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L The Fishcrcq!rinlion tclls Lrs Ihrt thc rcal intercst rale approrinralcl)' c(lulls thc nonriDal rrlc minus

lhe inllatiorr rfltc. Suppose the inflation ratc incrcases ti(nn l?. 1() -57. Does the Fishcr cqualion
imph' thlt lhis incrcasc r\ ill rcsull in a tall ir the rcal ratc of intcresr'l Explirin.

2. You'lcjLrst sxrlrblcd on r nc$ d lasel thrt e|ilbles \'olr to conrplrlc bisl(r-ical rales ol relllrn on

U.S. stocks rllthe rvat back to lli80. Whal ate the arlvanlugcs and disirdrxntlges in usinS lhesc

dalr to hclp estinriltc the expcclccl rale o1 r'eturn on U.S. s()cks ovc| the conring l ear'l

3. Ytru lre considering tr'"l) rllcrnuti\c l-)car inlcslr)rents: \'ou caD iovcst in a risk! lsscl wilh a

positivc risk pr-emiunr rnd rcturns in eiLch ol thc I ycals that * ill bc identicalll distlitruted and

uncorellted. or vou can inYcsl in drc risky esscl li)r only I yclr nnd lhen invcst thc proceeds in

a risl-frce irs\el. Which ol the lblloNing stutcDrcnts ilb()Lll the lirst inveslnrenl dltcrn ti\'e (corr-
pared !vilh thc scconrl) are tnre l

d. lls l-yenr ri\li. prcmiul]l is the sanc !s the second alternalivc.
,. Thc \tirndilrd dc|iution ol ils I \'cilr'rcturn is lhc sltnre-

.. It\ ernurlired strndarri dc!iation is lrrcr:
/ Its Shirryc rrlio is higher.
/. It is relati\ elv nr{r'e rtlractive to inve\tors \\'ho have lowcr degreus of ri\k a\er siun.

.1. You hiye 55.000 lo in\'cst fin-Lhc ncxl !cir-!ud ur0 considering thrce rlt0rnrtivcs:

a. A nlrncy mnlkct tirnrl rvith an arerage nrutulitl of 30 dals oller'in-l a culr'cnt yield of 67 pcr'

tcat,
h A l -tear sar\'irgs doposil al I brnk ollering irr intercsl rlrte of 7.57.
c. A 20 1cul t].S. Tre{rur)' boid ol]crirg u yield 1() mlturity o[ 9'l pcr year.

Whirt 11)le doe\ rour ti)rccast ol lillur0 intcrcst rxtcs plily in )'our dccisions l

5. UseFigurc5.l iDthclcrl t()anal)rc theellectofthefollor'"inr onlhe lelel ofrcal intercst rates:

a. Businesscs bc'cofic lror'c pessimistic ubout lirture dcnrand lba their prodltcts and dccide to
rcduce thcir crpital spcnding.

l). llouscholds arc induccd 1() slvc nror! beclLrsc ol iucreasccl uncerlaintv ilbout thcir luture
Socirl Security benetils.

r- The Fcdelal Rescrve Boar'd unclenakes rrpen nurkct pur'chases of U.S. Trerrur) sc'errritics in

order to incrclse thc sllpplv of rnoney.

6. You arc consideling rhe choice bctwecn in\esting 550.000 in r con\cnlional l-)car b nk CD
olliring Lrn intcrest ralc of 5% and a 1 yeiir "lntliLtion-Plus" CD olliring 1.57 pcr yeirr phrs the

rate of iDllalion.

/r. Which is thc salcr investnlcntl
h Which ollers lhe hirhcr expectcd relurn l
.. If\o! e\pcct the rirtc ol illtliltion lo bc 3% o!e.lhc rext vear. which is the bctter investment'J

Whl l
/ lt we observe a r-isk liec nonrinal intercst rlte ol 5'Z per')ear and a risk-liec rcal lllte of L57"

on inllalion-indexcd bonds. can we inter that thc nrarket's expccterl rute ol intlation is 3.5%
per )'!'iif l
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Portfolio l'heory and Irrnctic(.

7. Suppose your expectations regarding the slock price are as follows:

State of the Market Probability Ending Price HPR (includinq dividendd

44.50k

14.A

- 16.5

Use Equations 5. I I and 5. I 2 to compute lhe mean and standard deviation of lhe HPR on stocks.

