market price in the secondary market increase, the investors would incur profit from selling their shares).
2) How do interest rates in the economy affect the price of a corporate bond? (10 points)
ANS: The basic idea of ‘time value of money’ plays an important role here. The characteristic of the bonds is that, once it was issued with a specific coupon payment and face value, it cannot be changed till the maturity date; namely the yield to maturity of the bonds is constant throughout its life, once we bought them with a particular price. If the market interest rates changes, the price of bonds would consequently change to reflect the new return (yield to maturity), for example; if the interest rates increase, while the future cash flows remain unchanged, people would need a reduction in price to the amount that it would make the investor feel indifferent between buying the new issued bond which offer higher coupon, or buying our old bond which offer a lower coupon. The reasoning is that we would want to pay less now to receive the same future cash flow to reflect a higher return. On the other hand, the reduction in market interest rates would leads to an increase in price of all existing bonds.
3) How important is the investment objective as stated in the fund’s prospectus? (Extra Credit 5 points)
[bookmark: _GoBack]ANS: Before we can purchase a mutual fund, we need to have a full understanding of each choice we have first, whether it suits you most. The first topic you will find in the prospectus is the Investment Objective, which is the goal of that particular fund, for example; long-term capital appreciation, growth and income, income and preservation of capital, or a current income type. After we have consider the objective of the fund then we can consider further about its strategy and so on.

