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Name ______________________________

Short answer questions/problems

Use following information to sketch your answers to questions 1 through 4 on a single graph.  Be sure to clearly label each the part of the graph according to which question you are answering.  

You are planning to invest in two different mutual funds.  The stock fund has an expected return of 14% and a standard deviation of returns of 24%.  The bond fund has an expected return of 8% and a standard deviation of returns of 17%.  The correlation between the stock and bond fund is 0.7.  However, the mutual fund has recently announced that it plans to rebalance its stock portfolio to focus more on higher risk, higher return stocks.  The standard deviation is thus expected to rise to 30% and the expected return is expected to rise to 19%.  The mutual fund has also announced that the change will reduce the correlation between the stock fund and the bond fund to 0.4.

1 and 2.  Sketch reasonable feasible sets before (1) and after (2) the changes.

3 and 4.  Assume you plan to hold 20% of your funds in T-bills (earning 2%) and the remaining 80% of your funds in the two mutual funds.  Sketch your portfolio before (3) and after (4) the change.

5.  What does correlation tell us about two assets that covariance does not?

6.  Over the past 4 years, the annual returns on Dell stock has been:  -19.09%, -26.49%, +22.53%, +226.85%.  What is the average annual return on Dell over this period?

7.  Assume the interest rate on an account into which you plan to deposit money pays an interest rate of 5.5% per year compounded continuously.  What is the effective annual rate on this account?

8.  Assume that 9 months from today you plan to make the first of 12 equal monthly deposits of $100 each into a savings account.  Two years from today, you plan to make the first of 5 semiannual withdrawals from the account.  You want these withdrawals to grow by 3% each.  What sequence of calculations would you use and what would you solve for to determine the amount of your first withdrawal? 

9.  The value of a put on Dell that you own has just risen.  What change in the value of Dell stock would explain this change in put value?

10.  Some time ago you created an artificial put on Dell with an exercise price of $25 that expired yesterday.  Yesterday, Dell closed at $23.58.  When you set up the artificial put, what did transaction did you undertake involving a call?  What cash flow occurred yesterday related to that call?

Problems/Essays

1.  Stonebridge Inc. is considering building a new factory to meet a sudden increase in demand for their product.  The new factory would generate net cash flows of $150,000 ten months from today.  Thereafter, net cash flows would be expected occur quarterly and are expected to grow by 1.2% each quarter.  The factory will close 4 years from today.  The standard deviation of returns on this factory are expected to equal 44% which is slightly higher than the 42% standard deviation of returns on the firm’s existing assets and significantly higher than the 23% standard deviation of returns on the market.  The beta of the new factory is expected to be 0.95.  The return on T-bills is 3.5% and the expected return on the market as a whole is 11%.  

a.  What is the required return on the factory?

b.  What is the value of the factory today?
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2.  What is the value of Yeargood Inc’s stock based on the following information if we value the stock as a call on the firm’s assets?

Firm’s debt:  market value = $90 million, promised payment at maturity in 10 years = $300 million

Firm’s existing assets:  

Value:  book value = $150 million, market value = $480 million, 

Average life of assets:  15 years 

Standard deviation of returns on assets:  past 5 years = 44%, expected over next 10 years = 42%, expected over next 15 years = 48%

Risk free rates (all APRs with continuous compounding):  1 year = 2.2%,  10 years = 4.89%, 15 years = 5.14%

