Whitman College

Econ 358

Final Exam

December 11, 2008

Write all answers in your blue book.  Show all of your work.  The exam ends at 2:25.

1. (5pts)  List the four functions of financial markets described in class.

2.  (5pts)  Consider a world with no uncertainty.  Suppose the market interest rate is 5%.  Consider a level coupon bond that matures 10 years from now and has a face value of $20,000.  The bond makes 10 annual coupon payments of $1,000, starting next year.  What is the price of this bond in equilibrium?

3.  A firm is considering two mutually exclusive investment projects with the costs and benefits shown below.  

(a)  (5pts)  At what market interest rate would the firm be indifferent between accepting Project I or Project II?  

(b)  (5pts)  The firm would undertake Project I if the market interest rate lies within what range?

	Project I
	
	Project II

	Period
	Benefits
	Costs
	
	Period
	Benefits
	Costs

	0
	$0
	$40
	
	0
	$1000
	$0

	1
	0
	0
	
	1
	0
	0

	2
	50
	0
	
	2
	0
	1010


4.  Before the current subprime mortgage crisis, the lending standards for granting home mortgages in the United States were fairly high.  For instance, lenders would generally not grant mortgages to applicants whose debt payments would take more than one-third of their income.  

Until the 1970’s, the typical home mortgage was a 20-year loan.  So that borrowers could afford to buy more expensive houses, lenders started offering 30-year mortgages.  Consider a hypothetical borrower with an annual income of $30,000.  Suppose home mortgage rates are 8%.  

(a)  (10pts)  How much could this person borrow if she took out a 20 year mortgage with an annual payment that was one-third of her income?

(b)  (5pts)  How much could she borrow if she took out a 30 year mortgage with an annual payment that was one-third of her income? 

One of the contributing factors to the current subprime crisis was that lenders relaxed the limit on the percentage of income that mortgage borrowers devoted to debt payments.  

(c)  (5pts)  How much could this person borrow if she took out a 30 year mortgage with an annual payment that was one-half of her income?

5.  Suppose the Capital Asset Pricing Model assumptions hold.  The expected return on the market portfolio is 10%.  The risk-free rate of return is 4%.  The variance of the market portfolio is 0.04.  Consider the following securities.

	Security
	Standard deviation
	Covariance with the market portfolio

	A
	0.02
	0.007

	B
	0.04
	0.004

	C
	0.10
	0.006

	D
	0.06
	0.008


(a)  (5pts)  Which of these securities has the highest expected return?  

(b)  (5pts)  What is the expected return on that security?

(c)  (5pts)  How much of the expected return on that security is compensation for risk?

6.  A company, Showtime, has 100,000 outstanding shares of stock and earns with certainty after-tax profits of $210,000 each period.  The market interest rate is 10%.  

Showtime is privately considering undertaking an investment project. The project would require spending $100,000 next year and would provide benefits of $50,000 the year after, and $70,000 the year after that. Those who know about the potential project have been instructed by management to keep that information confidential.

(a)  (15pts)  Suppose that the strong form of the Efficient Markets Hypothesis holds.  What is the current price of a share of the firm’s stock?  Explain your reasoning.

(b)  (15pts)  Suppose that the semi-strong form of the Efficient Markets Hypothesis holds, but the strong form does not.  What is the current price of a share of the firm’s stock?  Explain your reasoning.  

7.  (15pts)  A proposition is a statement that if certain assumptions hold, then a particular conclusion follows.  

State Modigliani-Miller Proposition II.  Define any notation that you use.
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