Page 21: Problems (1-4)

1. What would be the required rate of return on an investment in an economy with a 7 percent nominal risk-free rate of return, expected inflation of 4 percent, and a risk premium of 4 percent? What would you expect $1,000 invested at this rate to grow to after ten years? Twenty years?
2. Compute the required rate of return under the following scenarios:

a. Nominal risk-free rate = 11 percent, risk premium = 2 percent

b. Nominal risk-free rate = 12 percent, risk premium = 3 percent

c. Nominal risk-free rate = 6 percent, risk premium = 5 percent

3. The return on a tax-deferred account averages 8 percent over twenty years. The initial investment is $10,000. Compare the investor’s after-tax values of his portfolio if (a) he removes the savings all at once and his tax bracket at the time is 25 percent; (b) an equivalent portfolio earns 8 percent pre-tax in a taxable account; the assumed tax rate on all annual investment returns is 25 percent
4. Use the situation in problem 3, only now assume in part (b) the tax efficient investing allows the investor to earn a 7 percent after-tax. How does the portfolio value compare with the after-tax value of the portfolio in part (a)?
Page 44: Questions (1-6)
1. On February 1, you bought some stock for $34 a share and a year later you sold it for $39 a share. During the year, you received a cash dividend of $1.50 a share. Compute your HPR and return relative on this investment.
2. On August 15, you purchased some stock at $65 a share and a year later you sold if for $61 a share. During the year, you received dividends of $3 a share. Compute your HPR and return relative on this investment.
3. At the beginning of last year, you invested $4,000 in eighty shares of the Chang Corporation. During the year Chang paid dividends of $5 per share. At the end of the year, you sold the eighty shares for $59 a share. Compute your total HPR on these shares and indicate how much was due to the price change and how much was due to the dividend income.
4. The rates of return you computed in Problem 1, 2, and 3 are nominal rates of return. Assuming that the rate of inflation during the year was 4 percent, compute the real rates of return on these investments. Compute the real rates of return if the rate of inflation was 8 percent.
5. Find the annualized returns for the following set of investments.

Asset HPR


Holding Period_____________________________
A




10%



  8 months

B




-6



15 months

C




 8



  2 years

D



           15



  3 years

E




 5



18 weeks

6. The following are annual rates of return for U.S. government T-bills and United Kingdom common stocks.

U.S. Government


United Kingdom

Year


         T-Bills



 Common Stock____
1



6.3 %




15.0%

2



8.1




-4.3

3



7.6




37.4



4



9.0




19.2

5



8.5



           -10.6

a. Compute the arithmetic mean rate of return and standard deviation of rates of return for the two series. 

b. Discuss these two investments in terms of their arithmetic mean rates of return, standard deviation, and coefficient of variation.

c. Compute the geometric mean rate of return for each of these investments. Compare the arithmetic mean return and geometric mean return for each investment and discuss this difference between mean returns as related to the standard deviation of each series.
