1. a) 

Expected Value = 0.2 ($1000)(1+30%) + 0.7(1000)(1+12%) + 0.1(1000)(1-15%)

= $1129 

Expected Return = 0.2(30%) + 0.7(12%) + 0.7(12%) + 0.1(-15%) 

=12.9%
b) Standard Deviation = √ 0.2(30 – 12.9%)2+ 0.7( 12-12.9%)2 + 0.1(-15-12.9%)2= 11.7%
c) risk free return is 12.9% - 7%= 5.9%
2. They eliminate risk through diversification. The more insurance policy holders, the less the business gets risky. It’s an idiosyncratic risk where the concept of “putting all eggs in one basket” is not a venture to follow. When you have diversification, it means that the insurance company will bear many risks for many drivers, but it’s better than having one or two customers. Rather it’s many customers so the risk has spread and if one customer claims insurance, the insurance company still has its other customers who will continue paying.

3. a) Mortgages increase the risk face by homeowners because when homeowners agree to borrowing money from a lender, called leveraging, the house value can go up or down. When paying for mortgage, the down-payment a homeowner takes upon can be affected by the value of the house. If the house value goes down, so will the down-payment and vice versa. So risk increases because of the leveraging process.
b) If down-payment rises from 10 to 50 percent, the homeowner’s risk increases or decreases depending on the value of the house. If the returns are positive or home value increases, the owner will profit more and lose more if the value of the house goes down. It’s more risky now that the leverage is decreased. 

4. VaR is the value of the worst outcome. VaR is a measure of risk that financial institutions find very useful in discussing management and regulations of financial institutions. By restricting the sorts of financial instruments banks can hold, bank managers and financial regulators ensure that financial collapse is an extremely remote possibility, and to do so they employ concept of VaR. 
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If an investor claimed to be indifferent between the 4 investments, he would be classified as risk neutral. If he was a risk-averse investor, we would expect a concave shaped plot/graph.
	
	Scenario 1
	Scenario 2

	Your Investment
	$1,000
	$1,000

	.+ Amount Borrowed
	1000
	2000

	.= Total Invested
	$2,000
	$3,000

	
	
	

	Possible Payoffs
	2800 or 1400
	4200 or 1400

	Net of Repayment
	1800 or 400
	2200 or 800

	
	
	

	Expect Value
	1100 (10%)
	1150 (15%)

	(net of repayment)
	
	

	
	
	

	Standard Deviation
	700 (70%)
	1050 (105%)


5. Leverage ratio = cost of investment / owner’s contribution to purchase

6. (2a) will have a higher yield to maturity because as the price is below $100, the yield to maturity must be above the coupon rate. If you pay $85 for a $100 face value bond, you will receive both the interest payments and the increase in value from $85 to $100.

7. Let’s suppose you pay $100 for the 3 year, 5% coupon bond at par and hold it for 2 years. The interest rate falls to 4% at this time, then:
Holding period Return = $5 / $100 + (104.54 – 100) / 100 = 0.0954

= 9.54 %

8. a) 

b) The greater the inflation risk, the larger the compensation for it will be.

9. a) A new Web site is launched, facilitating the trading of corporate bonds with much more ease than before:


Bond Supply shifts to the right, Bond prices decrease, and interest rates increase.

b) A reduction in expected inflation makes bonds with fixed nominal payments more desirable:

Bond demand shifts to the right, bond prices increases, and interest rates decreases.

i3t = (i1t + ie1t + 1 + ie1t+2) / 3
= (4 + 5 + 6) / 3

= 5 %

10. a) A sequence of three one-year bonds:

i3t = (i1t + ie1t + 1 + ie1t+2) / 3

= (3.5 + 4 + 5) / 3 
= 4.167% x $1000 = $41.67 * 3 = $125
b) A three-year bond:

(1 + i3t) (1 + i3t) = 
1000 * 3.5% + 1000 * 4% + 1000 * 4.5% = 35 + 41.4 + 48.44 = $124.8

c) Two year bond followed by a one-year bond:

Two year bond: 1000 * 3.5% = 35


  1035 * 4% = 41.4
Total = $76.4

One year bond: i2t = (i1t + ie1t + 1) / 2


      = (4 + 5) / 2 = 4.5%

1076.4 * 4.5% = $48.438

Total: 48.438 + 76.4 = $124.8

They all mount to the same amount. Therefore, it would be indifferent to choose any options.
11. Decreased risk increases the demand for the bond at every price, shifting the demand curve to the left from D0 to D1. The result is an incline in the equilibrium price and quantity in the market. The price rises from P0 to P1, so the yield on the bond must decline.

12. d
13. You will be willing to pay more than $1000 for a coupon bond that matures in three years, has a coupon rate of 10% and a face value of $1000 under these conditions:

Bond Rating: A high rating suggests that the bond issuer will have little problems meeting a bond’s payment obligations. 

Security of the Bond: The security of the bond, sometimes unsecured, is measured and analyzed.

Information in The Term Structure of Interest Rates: Long-term bonds are like a composite of a series of short-term bonds, so their yield depends on what people expect to happen in years to come. Like information on the risk structure of interest rates, information on the term structure helps us to forecast general economic conditions.
Information in the Risk Structure of Interest Rates: When the overall growth rate of the economy slows or turns negative, it strains private businesses, increasing the risk that companies will be unable to meet their financial obligations. 
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