Answers rs to Questions 

1. 


The major advantage of investing in common stocks is that generally an investor would earn a higher rate of return than on corporate bonds.  Also, while the return on bonds is pre-specified and fixed, the return on common stocks can be substantially higher if the investor can pick a "winner" --i.e., if the company's performance turns out to be better than current market expectations.  The main disadvantage of common stock ownership is the higher risk.  While the income on bonds is certain (except in the extreme case of bankruptcy), the return on stocks will vary depending upon the future performance of the company and could well be negative. 

2. 


The four factors are: (1) Limiting oneself to the U.S. securities market would imply effectively ignoring approximately 50% of the world securities market.  While the U.S. bond market is still the dominant sector, foreign bond markets have been growing in absolute and relative size since 1969.  (2) The rates of return available on non-U.S. securities often have substantially exceeded those of U.S. securities.  (3) Diversification with foreign securities reduces portfolio risk. (4) Firms are no longer restricted to their home markets, thus attractive opportunities may be found in firms that are no based in the investor’s home country.

3. 


International diversification reduces portfolio risk because of the low correlation of returns among the securities from different countries.  This is due to differing international trade patterns, economic growth, fiscal policies, and monetary policies among countries.

4. 


There is a difference of correlation of returns between securities from the U.S. and alternate countries because there are substantial differences in the economies of the various countries (at a given time) in terms of inflation, international trade, monetary and fiscal policies and economic growth.  

5. 


The correlations between U.S. stocks and stocks for different countries should change over time because each country has a fairly independent set of economic policies.  Factors influencing the correlations include international trade, economic growth, fiscal policy and monetary policy.  A change in any of these variables will cause a change in how the economies are related.  Empirical studies have documented increasing correlations between equity markets over time. During times of economic or market distress correlations increase even more. The increase in correlations can be attributed closer financial and economic linkages between countries.

6. 


Growing international trade will increase correlations between stock markets in different countries. For example Canada and the U.S have extensive trade links and the stock markets have relatively high correlation of 0.7689. Japan and the U.S have relatively low levels of trade and the stock markets have low correlation of 0.3109.

7. 


A strengthening U.S. will reduce dollar returns to a U.S. based investors because the foreign currency will convert to fewer U.S. dollars. Conversely, a weakening U.S. dollar will increase dollar returns because the foreign currency will convert to more dollars.

8. 


The major risks that an investor must consider when investing in any bond issue are business risk, financial risk and liquidity risk.  Additional risk associated with foreign bonds, such as Japanese or German bonds, are exchange rate risk and country risk.  Country risk is not a major concern for Japanese or German securities.  Exchange rate risk is the uncertainty which arises from floating exchange rates between the U.S. dollar and the Japanese yen or the Euro.

9. 


The additional risk that some investors believe international investing introduces includes foreign exchange risk and country risk.  For example, the domestic return on Canadian bonds of 10.36% exceeded the U.S. return of 9.78%.  The exchange rate effect of -2.19% decreases the Canadian return after conversion to U.S. dollars to 8.17%.

10. 

Correlations between stock markets in different countries are rising over time as countries develop closer trade and economic links.

11. 

Investors should diversify across countries and industries. This way they can reduce risk levels beyond what would be possible by diversifying only across industries or countries.

12. 

There are three alternatives to direct investment in foreign stocks available to investors: (1) purchase American Depository Receipts (ADRs), (2) purchase of American shares (issued by a transfer agent), and (3) purchase of international mutual funds.

13. 

As opposed to corporate bonds, the interest earned on municipal bonds is exempt from taxation by the federal government and by the state that issued the bond, provided the investor is a resident of that state.  Using the example presented in the text, a marginal tax rate of 30 percent means that a regular bond with an interest rate of 8 percent yields a net return after taxes of only 5.60 percent [.08 x (1 -.30)].  A tax-free bond with a 6 percent yield would be preferable.

14. 

