APPLIED
CORPORATE
FINANCE

Fourth Edition
Summarisation
Finn3300 s &l &ilal) 50y (flwa gaudli

Lj.a :.4.-0‘;\930 a..’

m il B |
|

ODENTS-HUBcom Optoaded By anonymous



FINN3300 Chapter 3 (sl A g

The Basics of Risk
Chapter 3

e A good model for risk and return provides us with the tools to measure the risk
in any investment and uses that risk measure to come up with the appropriate
expected return on that investment .

b 13 e Culiall g giall xilall ) S gea sl 138 laladl)

¢ risk in an equity investment has to be perceived through the eyes of investors in the
firm. investors have different perspectives and as a result risk has to be rescued from
the perspective or of the marginal investor .
Sl 5 O paionall A58l o palisall Cpef OMA (e gl 8 Jlaiiny) i Shlad) ) kil csy e
el il i cyn Sl 3] iy i At Adie

e Marginal investor : The investor most likely to be trading the stock at any
time.

5 o (B ageadl gy o Ylaia) Y aiinal) 3 piialgd) palicaal) @

¢ characteristics of a good risk and return model :

1) It should come up with a measure of risk that applies to all assets.
) mea o gadany Hllaall e b of s

2) It should delineate what types of risk are rewarded and what are not.
el ) Y ey LealilSae iy il lalaall i aass o oy
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3) It should come up with standardized risk measures, i.e., an investor
presented with a risk mea- sure for an individual asset should be able to draw
conclusions about whether the asset is an above-average or below-average
risk.

ui%éd)ﬂ\d&%}hﬁwwem%gﬂ\)m‘uigi‘ahy%&wbmé;uiu;g
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4) It should translate the measure of risk into a rate of return that the investor
should demand as compensation for bearing the risk.

Jand (e 5S4y Allaal) aiadl) e aag vile Jane ) halaal Gubiie aa i o o
bl
5) It should work well not only at explaining past returns, but also in predicting
future expected returns.

Aliall 20l gl a8 g5 8 Uil (815 ¢ AR 20 gadl = 5 A dadh Gl s (S Jand O oy (©
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v' Total risk = diversifable + non diversifable risk
it can be controlled it can’t be controlled

* EQUITY RISK AND EXPECTED RETURNS :
=>» Returns cannot be observed while prices can.
ol Adaada (S ey 2l sal) e Koy Y €=
i. Measuring risk:

Expected return: the rate of return that investors expect to make over a time horizon

that they will hold the asset.
(a4 o shading e ) (381 JDA 488a () 5 saiveall @8 g3y 53 Dilal) Jasa 128 gial) ilal)

Actual return: The rate of return that investors actually make over the holding period.
(It may be different from the expected return).
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+» Calculating standard deviation using historical returns:

Pt = price at the end 4l & jaud)
Pt-1 = price at the beginning 4l & =l
D = Dividends zL! .

¢ any statistical distribution has for moments :
mean .

Variance/standard deviation .

Skewness .

Kurtosis .

+* for normal distribution :
1. Skewness =0 —> equal tails .
2. Kurtosis = 3 —> how far the tails are .

3. Mean —> expected return .

4. Semi Variance —> measure of risk .

Sample Variance = the sum of (r —r bar)*2/(n-1) .
Standard deviation = The square root of the variance.

Annualized average return = (1.r bar )~12—1 .

Annualized standard deviation = SD * root of 12 .

Chapter 3 (sl A g

Return = Pt - Pt-1 + D/ Pt-1

excess kurtosis = 3 —kurtosis=3-3=0.

semi variance = sum of (r-r bar)*2/n.
R= we will returns that are below the average r bar
N = number of observations that are below average return.

Semivarmiance only considers downside risk while the variance returns
considers both upside and downside risks.

If returns were normally distributed then :variance = .Semivariance
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“*Components of Risk: 5_khlial) &b sSa

1) Firm specific risk = diversifable risk
L Ae glia Hhalia € A8 Hallaaaa Hhlaa ()

A) Project risk: estimated cashflows may not equal the actual Cashflows,
because of the misestimation.

el Uall oy ¢ Aladl) A0l Bl (g sboc Y 08 5 el Apiil) i) ;g g pdiall yhlda (1
=>This risk may be diversified away if the firm invests in a number of projects.

L gt e dae (B AS 5l & it 1) Tyl 02 ¢ g €

B) competitive risk: where by earnings and cash flows on a project are affected
positively of negatively by the competitor's actions.
Lol cle) yaly Gla g g pdial) e dyaiall il 5 ~ L Y1 il Caa sdandlill) Jhldad) (@

=> This risk can be diversified away if : 13l s padll 138 5 68 (Say

1) the firm invests Its competitors . Ledlia ot 4S H4l)
2) the stockholders of the firm hold stocks in competitor's firm.
Adlia AS ji 8 agaly 4,80 8 () sealisall Ladia,

C) Industry specific Risk : Includes legal risks, technological risk, and commodity
prices .
el el g a1 S lalaall 5 A gilE) hlaall Jadi y shasaal) dslial) jhlia (z
=>» This risk can be diversified away if stockholders invest in different industries.
Adlis e cleliia b () gealoall aind 13] 1y Hhlaa) oda 55 Sy €
D) International risk: Includes political risk and currency exchange risk .

