Additional Problems

Chapter 5

Three Additional Problems

Chapter 5

1) You believe interest rates will soon fall.

a. Would you rather own a five-year, 8 percent coupon, fixed-rate bond or an equivalent-risk, five-year, floating-rate bond currently paying 8 percent interest?

b. Would your answer to (a) change if you were contemplating issuing a bond rather than owning one? If so, how?

c. Would your answer to (a) change if as an investor you believed interest rates would soon rise? If so, why?

1) a. I would rather own a fixed-rate bond because the interest income I receive from a floating-rate bond will fall as interest rates decline. Equivalently, the market value of the fixed-rate bond will rise as rates fall, but that of the floating-rate bond will not. (This presumes the fixed-rate bond is not callable.)

b. My answer would change. I would rather issue a floating-rate bond now because future interest payments will fall as rates decline.

c. My answer would change. As an investor, I would want to hold a floating-rate bond because interest income will rise as interest rates rise. Equivalently, the price of the fixed-income bond will fall as rates rise, while that of the floating-rate bond will not.

2) You bought a yen-denominated corporate bond at the beginning of the year for ¥100,000. The bond paid 3 percent annual interest and was trading for ¥110,000 at year-end. The exchange rate was $1 = ¥100 at the beginning of the year and $1 = ¥122 at year-end.

a. What holding period return, measured in yen, did you earn on the bond?

b. What was your U.S. dollar holding period return on the bond?

c. Suppose the exchange rate at the end of the year was $1 = ¥97 instead. What would be your U.S. dollar holding return on the bond.

2) a. The holding period return in yen was 13 percent ([3%*100,000 + 10,000 ]/100,000).

b. You paid $1,000 for the bond (¥100,000/100). At the end of the year, you had interest income and a yen bond worth a total of  $926.23 (¥113,000/122). Your dollar return was –7.38 percent ([$926.23 - $1,000]/$1,000).  Another way to find the dollar return is to use the following equation,
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c. The U.S. dollar holding period return would be ($1,164.95 - $1,000)/$1,000 = 16.49%.  Alternatively,


[image: image4.wmf]

 EMBED Equation.3  [image: image5.wmf](

)

(

)

÷

÷

ø

ö

ç

ç

è

æ

-

+

+

=

+

100

1

100

1

97

1

1

13

.

0

1

1649

.

0

1


3) At the end fiscal year 2001, Tektronix, Inc.’s stock price was $30.75. A year later it was $34.88. Per share dividends over the year were $0.55, while earnings per share were $1.33. 

a. What rate of return did the common stock owners earn in fiscal year 2002?

b. What was the dividend yield? What was the percentage change in the share price?

c. What portion of the return earned by shareholders was received in the form of dividends and what proportion was in the form of share price appreciation?

3) a. Rate of return = ((34.88 + 0.55) – 30.75)/30.75 = 15.22%

b. Of this amount 0.55/30.75 = 1.79% was dividend yield and 4.13/30.75 = 13.43% was percentage change in share price.

c. 1.79/15.22 = 11.76% of the return was contributed by the dividend yield and 13.43/15.22 = 88.23% was from share price appreciation.
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