8. Derive the probability distribution ol the l-year HPR on a 3o-year U.S. Treasury bond with an

8cl. coupon il it is culrently selling al par .rnd the probability distribution ol its yield to matudt]

a year from now is as lollows:

State of the Economy Probability YTM

Boom

Normal growth

Reces5ion

.20

.50

.30

11 .Oo/.

8.0

7.0

of the year nther than e\'ery 6For sinlplicity, assunre the entire 8% coupon is paid at lhe end

Dronths.

9. Whal is the stiinddrd deviation oi a randorn vlriable q wjth the fbllowing plobabilily
dislribution:

Value of q Probability

0

1

2

.25

25

50

ll.

t2.

r3.

10. The continuously compounded irnnual rcturn on a stock is nomrally distributed with a nran

ol 20% and standard deviation of 30o/r. With 95.4,17. confidence. we sholrld expect its aclual

rctum in a y particulilr yedr to be beiween which pair of values? F1ira.- Look again at Figure 5.J.

a. .10.0% and 80.0%
b. 30.0a,1'antJ 80.0o/o

t. - 20.6c/r ancl 60.6'/c
l. lO.4% 

^nd 
50.4r)l

Using historical dsk prerniums ovcr lhe 1926-2009 period .!s yoLrr guide, what would be y0ur

estimatc ol the cxpected lnnuul HPR on the S&P 500 stock portfblio il the current risk-lree

in{ercst ratc is 37.?

You can lind annual holding-period returns 1br several asset classcs at our Web site (www.mhe.

ducation.asia/olc/bodie); look fbr links to Chupter 5. Compute the nreans, standard deviations.

skewness, and kurtosis of the Annual HPR of litrge stocks and long-lerm Treasury bonds using

only the 30 years of dala between 1980 and 2009. How do these statistics compare with lhose

computed t-rom the data fi)r the period l,926-194l,! Which do you think arc the most relevrnr

statistics to use tbr projecting iDto the future'i

During a period of severe inflation, a bond ol]ered a nominul HPR of 807o per year. The inlla-

tion r te wi$ 70% per year.

a. What wus the real HPR on the bond over the ycar?

b. Compue this reul HPR to the approximation r = R - l.

Suppose that the inflirtioD rate is expected to be 37 in the neur firture. Using the historicald la

provided in this chapter, what would be your predictions for:

./. The T-bill rate?
/2 The expccted rale of renrrn on Iarge slocks?

.. The risk premium on the stock markcl?

l:t
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15, AnecononyismrkirlSlrirpi(l reco\,cty lrortt stcep rcccssion. and hrLsincsscs li)rcsce r nccd

loa lrrge rDxnrnl\ ol crpilrl in\e\Inrcrl \\hr rroulc! lhis dc\el()pnrcnl ullccl reul intere\t
tales l

Challenge Problems 16 and 17 are more difficult. You may need to review the defini-
tions of call and put options in Chapter 2.

16. \'ourtulrc.d\\ilhihcl)robiLbilil\di\llibrrrionol lhelll)llonthcstoelmrrkcr inLlc\ lirndSi\c
in S[cildsheel 5.1 ol lhc lexl. Suppo\c the frirc oll l)LrI ol)liorr on r \l)rrc ol lhc intlcx lirrtl
nith crcreisc plice ol S I l{) irnll lirnL- l() c\llirirtion ol I lcrr i\ S I L
d. Whirlisthc l)rl)brbilll\ distribotior ol thc III'R on thepuloprionl
/r \\'hrt is thc probuhilil) di\trihLrli00 (il thelll)llonlpo|tlirliocrnr\i\li1r!ol ()|c\hlreoithc

ir(lc\ llLnd iur(l r pul {)ption l
(. Ir \ hirt scn\c doe\ hU!ing thc pLrt rrption ct)nstitulc ir l)urchl\c ol in\urrncc in lhi\ cuse l