i aall G e ey daubad) HLlaall Jai sdgl gall il (2

=>» It can be reduced by investing across countries. But sometimes political risk
is correlated across cookies and it cannot be diversified away
e Aol halaall dag 5 el g 8 ST Gl e LY A (e el (K €
S Leay 535 Sy W g Lalii )Y iy e il
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2) Market risk =» Non-diversifable risk.
Ac siia e Hhlie € (Gl jhlaa 2

Market cannot be diversified away. I (5 sl a 53 Sy ¥

=» Example:
1. change in macroeconomic variables. (SN B G paria A )
2. change in investors' risk preference =» inverters becoming more averse
=>» more risky investments will lose value.
Gl Hlaiiny) 2edie €= \Jp)ﬁ\u}ﬁw\@a-a)kwww\@@)ﬁd\ <«
Aeiad s ) sha SV

e changes in macroeconomic factors that affect the companies such as :

1) inflation. . aail

2) Interest rate changes. .53l jau s
3) Risk preferences of investors. . (s <iiuall 3 jlalaall i ads
4) Economic growth . . abaidy! saill

e We usually measure risk from the perspective of the marginal investor.

_‘;.LL@J\ yatiall slate (e HhlAall Gusizale a3 @

e Marginal investor: the investor who is most likely to be found trading on the
stock at any given point of time.

Aane g ol gl 3 Jglsadde el S o s all (e oA el delgd) jaiadd) e

% Identifying the the marginal investor: (~Suledl aiivall a3

1. Break down the percent of the firm's stocks held by individuals, institutions
and insiders.

(ordlaall 5 il all g a1 00 AS slaall 4S 3l agul 4 siall Al AL
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2. If the firm has small institutional holdings but substantial holdings by wealthy
individuals then the marginal investors would be an individual inverter with a
significant equity stake.

OS¢ sl Y10 A1 U8 e S STien 8155y A e c\STiea S Al 2] S 1)
) 35S Hany o 8 Ule () sitalgll ()5 peianal

3. If the firm has significant institutional holding and Small insider holdings
then the marginal investor. would be an institutional investor.

,‘;aAL@J\ atiual) Gl ¢ JAlAl e B e GlSTiaa 53 S A pe ) s Lal AS AT cnilS )

L 3a paiiien () s

4. If the firm has significant institutional holdings and large insider holdings
then. the marginal investor would also be an institutional investor (The
insider would not be found trading on the stock)

fale]) eioadll 30 JRI (e 8 S cliiiia o 5 S A e Ciliiiia Leal AS 80 calS 13
(pend) o Jslaiy 585 allaall e giall oy () Gons o | ionn Wil () 5Som

+» identifying the marginal investor : (<ulgd) afieual) Baas

it may be institution or individuals or insiders . cslhae sl 3l 5l 5l A o) S5 58

stocks held by institution stocks held by insiders Marginal investor
A sall Ly Jagiag ) aguy) Csrllaall Ly adiay 1) agu) iala jafiia
High Low=> Institution investors
High High = Institution investors
Low High = ( by the funder ) =>it is hard to tell:
1)it could be insiders if they
trade.
2)if not trading it could be
individual investor .
Low Low = wealthy individual investors
The end ¥
|Page?
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Question one :

The following table lists the stock prices for Microsoft from 1989 to 1998.
The company did not pay any dividends during the period:

Chapter 3

Question on chapter 3

Year

Price

1989

$1.20

1990

$2.09

1991

$4.64

1992

$5.34

1993

$5.05

1994

$7.64

1995

$10.97

1996

$20.66

1997

$32.31

1998

$69.34

A. Estimate the average annual return you would have made on your investment.

B. Estimate the standard deviation and variance in annual returns.
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= Answer:

Gl )+ ealadl dlall pa Al el ¢ g giad) dilal) Sy A6V 8 ghdd) o
. alall alad) mw Al (e

A. P?R=Pt—Pt1+D/Pr1€
= R1990=2.09-1.20=74.17% , r1991,r1992, ... cisul J< ailal) oy Jasi o

Year Price égtnuliil
1989 $1.20

$2.09 74.17%

$4.64 122.01%

$5.34 15..09%

$5.05 Nl

$7.64 51.29%

$10.97 43.59%

$20.66 88.33%

$32.31 26.39%

$69.34 114.61%

-\-'Zﬂi;-‘ > 560.06

S A el i giad) aae o (5 siad) Ailad) Jara andi (r-bar) Sl ASK 5 ghadld) o
% Average price = total annual return/ number of years
% Average Price =560.06% / 9 = 62.23% => R-bar = 0.6223
@ 058 D(1+r bar )M2 -1€ =(1+0.6223 )72 -1 = 33,31

|Page9
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B. Variance = (r—rbar)A2 (sl A (e v a8 J5Y1 5 ghadl)

V 1990 =(0.74.17 - 0.6223)72 =0.0143. . <lsiadl JS! v s

V 1991 =(1.2201 - 0.6223)"2=0.3574 , 1992, 1993, ... 1998.