The convertible bond of the growth company would have the lower yield.  This is intuitive because there is a greater potential for the price of the growth company stock to increase, which would make the conversion feature of the bond extremely attractive.  Thus, the investor would be willing to trade off the higher upside potential resulting from conversion for the lower yield.

15. 

CMO’s are over collateralized. That is they are structured so that enough cash flow is generated to support payments on the bonds that have been issued. In addition CMO’s have a sequential distribution process that creates a series of bonds with varying maturities and more predictable cash flows. GNMA’s have none of these advantages.

16. 

A call feature and a sinking fund are bond indenture provisions that can affect the maturity of the bond issue.  Specifically there are three alternative call features: (1) freely callable provision that allows the issuer to retire the bond at any time during the life of the bond issue, (2) noncallable provision that does not allow the issuer to retire the bond prior to its maturity, and (3) deferred call provision that allows the issuer to retire the bond after a designated period of time. A sinking fund requires that a bond be paid off during the life of the issue rather than at maturity.

17. 

Senior bonds are normally backed by a legal claim on some specified property of the issuer.  Such issues would include "mortgage bonds" and "equipment trust certifi​cates."  Junior bonds are issues backed only by the promise of the issuer to pay interest and principal on a timely basis.  Such issues would include debentures, subordinated debentures, and income bonds.

18. 

Interest income from municipal bonds is normally not taxable by the federal government or by the state or city in which it is issued.  Interest income on U.S. Treasury bonds is taxable at the federal level, but not by state or local governments.  Corporate bond interest is taxable at all levels as are capital gains from any of the bonds.

19. 

A bonds indenture provisions specify whether a bond is senior secured or a junior bond. Junior bonds have lower ratings. Other indenture provisions that affect credit ratings include, attachment of bank letters of credit, and indemnification bonds from insurance companies.

20. 

Bond ratings provide a very important service in the market for fixed income securities because they provide the fundamental analysis for thousands of issues.  The rating agencies conduct extensive analyses of the intrinsic characteristics of the issue to determine the default risk for the investor and inform the market of the analyses through their ratings.

21. 

The difference between a foreign bond and a Eurobond can be broken down as a difference in issuer and the market in which they are issued.  For example, a foreign bond in Japan (e.g., a Samurai) is denominated in the domestic currency (yen) and is sold in the domestic market (Japan), but it is sold by non-Japanese issuers.  On the other hand, a Eurobond (e.g., a Euroyen) is denominated in the domestic currency (yen) but it is sold outside the domestic country in a number of national markets.  These bonds are typically underwritten by international syndicates.  The relative size of these two markets varies by country.

22. 

All things equal, the zero coupon with the lower maturity would sell for a higher price. In this case the 15-year zero would sell for a higher price. However if the YTM were high enough the 15-year zero would sell at a lower price.

23. 

A derivative security derives its value from an underlying security. Examples would include a Treasury bond futures contract, a call option on the S&P 500 stock index.

24. 

An investor that expected the price of a share of a stock to rise but did not wish to purchase the stock could benefit from rising stock prices by purchasing a call option on the stock. An investor that expected the price of a share of a stock to fall but did not wish to sell the stock could hedge against falling stock prices by purchasing a put option on the stock.

25. 

You would need to know the correlation of returns on gold with returns on U.S. stocks and bonds. You would also need information on the historical returns and volatility for these asset classes.

26. 

The correlation between the S&P 500 and the Merrill Lynch World (except U.S.) Government Bond index is –0.023. Thus adding non-U.S. bonds to your portfolio of U.S. stocks and bonds will help diversify portfolio risk.

27. 

CFA Examination I 

1. Information about foreign firms is often difficult to obtain on a timely basis and once obtained, can be difficult to interpret and analyze due to language and presentation differences.

2. Financial statements are comparable from country to country.  Different countries use different accounting principles.  Even when similar accounting methods are used, cultural, institutional, political and tax differences can make cross-country comparisons hazardous and misleading.

3. Stock valuation techniques useful in the United States may be less useful in other countries.  Stock markets in different countries value different attributes.

