SOA Exam 6

Section B

Answers

1) What’s the difference between short selling and buying on margin? (Investments – Pages 88-91) 

· Short selling:  investor borrows securities from brokers and sell them; the cash proceeds are kept in escrow by the broker; the investor is usually required to deposit additional cash or securities as margin (collateral)

· Buying on margin:  investor borrows money from broker to buy more securities; the investor will get a margin call if the equity in the margin account fall below the required maintenance level

2) What is the efficient frontier and how is it identified? (Investments – Pages 224-236)

· The efficient frontier is the graphical representation of a set of portfolios that maximize expected return for each level of risk

· The efficient frontier is identified by first establishing estimates for the asset expected returns and the covariance matrix; this is input for an optimization program, which produces investment proportions, expected returns, and standard deviations of the portfolios on the efficient frontier

3) What are the assumptions used in the CAPM (Capital Asset Pricing Model) (Investment – Page 264)

· Security markets are large and investors are price takers

· There are no taxes or transaction costs

· All risky assets are publicly traded

· Investors borrow and lend at a fixed risk-free rate

· All investors are mean-variance optimizers

· All investors have identical holding period

· All investors have homogenous expectations

4) What are the 3 forms of the Efficiency Market Hypothesis? (Investments – Pages 342-343)

· Weak (all info in past stock prices reflected in current prices), semi-strong (all publicly available info is already reflected), and strong (all info reflected)

5) What are some market anomalies (that contradict the Efficiency Market Hypothesis)? (Investments – Pages 359-363)

· The P/E effect, the small-firm-in-January effect, the neglected firm effect, post-earnings-announcement price drift, the reverse effect, and the book-to-market effect

6) What are bond features that affect interest rate risk? (HBFIS – Pages 93-94)

· Maturity (longer(more sensitive), coupon rate (lower(more sensitive), and embedded options

7) What’s the difference between modified duration and effective duration? (HBFIS – Pages 106-107)

· Modified duration: not option-adjusted; effective duration: option-adjusted

8) What are the factors that affect risk premium? (HBFIS – Pages 132-136)

· 6 factors that affect risk premium: (1) types of issuers, (2) perceived creditworthiness of issuer, (3) term-to-maturity, (4) inclusion of options, (5) taxability of interest, (6) expected liquidity

9) What are the theories that explain the shapes of the yield curve? (HBFIS – Pages 149-153)

· Expectation theory (pure expectation theory, liquidity premium theory, preferred habitat theory) and market segmentation theory

10) Define spot rate, forward rate, short rate, and YTM (Yield-To-Maturity). (VISFI – Pages 2-8)

· Spot rate: interest earned on an investment made today, which will be repaid in a lump-sum with interest on a specified future rate

· Forward rate: single-period rate, which can be solved from the spot rates

· Short rate: future short-term rates of interest that might arise over time

· YTM: weighted average of spot rates of interest, where the weight depends on the pattern of CFs

11) Compare CAPM and APT (Arbitrage Pricing Theory) Model. (Investments – Chapters 9 & 11)

	CAPM
	APT

	Market portfolio (unobservable)
	Well-diversified portfolio (observable)

	Risk-Return Theory
	No-Arbitrage Theory

	Requires many investors to make changes in order to affect prices
	Requires only a small number of investors to affect prices

	Beta-Price relationship holds for all individual securities
	Beta-Price relationship holds for all but a small number of individual securities


12) What are the advantages/disadvantages of using index models? (Investments – Chapter 10)

· Advantages:

· Drastically reduces the necessary inputs in the Markowitz portfolio selection procedure

· Aids in specialization of labor in security analysis

· Uses actual (observable) returns instead of CAPM’s (unobservable) expected returns

· Disadvantages

· Oversimplified model

· Firm-specific components are correlated for some companies

13) What are the advantages/disadvantages of international investing? (Investments – Chapter 25)

· Advantages:

· Portfolio diversification

· Currency risk can be hedged using forward or futures contracts

· Many available instruments for international investing

· Disadvantages:

· Exchange risk

· Political risk

· Transaction costs

· Timely information problem

· Different accounting practices

· Liquidity problems (in some countries)