Year Price égtnuuril (R-r bar)*2
1989 $1.20

$2.09 74.17% 0.0143

$4.64 122.01% 0.3574

$5.34 15.09% 0.2222

$5.05 -5.43% 0.4577

$7.64 51.29% 0.0120

$10.97 43.59% 0.0347

$20.66 88.33% 0.0682

$32.31 56.39% 0.0034

$69.34 114.61% 0.2744

Average > 560.03% 1.4443

Aal g 7kl Al il giad) ade Jara o (s U1 andl 400D 3 gladd) o

A. Variance = sum of (R- R-bar) / (n-1)
< Variance = 1.4443/ (9-1) = 0.1805

L oebsWD Dia MU Lid D alagy AN 5 ghadl) o

< Standard deviation = root 0.1805 = 0.4248

good attempt'
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Question two :

The following table lists the stock prices for Paltel from August 2021 to
December 2021. The company did not pay any dividends during the period.

Month year 2021 Price
August $1.2
September $2.09
October $4.64
November $5.34
December $6.02

a. Estimate the average monthly return. (3 marks)

b. Convert the average monthly return calculated in part a to annual value.
(2 marks)

c. Estimate the standard deviation in monthly returns. (3 marks)

d. Convert the standard deviation calculated in part ¢ to annual value. (2
marks)

e. Estimate the semi-variance.
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=» Answer:

A. > R=Pt—Pt-1+ D/ Pt-1 €
= Rs=2.09-1.2=0.74% , r1991,r1992, ...

Annual
Month Price return (R) (R-R-bar) (R-R-bar
)2
A $1.20
0,74 0.19 0.03
S $2.09
1.22 0.67 0.44
O $4.64
-04
N $5.34
-04
D $6.02 e
Average = 2.23 0.81

A) Average monthly =2.23/4=0.55 € R-bar.

B) Annual = (1+0.55)*12 -1 =191.30

C) Standard deviation =» variance = (R — R-bar)*2 / n-1
Variance = 8.81/ 4-1=0.27

= SD =v0.27 =0.519
D) SD * root v12 = 0.519 * v1.793

E) Semi-variance = (R—R-bar)~/ 2

Semi-variance = /2 =01
good attempt$
|Pagel2
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Problem and Solutions chapter 3

Year Price Annual Return
1989 1.2
1990 2.09 0.741667
1991 4.64 1.220096
1992 5.34 0.150862
1993 5.05 -0.05431
1994 7.64 0.512871
1995 10.97 0.435864
1996 20.66 0.883318
1997 32.31 0.563892
1998 69.34 1.146085
Average 0.622261

a. The average annual returnis 62.23% .

b. The standard deviation is 42.49% .

c. No. The firm is changing its business mix, is under increasing assault for
monopolistic practices and is accumulating cash. | would expect all of

these factors to change its risk profile.
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Year

1989
1990
1991
1992
1993
1994
1995
1996
1997
1998

Chapter 3

Price Dividends Return

36.1
33.6
37.8.
30.9
26.8
24.8
31.6
28.5
24.25
35.6
Average
Std

Variance

3

23
1.6
1.6
1.6
1.6
1.6
1.6

1.39%
21.43%
-12.17%
-8.09%
-1.49%
33.87%
-4.75%
-9.30%
53.40%
8.25%

22.84%

0.0521

A. The average annual return is 8.25% .

B. The standard deviation is 22.84%, and the variance is 0.0521 .

C. I would not expect the same variance and standard deviation of returns

because utilities have become much more deregulated today and face a lot of

competition.
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Quizzes on chapter 3
Quiz 1

Question one: (6 marks)

The following table lists the stock prices for Microsoft from 2017-2022. The

company did not pay any dividends during the period.

Year Price
2017 1.2
2018 2.09
2019 4.64
2020 5.34
2021 5.05
2022 7.64

a. Estimate the average annual return you would have made on your investment.

b. Estimate the standard deviation in annual returns.

Question tow: (4 marks)

List and describe the sources of risk

Good luck¥y
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Quiz 2

Question one: (7 marks)

The following table lists the stock prices for Microsoft from 2017-2022. The
company did not pay any dividends during the period.

Year Price Dividends
2017 35.1 2
2018 32.6 2
2019 36.8 2
2020 29.9 1
2021 25.8 1
2022 23.8 1

a. Estimate the average annual return you would have made on your investment.
b. Estimate the standard deviation in annual returns.

Question tow: (3 marks)

who is marginal investor .
% The investor most likely to be trading the stock at any time.

Good luck¥y
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Chapter 3

Quiz 3

The following table lists the stock prices for APIC from August 2021 to
December 2021

Month year 2021 Price Dividends

August $24.6 s1

September $26 $1.2

October $28.3 s1

November $30.5 s1

December $32.3 $1.3

a. Estimate the monthly return. (4 marks)

b. Estimate the average monthly return (2 marks)
c. Estimate the variance and the standard deviation in monthly returns.

(4marks).

Good luck¥y
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