4. Smith must consider currency risk in selecting non-U.S. stocks for his portfolio.

5. Increased costs: custody, management fees, and transactions expenses are usually higher outside the United States.

30.   
CFA Examination III 

(a)
 
Arguments in favor of adding international securities include:

1. Benefits gained from broader diversification, including economic, political and/or geographic sources.

2. Expected higher returns at the same or lower (if properly diversified) level of portfolio risk.

3. Advantages accruing from improved correlation and covariance relationships across the portfolio's exposures.

4. Improved asset allocation flexibility, including the ability to match or hedge non-U.S. liabilities.

5. Wider range of industry and company choices for portfolio construction purposes.

6. Wider range of managers through whom to implement investment decisions.

7. Diversification benefits are realizable despite the absence of non-U.S. pension liabilities.

At the same time, there are a number of potential problems associated with moving away from a domestic-securities-only orientation:

1. Possible higher costs, including those for custody, transactions, and management fees.

2. Possibly reduced liquidity, especially when transacting in size.

3. Possible unsatisfactory levels of information availa-bility, reliability, scope, timeliness and understand-ability.

4. Risks associated with currency management, converti-bility and regulations/controls.

5. Risks associated with possible instability/volatility in both markets and governments.

6. Possible tax consequences or complications.

7. Recognition that EAFE has underperformed since 1989.

(b). 


A policy decision to include international securities in an investment portfolio is a necessary first step to actualization.  However, certain other policy level decisions must be made prior to implementation.  That set of decisions would include:

1. What portion of the portfolio shall be invested internationally, and in what equity and fixed-income proportions?

2. Shall all or a portion of the currency risk be hedged or not?

3. Shall management of th portfolio be active or passive?

4. Shall the market exposures be country/market-wide (top-down) or company/industry specific (bottom-up)?

5. What benchmarks shall results be judged by?

6. How will manager style be incorporated into the process?

7. How will the process reflect/resolve the important differences in orientation between the international (non U.S.) major markets and the U.S. emerging markets perspectives?





Until decisions on these additional policy-level issues have been made, implementation of the basic decision to invest internationally cannot begin.

CHAPTER 3
Answers to Problems
1. The table below shows that calculation of returns

	1
	a
	
	
	
	$/euro
	$/euro
	$ returns

	
	Name
	Domicile
	Investing in
	LC ret
	Ex. Rate t
	Ex. Rat. t+1
	

	Investor
	Elizabeth
	US
	Europe
	0.07
	1.05
	1.15
	0.171905

	
	
	
	
	
	
	
	

	1
	b
	
	
	
	euro/$
	euro/$
	euro ret

	
	Name
	Domicile
	Investing in
	LC ret
	Ex. Rat t
	Ex. Rat. T+1
	

	Investor
	Michael
	Europe
	US
	-0.05
	0.952381
	0.86956522
	-0.13261


a) Elizabeth’s percentage return in dollar terms =



(1 + 0.07)(1.15/1/05) – 1 = 0.1719 or 17.19%

b) Michael’s percentage return in euros is =



(1 – 0.05)(0.8695/0.9523) – 1 = -0.1326 or -13.26%



Where: 0.8695 = 1/1.15 and 0.9523 = 1/1.05

2.  The table below shows that calculation of returns

	
	LC or FC
	$/FC
	HC

	Russia
	0.105
	-0.186
	-0.10053

	UK
	0.051
	0.123
	0.180273

	Ger
	-0.125
	0.143
	0.000125

	Jap
	-0.128
	-0.045
	-0.16724

	
	
	
	

	Home country
	US
	



LC refers to local currency returns also referred to as foreign currency (FC) returns.



The home currency (HC) or dollar returns for investments in Russia =


(1 + 0.0105)(1 – 0.186) – 1 = -0.1005 or -10.05%


Other HC returns are calculated in a similar manner.