Tah I\ !i\en thc condilion\ ilc\cribcrl jn thc prr\ iou\ l)r()hl.nr. lrnd sLrpposr' thc risk-ll cc i lct
csttltcis(ll; l)cr \err Yourrrc(nllcrrlplulirl!in\cslirr!Sl07.55inulyclr(l)lnLl \irnultlIc-
ou\l] hLr\in! ir.iril oplirnr on lhc st()rk rnrrlcl indr'\ lirrr(l \ilh il| c'rcrcisc pricc ()l \ll0 rnd
crpi|ution ol l \cur. \\hxt i: thc probxhilit) (li\tIibLrlion ol \'()ur dollrLI rctuflr irl thc r'Id oi thc
YC!T:)

I Gi\cr) Sl(10.000 t{) in\c:r. llh.rt is rh!',r\fecrc(l risk prcnriurr in dollu|s ol inrcstrr:: rrr rqLrrrres

\er\Lr\ ri\k 11.. T hill\ rt I.S. IrclsL[\'bills] bl\cd on lhc li)ll{^rins lul)lc l Cfr\
\rynrLD\rs

Probability Expected Return

lrrrp!: -eor tEi -_- 6 550,000.- 4 
- 

$30,000

|:r'{1: /r !l 'iee T-l) )0

L Brs(l oi thr srcrlri()s hr'lo\'. \hxt i\ lhc c\|culcrl rclLrnr

renrrlr fnrlllcl

g 5.00!

lirr a portlirlio \\ith lhc l(rllo\\ir.!

Market Condition

Bear

l'roaabr ly 2 a 5

R.rte.i[ relLrn 25'n 1A'\, 2491,

Use the following scenario analysis for Stocks X and Y to answer CFA Problems 3

through 6 (round to the nearest percent).

Normal Bu

Bear Market Norma Market Bul Market

ProLl:b t!
Stock X

Sto.k Y

a2
2A',.

154,',"

05

20'1,

0l
50,)'.

l0'11,

L

L

5.

Wh l lr!'the c\lcclcd rirlcs ol rclurl lill St(rcks X lnrl Y ]

\\'hirl rrL' Ihe \lrnLlard (lc\ iati(n\ ol_ r clurns on Slocl\ \ rnd Y .)

A\sunrc thlt {)1 
"-olrr 

Sl0.000 pLrtlblio. }ou irrvcsl 59.(XX) in Stock X rlnd $1.(XX) in Stock Y.

\\'hirl i\ thc .\|cct.d rclurr orr \ our porl lolio.)
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Probabilities for three states of the economy and probabilities for the retums on a particulal

stock in each state arc shown in the table below.

Probability of Stock Probability of Stock Performan(e
State of Economy E(onomic State Performan(e in Given Economic State

Good

Ne(ltral

What is the probability that the economy will be neutral dr./ the stock will experience pool

performance?

7. An analyst estimates that a stock has the following probabilities of retu.n depending on the stal€

of the economy:

State of Economy Probability Return

Good

Neutral

Poor

Good

Neutral

Poor

Good

Neutral

Poor

.6

.3

.1

.4

.3

.3

.2

.3

.5

Good

Normal

Poor

What is the expected retum ofthe stock?

.1

6

.3

15o/o

t3
1

E-El6gtlnEnts
lnflation and Rates

1. The Federal Reserve Bank of 5t. Louis has information available on interest rate5 and
economic conditions. A publication called Moreta.y lrends contains graphs and tables
with information about current conditions in the capital markets. Go to the Web site

lvIvw.stls.frb.org and cli(k on Research & Data on the menu at the top of the page.

Find the most recent issue of Monetary tuends in lhe Publtcations section and answer

these questions.

a. What is the professionals'consensus forecast for inflation for the next 2 years? (Use

the Federal Reserve Bank of Philadelphia ljne on the graph to answer this.)

b. What do consumers expect to happen to inflation over the next 2 years? (Use the
Unive6ity of Michigan line on the graph to answer this.)

c. Have real interest rates increased, decreased, or remained the same over the last2
years?

d. What has happened to short-term nominal interest rates over the last 2 years? What
about long-term nominal interest rates?

e. What are the most recently available levels oJ 3-month and 1o-year yields on
Treasury securities?

2- The lnternational Monetary Fund (lMF) publishes information on inflation rates and

other economic and financial jndicators for many countries. Go to the Web site www.
imt.org and select Data ard statritics on the menu at the top of the page. Click on
Data and then choose Wo d Economic Outlook Databases (WEO). Select the rnost
recent version of the WEO and download d ala By Countries lor Developing Aiia. Select


