Solutions to homework 1
Chapter 1
10.		a.  Primary-market transaction
		b.  Derivative assets
		c.  Investors who wish to hold gold without the complication and cost of physical storage.

11.		a.  A fixed salary means that compensation is (at least in the short run) independent of the firm's success.  This salary structure does not tie the manager’s immediate compensation to the success of the firm.  However, the manager might view this as the safest compensation structure and therefore value it more highly.

b. A salary that is paid in the form of stock in the firm means that the manager earns the most when the shareholders’ wealth is maximized.  Five years of vesting helps align the interests of the employee with the long-term performance of the firm. This structure is therefore most likely to align the interests of managers and shareholders.  If stock compensation is overdone, however, the manager might view it as overly risky since the manager’s career is already linked to the firm, and this undiversified exposure would be exacerbated with a large stock position in the firm.

c. A profit-linked salary creates great incentives for managers to contribute to the firm’s success.  However, a manager whose salary is tied to short-term profits will be risk seeking, especially if these short-term profits determine salary or if the compensation structure does not bear the full cost of the project’s risks.  Shareholders, in contrast, bear the losses as well as the gains on the project, and might be less willing to assume that risk.

14.	Treasury bills serve a purpose for investors who prefer a low-risk investment.  The lower average rate of return compared to stocks is the price investors pay for predictability of investment performance and portfolio value.
Chapter 2
2.	Money market securities are called “cash equivalents” because of their great liquidity.  The prices of money market securities are very stable, and they can be converted to cash (i.e., sold) on very short notice and with very low transaction costs.



5.	
	
	Corp. Bonds
	Preferred Stock
	Common Stock

	Voting Rights (Typically)
	
	
	Yes

	Contractual Obligation
	Yes
	
	

	Perpetual Payments
	
	Yes
	Yes

	Accumulated Dividends
	
	Yes
	

	Fixed Payments (Typically)
	Yes
	Yes
	

	Payment Preference 
	First
	Second
	Third



12.		a.	Total market value at t = 0 is: ($9,000 + $10,000 + $20,000) = $39,000
		Total market value at t = 1 is: ($9,500 + $9,000 + $22,000) = $40,500
[bookmark: _GoBack]		Rate of return = ($40,500/$39,000) – 1 = 3.85%
b. The return on each stock is as follows:
rA = (95/90) – 1 = 0.0556
rB = (45/50) – 1 = –0.10
rC = (110/100) – 1 = 0.10
The equally-weighted average is:
[0.0556 + (-0.10) + 0.10]/3 = 0.0185 = 1.85%
21.	A put option conveys the right to sell the underlying asset at the exercise price.  A short position in a futures contract carries an obligation to sell the underlying asset at the futures price.
Chapter 3
2.	The dealer sets the bid and asked price.  Spreads should be higher on inactively traded stocks and lower on actively traded stocks.
6.	a.	The stock is purchased for: 300  $40 = $12,000
The amount borrowed is $4,000.  Therefore, the investor put up equity, or margin, of $8,000.

b. 
If the share price falls to $30, then the value of the stock falls to $9,000.  By the end of the year, the amount of the loan owed to the broker grows to:
$4,000  1.08 = $4,320
Therefore, the remaining margin in the investor’s account is:
$9,000  $4,320 = $4,680
The percentage margin is now: $4,680/$9,000 = 0.52 = 52%
Therefore, the investor will not receive a margin call.
c. The rate of return on the investment over the year is:
(Ending equity in the account  Initial equity)/Initial equity
= ($4,680  $8,000)/$8,000 = 0.415 = 41.5%

9.	a.	You buy 200 shares of Telecom for $10,000.  These shares increase in value by 10%, or $1,000.  You pay interest of: 0.08  $5,000 = $400

The rate of return will be: 
b.	The value of the 200 shares is 200P.  Equity is (200P – $5,000).  You will receive a margin call when:

= 0.30  when P = $35.71 or lower
10.	a.	Initial margin is 50% of $5,000 or $2,500.
b.	Total assets are $7,500 ($5,000 from the sale of the stock and $2,500 put up for margin).  Liabilities are 100P.  Therefore, equity is ($7,500 – 100P).  A margin call will be issued when:

= 0.30  when P = $57.69 or higher
14.	a.	$55.50
b.	$55.25
c.	The trade will not be executed because the bid price is lower than the price specified in the limit sell order.
d.	The trade will not be executed because the asked price is greater than the price specified in the limit buy order.
CFA
1.	a.	In addition to the explicit fees of $70,000, FBN appears to have paid an implicit price in underpricing of the IPO.  The underpricing is $3 per share, or a total of $300,000, implying total costs of $370,000.

b.	No.  The underwriters do not capture the part of the costs corresponding to the underpricing.  The underpricing may be a rational marketing strategy.  Without it, the underwriters would need to spend more resources in order to place the issue with the public.  The underwriters would then need to charge higher explicit fees to the issuing firm.  The issuing firm may be just as well off paying the implicit issuance cost represented by the underpricing.
2.	(d)	The broker will sell, at current market price, after the first transaction at $55 or less.
Chapter 5
1.	The Fisher equation predicts that the nominal rate will equal the equilibrium real rate plus the expected inflation rate.  Hence, if the inflation rate increases from 3% to 5% while there is no change in the real rate, then the nominal rate will increase by 2%.  On the other hand, it is possible that an increase in the expected inflation rate would be accompanied by a change in the real rate of interest.  While it is conceivable that the nominal interest rate could remain constant as the inflation rate increased, implying that the real rate decreased as inflation increased, this is not a likely scenario.
5.	a. If businesses reduce their capital spending, then they are likely to decrease their demand for funds.  This will shift the demand curve in Figure 5.1 to the left and reduce the equilibrium real rate of interest.
b. Increased household saving will shift the supply of funds curve to the right and cause real interest rates to fall.
c.	 Open market purchases of U.S. Treasury securities by the Federal Reserve Board are equivalent to an increase in the supply of funds (a shift of the supply curve to the right).  The equilibrium real rate of interest will fall.
7.	E(r) = [0.35 × 44.5%] + [0.30 × 14.0%] + [0.35 × (–16.5%)] = 14%
2 = [0.35 × (44.5 – 14)2] + [0.30 × (14 – 14)2] + [0.35 × (–16.5 – 14)2] = 651.175
 = 25.52%
The mean is unchanged, but the standard deviation has increased, as the probabilities of the high and low returns have increased.
10.	(a)  With probability 0.9544, the value of a normally distributed variable will fall within two standard deviations of the mean; that is, between –40% and 80%.
CFA
3.	E(rX) = [0.2 × (−20%)] + [0.5 × 18%] + [0.3 × 50%] =20%
E(rY) = [0.2 × (−15%)] + [0.5 × 20%] + [0.3 × 10%] =10%
4.	X 2 = [0.2 × (– 20 – 20)2] + [0.5 × (18 – 20)2] + [0.3 × (50 – 20)2] = 592
X = 24.33%
Y 2 = [0.2 × (– 15 – 10)2] + [0.5 × (20 – 10)2] + [0.3 × (10 – 10)2] = 175
Y = 13.23%
5.	E(r) = (0.9 × 20%) + (0.1 × 10%) =19%  $1,900 in returns
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