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[This question paper contains 8 printed pages.]
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Name of the Paper . Financial Economics
Name of the Course :  Common Pool of DSE
Semester . IV/VI/VII
Duration : 3 Hours Maximum Marks : 90
T ;3 ue Tuife : 90

Instructions for Candidates

1. Write your Roll No. on the top immediately on receipt of this question paper.

2. There are 7 questions in the question paper. Answer any 5 questions.

3. All questions carry equal marks.

4. Answers may be written either in English or Hindi; but the same medium should
be used throughout the paper.
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1. () Anurag is 30 years of age and his salary next year will be Rs. 40,000.

Anurage forecasts that his salary will increase at a steady rate of 5% per
annum until his retirement at age 60.

(a) If the discount rate is 8%, what is the PV of these future salary
payments?

(b) If Mike saves 5% of his salary each year and invests these savings at
an interest rate of 8%, how much will he have saved by age 607
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(c) If Mike plans to spend these savings in even amounts over the
subsequent 20 years, how much can he spend each year?
(3x3=9)

(i) How is Behavioural Finance different from Conventional Finance? (6)

(i) Define accrued interest. What is the relation between quoted price and invoice

price of a corporate bond. 3)
2. (1) (@ The following is the liability of an insurance firm
Year Liabilities

1 0

2 60000
3 80000
4 90000
5 80000
6 120000

Find the Macaulay’s and modified duration of the above liabilities.
(7+2=9)

(b) The Insurance firm wants to immunize the above liabilities using bond
market. To immunize the above liability the insurance firm uses the

following two bonds.

A zero coupon bond with maturity 3 years and a 12 % coupon bearing
bond with maturity 10 years. If the YTM or market rate of interest is
8 percent for both the liabilities and the bonds. Find the amount the
insurance firm needs to invest in the two bonds to immunize the above
liabilities. )]
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3. (i) The following information about three stocks are given

Stocks | Portfolio | Volatility (SD | Correlation with the
Weight of Returns) Market Portfolio

A 0.25 12% 0.4
B 0.35 25% 0.6
0.4 13% 0.5

The volatility of the market portfolio is 10% and it has an expected return
of 8%. The risk-free rate is 3%.

™

(a) Compute the beta and expected return of each stock.

(b) Using your answer from part a, calculate the expected return of the
portfolio.

(c) What is the beta of the portfolio?

(d) Using your answer from part c, calculate the expected return of the

portfolio and verify that it matches your answer to part b.
(4%2=8)

(i) Respond to the following comments :

(a) “The random-walk theory, with its implication that investing in stocks
is like playing roulette, is a powerful indictment of our capital markets.”

(b) “If everyone believes you can make money by charting stock prices,
then price changes won’t be random.” (3+3=6)

(iii) What is the relation between Capital Allocation Line and Capital market
line, Explain using the diagram. ()

4. (i) Using the data in the following table, estimate (a) the average return and
volatility for each stock, (b) the covariance between the stocks, and (c) the
correlation between these two stocks.
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Year | 2007 |2008 {2009 (2010 (2011 2012 |2013 |[2014 {2015 |2016
Stock |-10% |20% |5% 5% | 2% 9% 10% | 4% 8% 7%

Stock |21% | 7% 30% | -3% 8% |25% |8% 10% | -4% 7%

(4x3=12)

(i) The risk-free rate is 3% and the market rate of return is 12%. Find the
expected rate of return for an asset with a beta of 1.5. If a stock is expected
to be worth Rs. 240 in one year and CAPM holds, what should its price be
today? If the actual price is below your calculated value, what can be said
about the asset? 6)

5. (i) What is the idea behind one fund theorem. What are the assumptions for the
theorem? Given the one fund theorem and risk free rate explain the Capital
market line (CML) through diagram. )

(i) What is Security Market Line (SML). What is the role of SML in determining
the price of an asset. )

6. (1 The risk-free rate of interest is 6% and the expected rate of return on the

market is 16%.

(a) A share of stock sells for $50 today. It will pay a dividend of $6 per
share at the end of the year. Its beta is 1.2. What do investors expect
the stock to sell for at the end of the year?

(b) I am buying a firm with an expected perpetual cash flow of $1,000 but
am unsure of its risk. If I think the beta of the firm is .5, when in fact
the beta is really 1, how much more will I offer for the firm than it is

truly worth?

