
University of Ruhuna

2016/2017 Academic Year Master ofArts in Economics

2nd semester Examination - June 2018

MAE 5202 - FinanciaI Economics

(This paper contain 6 question departed into part A and B. Select any two (02) questions

from each part and answer four (041 question only.)

Using scienti宜c calculators are allowed.

Relevant valuation tables are a請ached.

Ti血e: 3 Hours

PartA

What do you mean by tem structune of interest rates?

(05 ma庇s)

Using market segmentation theory explain why血e interest rate paid on one

year fixed deposit is usually higher血an血at ofthree months fixed deposit.

(05 mar畦)

(iii) According to Markowitz Portfolio Theory, explain why not all combinations

Of assets are on毎e餌ciency frontier・・

(05m狐的

書　　02. (i) Itis saidthatportfolio risk canbe minimized by selecting WM stocks. Using

a hypothetical example show risk ofWM stocks are lower than the risk ofWW

StOCks or MM stocks.

(05 m紺ks)

(ii) Define financial derivatives and describe two types of derivatives wi血

examples.

(05 m狐ks)

(iii) Explain how inflation affects the Security Market Line (SML) in CAPM

model.

(05 m紬ks)

(i).短Ratio analysis based on balance sheet and Profit & loss account is only a

guide. In decision making, COrmOn SenSe Will help more than computers・,.

Justify this statement with suitable examples.

(08 ma血s)

(ii). Using hypothetical numbers, Show how to compute weighed average cost of

Capital (WACC) and how WACC is used to select investment prQjects in

COmbination wi血inves血ent oppo血nity schedule (IOC)

(07 m紬ks)
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PartB

O4. (i).　Define the financial markets and discuss their t血ee m亘ior economic functions.

(04 m紺ks)

(ii). List the Key properties offinancial assets.

(03 marks)

(iii). Explain血e tems “asymmetric infomation, adverse selection and moral

hazard,, by emphasizing血e interrelationship anong them.

(05 m紬ks)

(iv)・ Explain how the default risk is minimized by the financial intemediaries.

(03 m紺ks)

05・ (i)・　Specify the fomula for valuing the present value ofa stream ofsemi - amual

CaSh flows expected over a t血ee - year Period (consider血e bond for your

answer).

(03ma血s)　-

(ii). State and briefly explain the two components ofthe total rate ofretum ofa q

bond.

(02 m紺的

(iii). A bond has face value ofRs. 1000 wi血time to maturity eight years from now.

The rate ofrehm ofthe bond now is lO%.

(a)　What is the price ofthis bond today, ifit pays no coupons?　　　　　　g

(01 ma庇)　　ち

ぎ∃

(b)　Calculate血e in宙nsic value ofthis bond ifit pays amual coupons of

10%.

(01m紬k)

(c)　Compute the price ofa bond today ifitpays 6% coupon rate amually.

(01m狐k)　章
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(iv) Union Star caporations埋・ 1000 value ofbond pay interest on January 15

and July 15 and血ey will mature on July 15・ 2022. Their coupon rate is lO%.

Because of the risk characteristics of bond’yOu require a retum of 12%

amua11y on this bond.

(a) Using the infomation given above, fix血e cash flow timeline for Union

Star bond.

(03 m甜ks)

(b) Howmuch shouldyoupay foraRs. 1000 bond onJuly 16, 2018?
(04 m狐ks)

06. (i). Distinguishbetween the bu11 market andbear market.
(03 m狐ks)

(ii). I11ustrate and explain the valuation model for a constant groWth stock using a

hypothetical example.

(03皿狐的

(iii). What are血e two elements止血e expected retums of a constant growih stocks?

Explain briefly your answer uS血g血e equation for expected rate of retun for

common stocks.

(03 m祉ks)

(iv). Consider血e valuation of a common stocks ofHi111ake corporation that has a

c皿e血dividend ofRs. 1.80 per share. Dividends are expected to grow at a

rate of 1 5% ftI誼e next five years. Following血at, the dividends are expected

to grow at a rate of lO% fo∬ five years. After ten years the dividends are

expected to decrease each year at a rate of 5% per year膏rever. Stockholder’s

required rate ofretum is lO%・

compute血e in血sic value of血e Hilllake Corporations’stock.

@@@@@@@@

(06 ma血s)
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「
CumuIative p「ese軸value of $1 pe「 amum, Receivab-e o「 PayabIe at the end of each yea「 fo「 n

y。a。S半

7%　　　8%　　　9%

5.537　5.328　5.132　4創6　4・772　4・607　4・451　4・303　4・163　4・031

5.889　5.650　5.426　5"216　5・019　4・833　4・659　4・494　4"339　4・192

6.207　5.938　5.687　5.453　5・2紳　5・029　4・836　4・656　4・486　4・327

6.492　6,1糾　5.918　5.660　5・4之1　5・197　4・988　7・793　4・611　4"439

6.750　6.424　6.122　5.脇2　5・5鈎　5・342　5・118　4・910　4・715　4・533

6.982　6.628　6.302　6.002　5・了24　5・468　5・229　5・008　4・802　4"611

7.191　6.811　6,462　6・142　5・餌7　5・575　5・324　5・092　4・8了6　4・675

7.379　6.974　6.6的　6.265　5・954　5・668　5・405　5・162　4・938　4・730

籍　認　諾　鰐　謹　認　諾　瀦　認　籍

〇、



PRESENT VALUE TABLE

p「。Sent Value of $1 , that is (+ r)‾n whe「e r = inte「est rate; n = numbe「 of pefrods untiI

Payment O「 「eCeipt.

