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Questions:


Note:  question 1 is worth 40 points, questions 2 and 3 are worth 80 points each.





1.  Provide a short answer (sometimes even one word) to each of the following:


a.  Someone at the student center overhears you talking about tombstone advertisements over lunch.  They state that putting advertisements on tombstones is disgusting and that only depraved business students would even think of putting an ad on someone’s tombstone.  What do you tell this person?


b.  Since purchasing a bond, interest rates have fallen.  Will the return you earn be higher or lower than the yield to maturity on the bond when you purchased it?


c.  What are unsecured bonds called?


d.  What basic services does an investment banker offer to issuers of securities?





2.  China Allows Capitalism (?) Inc. has just announced that it plans to reduce its leverage by issuing equity and using the proceeds to retire its debt.  China’s stock price has fallen at the announcement.  Explain this reaction by the market to the announcement.





3.  Discuss the types of actions you would undertake in order to take advantage of the potential market inefficiencies that were discussed in class.





Distributions and minimum cutoffs:


Quiz:  High = 192; Mean =147.5; Median =152.5; A =180; B+ =145; B =125; C+ =110; C =90 


Total of quizzes (drop low 100 points):  High=636; Mean=552; Median=564; A=615; B+=560; B=510; C+=480; C=400





Key:  


Note:  for questions 2 and 3, the number in brackets equals the maximum number of checks for the proceeding concept.  For example: “Ex-dividend date - anyone who buys stock on or after this date does not receive next dividend [4]” would mean that four points are possible for dicussing the fact that the anyone buying the stock on or after the ex-dividend date does not receive the next dividend.  To figure out the number of points you earned, add up the checks and compare to the scale given below the answer.





1.  	a.  a tombstone advertisement is the name for an advertisement (in newspapers) of a security issue  [+5] by the underwriter [+5].


b.  unclear [+4] since reinvestment income will be less [+3], but sale price will be higher [+3]


c.  debenture [+10]


d.  advice, underwriting, sale of security [+3 each for 1st two listed, +4 for getting all 3]





2.  Key => the market views the benefits of the debt as outweighing the costs of that debt [4]


Possible explanations:


=> firm was expected to have been able to use the interest to shield income from taxes [4]


=> will lead to greater unresolved agency problems between management and stockholders [4]


=> surplus cash no longer being taken out of management’s hands so more likely to be wasted [1]


=> management will no longer have its feet to the fire [1]


=> management’s percentage ownership in firm will drop [1]


=> remaining bondholders gain at stockholder’s expense [4]


=> market out of equilibrium so that TC > TB [4]


=> chance of financial distress viewed as small [4]


=> signal by management that believes stock is overvalued [4]


Scale (checks=points):  16=80, 13=77, 12=75, 10=72, 9=70, 8=68, 7=64, 6=62, 5=60, 4=57, 3=54; 2=51; 1=45�
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3.  	(1)  Shift funds between market and T-bills [4] to take advantage of predictability of long-horizon stock returns [4]


Note:  some of variables that can be used to predict long horizon returns [1 each for first two listed]:  past returns, dividend yields, P/E ratios, default spreads, term spreads, level of short-term interest rates, Value Line forecasts





(2)  Sell after initial market response good announcements [2] and buy after initial market response to bad announcements [2] to take advantage of market overreaction [4]





(3)  Trade to take advantage of seasonality anomalies


- buy at end of day on Mondays [2] to take advantage of lower returns on Mondays [2]


- buy two days before holiday [2] to take advantage of higher returns day before a holiday [2]


- buy two days before last day of month [2] to take advantage of higher returns on last day of month [2]


- buy at end of December [2] to take advantage of higher returns in January [2]





(4) Buy stock in small firms [4] to take advantage of small firm effect [4]





(5)  Invest in value stocks [4] rather than growth stocks to take advantage of underpricing of value stocks [4]


=> will earn higher return with less risk [2]


Value stocks are stocks for which earnings are expected to grow at slower than average rate [1]


=> have low P/E ratios, low Mkt/Book ratios, high payout ratios [1]


Growth stocks are stocks for which earnings are expected to grow at faster than average rate [1]


=> have high P/E ratios, high Mkt/Book ratios, low payout ratios [1]





(6)  Buy stocks after positive earnings announcements [2] and sell after negative earnings announcements [2] to take advantage of slow market response to earnings announcements [4].





(7) Trade on [4] insider information [4] (if legal to do so...it isn’t)





Scale (checks=points):  48=80, 38=78, 36=76, 35=74