3. a.
 The arithmetic average assumes the presence of simple interest, while the geometric average assumes compounding or interest-on-interest.  The geometric mean internal rate of return is a critical concept in security and portfolio selection as well as performance measurement in a multi-period framework.

b.
 Ranking is best accomplished by using the coefficient of variation (standard deviation/arithmetic mean, multiplied by 100):






1 - Real Estate

 36.88






2 - Treasury Bills

 48.93






3 - Long Gov't Bonds
104.92

           




4 - Common Stocks
164.37






5 - Long Corp. Bond
166.96

The coefficient of variation ranking methodology alternatively may be computed using the geometric mean (standard deviation – geometric mean multiplied by 100).  This method provides a ranking almost identical to the prior method (with the 4th and 5th rankings reversed:






1 - Real Estate

 37.08






2 - Treasury Bills
 
49.31






3 - Long Gov't Bonds
108.29






4 - Long Corp. Bonds
179.44

             



5 - Common Stocks
191.83

In both cases, a lower ratio indicates a higher return for risk.


 

Or, a somewhat different ranking methodology utilizes Sharpe's reward for risk-taking measure using the arithmetic mean return minus the risk free rate divided by the standard deviation multiplied by 100.  The ranking using this measure would be as follows:






1 - Real Estate

84.29






2 - Common Stocks
22.13






3 - Treasury Bills
  
0.00






4 - Long Gov't Bonds
-6.88






6 - Long Corp. Bonds
-8.23 

Under this reward-for-risk ranking methodology, the higher the ratio, the higher the return per unit of risk.  The arithmetic mean was used in this computation; however, the geometric mean also could be used to calculate this ranking.


c.
 (1) Expected mean plus or minus two standard deviations:

 
 
 Arithmetic: 10.28% +/-16.9%(2) = -23.52% to +44.08%



 Geometric:   8.81% +/-16.9%(2) = -24.99% to +42.61%

(2) Ninety-five percent of the area under the normal curve lies between +/- two standard deviations of the mean.  Since the mean minus two standard deviations (9.44 - 7.0 = 2.44) is positive, one may conclude that the probability of breaking even is greater than 95%. 

d. It seems at first that government bonds offer less  return and more risk than real estate.  However, real estate and government bonds might provide a good combination if the two do not fluctuate in a similar fashion, so that the variability of the portfolio is less than the variability of the individual investments.  If the correlation coefficient applicable to this pair of investments is known and is not highly positive, the combination would be advantageous.


Effective taxable yield for the municipal bond =


0.055/(1 – 0.28)  = 0.07639 or 7.639%

Assuming all other relevant factors are equal, the corporate bond carrying an 8 percent coupon and selling at par offers a better return than a 5 1/2 percent municipal bond (with an equivalent tax yield of 7.639 percent).

4.   a. For the 15% tax bracket. Effective taxable yield  =  0.084/(1 – 0.15) = 0.0988

b. For the 25% tax bracket. Effective taxable yield  =  0.084/(1 – 0.25) = 0.1120

c. For the 35% tax bracket. Effective taxable yield  =  0.084/(1 – 0.35) = 0.1292

a. Annual dollar coupon = (.08375)(1000) = $83.75.

b. During the day bonds with a market value of $70,928,000 were traded.

c. Bond price at end of trading day = $1045.08. That is 104.508 percent of face value.

d. Estimated yield on 30 year Treasury bond = 7.974% - 2.76% = 5.214%

e. The bond matures July 30, 2010.

f. The current yield = 77/1151.07 = 0.0669 = 6.69%.

g. Annual coupon = (1000)(.077) = $77. Semiannual coupon is 77/2 = $38.50.

h. The price at the end of trading is $1151.07. That is 115.107 percent of face value. 

i. Estimated yield on 5 year Treasury security = 4.791% - 1.18% = 3.611%

j. A U.S Treasury note.

k. The dollar amount of the spread is 3/32 percent of face or $0.9375. That is (0.0009375)(1000). The small spread indicates that this is a very liquid bond with a high volume of trading.

l. The price paid to buy is the asked, 108 18/32 percent of face is $1085.625. The selling price is the bid, which is 108 15/32 percent of face = $1084.875.