Pもれods (n) �Interestrates(r) 

1%　　2%　　3%　　4%　　5%　　6%　　7%　　8%　　9%　10% 

1 �0.990　0.980　0.971　0.962　0.952　0.紳3　0・935　0・926　0・91了　0・909 

2 �0 0 0 0 0 0 0 0 0 �80　　0. �961　　0 �943　　0. �925　　0 �90了　　0.890　　0, ��873　　0 �857　　0. �42　　0 �8之6’ 
・3 ��71　　0 �942　　0 �915　　0. �889　　0 �64　　0,840　　0 ��816　　0 �794　　0 �7了2　　0 �51 

4 ��961　　0 �924“0 �888　　0 �855　　0. �23　　0.792　　0 ��763　　0 �735　　0 �708　　0 �683 

5 ��51　　0 �906　　0 �863　　0 �822　　0 �784　　0.747　　0 ��713　　0 �681　　0 �50　　0 �621 

6 ��942　　0 �888　　0 �837　　0 �790　　0 �746　　0705　　0 ��666　　0 �630　　0 �596　　0 �既的 513 

7 ��33　　0 �871　　0 �813　　0 �760　　0 �711　0.665　　0 ��623　　0 �583　　0 �547　　0 
’8 ��923　　0 �853　-　0 �789　　0 �731・0 �677　　0 �627　0 　0 �582　0 544　0 �540Q,0 500.0 �502　0 460　0 �467 424 

∴9 鼻0 ��914 905・ �837　0 820 �766　0 744　0 �703　0 676　0 �645　0 614　0 �592 558　0 �508　　0 �463　・0 �422・　0 �386 

11“ ��896 �804 �722　　0 �650 �585　　0 �527　0 97　0 �475　臆0 444　0 �429　0 397　0 �388 356 �350 319 

12 13 ��887 879 �.788　0 .773　0 �7010 6810 �625 601 �557　0 530　0 �4 469　∴0 �415　　0 �368　　0 �326 �290 

14 ��870 �.758 �661　　0 �57了 �505　　0 �44之 �388 �340　　0 �299 �263 

15 ��861 �.743 �642 �555 �481　0 �417 �362　　0 �.315　　0 �275 �.239 

16 ��853 �.728 �623 �.534 �458　　0 �394 �339 �・292 �252 �.218 

17 ��.844 �.714 �605 �.513 �436・　0 �.371 �.317　　0之70　　0 ��.231 �.198 

18 ��.836 �.700 �.587 �.494 �416　　0 �.350 �.296　　0.250　　0 ��.212 �.180 

19 ��828 �.686 �.570 �.475 �_396　　0 �.331 �.277　　0.232 ��194 �.164 

20 ��820 �.673 �.554 �456 �37了 �31之 �258　　0.215 ��1了8 �149 

Periods (n) �I �����nterestrates(力 

11%　12%　13%　14%　15%　16%　1了%　18%　19%　　20% 

1 �0.901　0.893　0.的5　0.877　0.870　0・862　0・855　0・847　0・的0　0・翰3 

2 �0 0 0 0 0 0 ○ ○ 0 0 0 0 0 0 0 0 0 0 �812　　0 �797　　0 �783　　0 �了69　　0 �756　　0 �743　　0 �731　　0 �718　　0 �706　　0 �694・ 

3 ��731　　0 �712　　0 �693　　0 �675　　0 �658　　0 �641　　0 �624　　0 �609　　0 �593　　0 �579 

4 ��659　　0 �636　　0 �613　　0 �592　　0 �572　　0 �55之　　0 �534　　0 �516　　0. �99　　0 �82 

5 ��593　　0 �567　　0 �503　　0 �519　　0. �497　　0 �476.0 �456　　0 �437　　0 �19　　0. �02 

6 ��535　　0 �50了　　0 �480　　0 �456　　0 �432　　0 �410　　0 �390　　0 �370　　0 �52　　0 �35 

7 ��482　　0 �452　　0 �425　　0 �400　　0 �376　　0 �354　　0 �333　　0 �314　　0 �296　　0 �279 

8 ��434　　0 �404 �376　　0 �351　　0 �327　　0 �305 �285　　0 �266　　0 �249　　0 �233 

9 ��391　　0 �361　0 �333　　0 �写08　　0 �284　　0 �263・ �243　　0 �225　　0 �209　　0 �94 

10 ��352　　0 �322 �295 �270　　0 �247　　0 �227 �208　　0 �191　　0 �了6　　0 �62 

11 ��317　　0 �287 �261 �237　　0 �215　　0 �95　　0 �178　　0 �162　　0 �48　　0 �35 

12 ��286 �25了 �.之31 �208 �187　　0 �68　　0 �152　　0 �137　　0 �24 �12 

13 ��258 �229 �.之04　　0 �182　　0 �163 �145 �130　　0 �116　　0 �04 �093 

14 ��232 �.205　　0 �181　0 �160　　0 �141 �125　　0 �111　0 �099　　0 �q88 �078 

-　15 ��209　　0 �183　　0 �160 �1、40.0 �123 �108 �o95 �084　　0 �079　　0 �065 

16 ��.1“88　　0 �163　　0 �141○○ �123 �107 �093 �.081. �.071　　0 �062 �054・ 

17 ��.170　　0 �146　　0 �125　　0 �108 �.093 �.080 9 �069　0 059　0 �060 051 �052 044 �045 038 

18 19・ ��.153 .138 �.130 .116 �.111 .098 �.095 .083 �,081 .070 �.06 .060、 �.051 �043 �.03了 �031 

20 ��.124 �.104 �.087 �073 �061 �051 �043 �037 �031 �026 

(∋