(c) A stock has an expected rate of return of 4%. What is its beta?
(4x2=8)
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(1)) Explain one fund theorem. What are the assumptions underlying the one fund
theorem. Explain the relation between Capital Allocation Line and Capital
Market Line through one fund theorem. (10)

7. (1) What are the three different forms of market efficiency? Explain each form
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and how to detect whether a particular market possesses that level of
efficiency. (10)

(1) There are two stocks A and B who with the following characteristics

Stock Expected Return Risk (SD of Returns)
- A 9% 4%
] B 15% 7%

) e

The coefficient of correlation between returns of A and B is -.3.

If a portfolio of the two is formed with equal weights. What is the return and
risk of the portfolio. Also find the weights where risk is minimised.
(1+3+4=8)
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(%) T TR w0 NeT R e ReT 7 FHifow

(@) a0 2 ¥ Ry MY A IR I Fd, ASHIemn @ st Red 7
TG L
(37) ACHITeRY T e T 27

(T) ¥ ¢ ¥ BT 1Y IO ST H ST T, AChiemn o s Red \
R 3k geia SRR & a8 W b ¥ Ry v e IR ¥ A @ 7
(4x2=8)

(ii) PR RoRe o owR R

(%) “Yeu-dien i, e aed 78 3 7 3 Faw e wae da o
2, TR o0l SR R U Gue SR 217

(@) “aft & A Iz a2 o AR T FRI A0 AE TAR TG FART ST FwA
2, @ FFE ¥ aReatT agRew @l B’ (3+3=6)

(iii) IoN SeesT Y SR oM ISR (@ o el o Weel 37 IR ol STANT hieh GHaArEy|
(4)

4. (i) Pl wieen ¥ 7T 0 siwsl &1 ST T A WY (F) TAE 'id
& Torw sitae wimer Sl SifeRen, (W) Wil & S F89e, 3K (1) 3 2 et
& d gedel

9y 2007 |2008 |2009 |2010 (2011 |[2012 |2013 {2014 |2015 |2016
Td |-10% [20% |5% 5%  |2% 9% 10% | 4% 8% 7%

Tp |21% | 7% 30% |-3% |-8% |[25% |8% 10% |[-4% |7%

(4x3=12)

(i) SR -9 & 3% 7 3R SIOR AEA K 12% 31 15 B el arel qRaqd & g
SRR viteel W G Hifol I fRal R it S g U a8 9 240 T
B S S 7 SR CAPM N[ BIT B, W 3 I9ah Shia o Bl =ieg ¢ afe
Rl I ST BRI Y T e ¥ o B, T UREuT & aR | &1 el
I aehe 87 (6)
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5 (i) v Ffer W = ao fem T 27 56 W 6 i 99 27 g iR e sl
TRE T & Al o@d §Y, NG & M ¥ Tl SR W (o) &t wmen

Hfm (9)
(i) Wi <ToR Yer (vewaee) =B ? e aReaia & iea Fefe 3 vagme it
wfire 27 (9)

6. (i) SR Mo =T W 6% B 3R SR W I0RR e ) 16% B
() ST TS IR 50 SHeR A f9ehar 31 98 a9 & 31 H W IR 6 SR 1 A+aT
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I IF N 87

(@) ¥ v V@ v we @ § e sk weee Aol Wars 1,000 SRR #,
e 2 oS SiRW & SR ¥ Fiftew SFeR S 21 9k w9 e @ R
A T SieT 0.5 B, STefh o @ el 18, @ | W B andias aed o e
Sifrh ST wean ?

(1) o 2R <t R wfwe W 4% 31 TEE ST w87 (4x2=8)
(i) v Ffer W it =men Fikvw) v Bt W & siakike Reig w27 flE

T R WA ¥ IOl JEeT W@ IR Yol SR W & e ded &l e
STl (10)

7. (i) IR e & 0 R w1 B TE ¥ e it 3R 98 TG el
for T fiw 9o & 99 &R St g § A SEi (10)

(i) & IR A IR B ¥ et a5 v 2

WR e wiwe SiRew (wReer =T AR forrerT)
A 9% 4%
B 15% 7%

A ¥R B & widell & & GsEse UiE - 0.3 B

TiE QI VTR T GAFT W el NSl ST I 2, T NS Rifer T WRw I
SRS =T BE? W 6, F WR A HIG Sl iR ed Bl (1+3+4=8)
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