m. The semi-annual asked yield is .0394/2 = .0197. The annual yield is (1 + 0.0197)2 – 1 = 0.0398 or 3.98%. This is the more correct estimate of yield to maturity.

n. The last quarterly dividend was 1.04/4 = $0.26.

o. 98,900 shares were traded.

p. The investor would have lost (200)(0.23) = $46.

q. P = 29.87, P/E = 15, therefore E = 29.87/15 = $1.99.

r. HPR = [0.36 + (31.76-23.43)]/23.43 = 0.3709 or 37.09%.

s. HPR = [0.36 + (31.76-39.46)]/39.46 = -0.186 or -18.9%.

t. Dividend yield = D/P = 0.36/31.76 = 0.0113 or 1.13%.

u. The closing price the previous day was 31.76 – 0.26 = $31.50.

v. P = 31.76, P/E = 18, therefore E = 31.76/18 = $1.764.

5.  Student Exercise.

  a.
(1)  Common Stock Risk Premium




 = Return Common Stock - Return of U.S. Gov't T-bills




 = 12.50 - 4.50




 = 8.00%

 
   
(2)  Small Firms Stock Risk Premium




 = Return of Small Capitalization Common Stock




   - Return of Total Stocks (S&P 500)

         


 = 14.60 - 12.50




 = 2.10%

      

(3) Horizon (Maturity) Premium 




= Return on Long-term Gov't Bonds - Return on U.S. Gov't T-bills




= 5.10 - 4.50








= 0.60%

       

(4) Default Premium




= Return on Long-term Corporate Bonds - Return on Long-term Gov't Bonds




= 5.80 - 5.10

 

    
= 0.70%


b. Real rate of return = [(1 + nominal return)/( 1 + rate of inflation)] - 1

 If inflation = 4%



T-bill real rate of return = [(1 + 0.045)/( 1 + 0.04)] – 1 = 0.0048 or 0.48%

Large cap stock real rate of return = [(1 + 0.125)/( 1 + 0.04)] – 1 










= 0.0817 or 8.17%

       

L-T corporate bond real rate of return = [(1 + 0.058)/( 1 + 0.04)] – 1 










= 0.0173 or 1.73%



L-T government bond real rate of return = [(1 + 0.051)/( 1 + 0.04)] – 1 










= 0.0106 or 1.06%

       

Small cap stock real rate of return = [(1 + 0.146)/( 1 + 0.04)] – 1 










= 0.1019 or 10.19%

CHAPTER 3

Answers to Spreadsheet Exercises


1. A sample spreadsheet.

	Tax rate
	Tax Free
	Taxable
	Tax rate
	Tax Free
	Taxable
	Tax rate
	Tax Free
	Taxable

	
	Yield
	Equiv
	
	Yield
	Equiv
	
	Yield
	Equiv

	0.15
	0.04
	0.0471
	0.15
	0.07
	0.0824
	0.15
	0.1
	0.1176

	0.25
	0.04
	0.0533
	0.25
	0.07
	0.0933
	0.25
	0.1
	0.1333

	0.28
	0.04
	0.0556
	0.28
	0.07
	0.0972
	0.28
	0.1
	0.1389

	0.35
	0.04
	0.0615
	0.35
	0.07
	0.1077
	0.35
	0.1
	0.1538


1. a.

	Country
	LC
	$/FC
	HC

	Russia
	0.105
	-0.186
	-0.10053

	UK
	0.051
	0.123
	0.180273

	Ger
	-0.125
	0.143
	0.000125

	Jap
	-0.128
	-0.045
	-0.16724


b.

	US dollar return unknown
	

	Country
	LC
	$/FC
	HC

	Russia
	0.105
	-0.186
	-0.1005

	
	
	
	

	Local currency return unknown

	Country
	LC
	$/FC
	HC

	Russia
	0.105
	-0.186
	-0.1005

	
	
	
	

	Exchange rate change unknown

	Country
	LC
	$/FC
	HC

	Russia
	0.105
	-0.186
	-0.1005


2.  a., b. and c. Calculation using a sample of countries from exhibit 3.5

	
	 
	 
	Local
	Exchange
	 
	 
	Local
	Exchange

	Year
	Country
	Dollar Returns
	Currency Return
	Rate Change
	Country
	Dollar Returns
	Currency Return
	Rate Change

	2001
	US
	-13.09%
	-13.09%
	0.00%
	Mexico
	19.06%
	13.15%
	5.22%

	2000
	US
	-10.15%
	-10.15%
	0.00%
	Mexico
	-22.25%
	-20.84%
	-1.78%

	1999
	US
	18.90%
	18.90%
	0.00%
	Mexico
	91.01%
	52.52%
	25.24%

	1998
	US
	26.78%
	26.78%
	0.00%
	Mexico
	-38.16%
	-24.08%
	-18.55%

	1997
	US
	31.69%
	31.69%
	0.00%
	Mexico
	54.21%
	57.73%
	-2.23%

	
	
	
	
	
	
	
	
	

	Arithmetic Mean
	10.83%
	10.83%
	0.00%
	
	20.77%
	15.70%
	1.58%

	Geometric Mean
	9.16%
	9.16%
	0.00%
	
	11.01%
	10.34%
	0.61%

	
	
	
	
	
	
	
	
	

	
	 
	 
	Local
	Exchange
	 
	 
	Local
	Exchange

	Year
	Country
	Dollar Returns
	Currency Return
	Rate Change
	Country
	Dollar Returns
	Currency Return
	Rate Change

	2001
	France
	-23.44%
	-18.99%
	-5.49%
	Japan
	-29.47%
	-18.79%
	-13.15%

	2000
	France
	-7.89%
	-1.70%
	-6.30%
	Japan
	-31.15%
	-22.95%
	-10.64%

	1999
	France
	32.18%
	53.50%
	-13.89%
	Japan
	67.26%
	50.12%
	11.42%

	1998
	France
	40.26%
	30.94%
	7.12%
	Japan
	5.42%
	-8.05%
	14.65%

	1997
	France
	22.67%
	43.08%
	-14.26%
	Japan
	-26.39%
	-17.01%
	-11.30%

	
	
	
	
	
	
	
	
	

	Arithmetic Mean
	12.76%
	21.37%
	-6.57%
	
	-2.87%
	-3.34%
	-1.81%

	Geometric Mean
	9.91%
	18.02%
	-6.88%
	
	-8.82%
	-6.44%
	-2.54%

	
	
	
	
	
	
	
	
	

	
	 
	 
	Local
	Exchange
	
	
	
	

	
	Country
	Dollar Returns
	Currency Return
	Rate Change
	
	
	
	

	
	Malaysia
	3.52%
	3.53%
	-0.01%
	
	
	
	

	
	Malaysia
	-20.81%
	-20.82%
	0.01%
	
	
	
	

	
	Malaysia
	42.30%
	42.31%
	-0.01%
	
	
	
	

	
	Malaysia
	-2.19%
	-4.35%
	2.26%
	
	
	
	

	
	Malaysia
	-70.03%
	-53.92%
	-34.96%
	
	
	
	

	
	
	
	
	
	
	
	
	

	Arithmetic Mean
	-9.44%
	-6.65%
	-6.54%
	
	
	
	

	Geometric Mean
	-19.31%
	-12.46%
	-7.83%
	
	
	
	


	Correlations(Local Currency Returns)
	
	

	
	US
	Mexico
	France
	Japan
	Malaysia

	US
	1.00
	0.42
	0.90
	0.33
	-0.17

	Mexico
	 
	1.00
	0.56
	0.49
	0.04

	France
	 
	
	1.00
	0.66
	0.11

	Japan
	 
	
	
	1.00
	0.79

	Malaysia
	 
	 
	 
	 
	1.00

	
	
	
	
	
	

	Correlations(Dollar Returns)
	
	
	

	
	US
	Mexico
	France
	Japan
	Malaysia

	US
	1.00
	0.28
	0.92
	0.41
	-0.23


3. Student Exercise.

4. Student Exercise.

34
23

