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Question 1 

Stock market is up after the Florida news, which effectively confirmed that Bush is next Mr. President. The upward trend of the market upon the resolution of uncertainty is exactly what most of 614 students expected. 

The best way to address this question is by using the historical data, and compare the current stock market situation with historical stock market reaction on the presidential election news: Bush's victory -- with Bush’s (the Older) victory, and Gore's -- with Clinton's. Nobody formalized this idea directly, but some attempted to use this method of historical analogy.

Question 2 True or false questions

2.1 The modern markets are increasingly volatile because they are more sophisticated.

Modern markets are increasingly volatile: true.

Modern markets are increasingly sophisticated: true.

But 2.1 is False: Market sophistication (i.e. the richer set of financial instruments) does not necessarily lead to the volatility increase. On reverse, more instruments could (and should) lead to increased efficiency, and, therefore, decreased volatility.

2.2 More mature markets, i.e. the markets with higher trading volumes, are more stable, i.e. less volatile.

False. The increase in market volume could be achieved through a) increase in market competition (more traders) or b) increase in the transaction size, or through both simultaneously. 

To simplify, let the trading volume double. Then, if a) is the case, the volatility of the doubled market is (2(, where ( is volatility of the original market. If b) is the case, volatility is simply 2(. Clearly, just increase in the trading volume makes the markets more volatile. Therefore, ceretus parabus, markets with higher trading volumes entail higher risks.

2.3 More mature markets, i.e. the markets with higher trading volumes, are more  profitable.

Short answer: False or neither (profit decreases or is the same). From 2.2, markets with higher trading volumes entail higher risks due to higher volatility. Thus, traders in these markets are worse off compared to the traders in lower trading volume markets (assuming that traders are not completely risk neutral). Expected per trader profit, which is a return on trader’s capital, should not increase. If it does increase, additional entry into this market will drive profits to their original levels.

Longer answer: False. Follows from 2.2. High trading volume could be achieved through a) increase in market competition or b) increase in the size of transactions.

If a), trader’s ability to trade (which is, the transaction size and the number of transactions per unit of time) is unchanged. In this case, the markets with higher trading volumes are more competitive, because the number of traders is higher there. The more competitive the market, the lower per trader (or per firm) profit (a well know fact, which is covered in any basic microeconomics textbook)   

If b), market competition does not change, and per trader expected return should not change  (profit is simply a return on trader’s capital: physical and human). From 2.2, market volatility increases in trading volume.  Therefore, ceretus parabus, markets with higher trading volumes entail higher risks. Thus, traders in these markets are worse off compared to the traders in lower trading volume markets (assuming that traders are not completely risk neutral).

2.4 When investors are risk-neutral, rate of return of capital does not depend on the default rate. 

True. Risk neutral investors care about rate of return on capital (i.e. mean return) only, but not about the risk (i.e. volatility).

2.5  Risk-averse investors require risk premium and, thus, earn a higher return than the risk-neutral ones.

False. Risk neutral investors could always use the strategy of the risk averse investors, which assures that they receive at the very least the same return.

2.6 Risk averse investors do not hold short positions.

False. Risk-averse investors could hold short positions. For example, if their risk premium is low relative to the gain from holding a short position.

2.7 Risk-neutral investors have a better ability to hedge, which makes their returns higher than that of the risk-averse invertors. 

False. The logic is the same as in 2.5. If risk neutral investors have higher returns than the risk averse ones, it is always possible for the risk averse investor to improve their returns using the portfolio choices of the risk neutral investors.

2.8 Transaction costs are lower for high volume investors.  Therefore, their rate of return is higher. 

True.  Transaction costs are lower for high volume investors (ceterus paribus). Thus, their rate of return is higher.

2.9  Offshore customers are high volume customers. Their lower transaction costs permit them cheaper financing of their needs through the use of the offshore markets than they have onshore.

True. As long as offshore customer is an offshore one, he prefers it to being onshore customer. It is exactly the reason why he uses offshore. What could be the reasons for using offshore market? Clearly, its lower transaction costs.

2.10 Risk-neutral investors cannot improve their returns through diversification.

True. The logic is the same as in 2.4. Diversification permits to have the same return with a lower risk. But risk neutral investors do not care about risk.

Question 3

3.1 State the reasons for emergence of the offshore markets

See Levich,  p. 278

3.2 Define offshore and onshore markets

An offshore market is the market for deposits placed under a regulatory regime different than the regulations applied to deposits used to execute domestic transactions. An onshore market is for deposits under the same regulation as deposits used in domestic marketplace.

3.3 Why financial institution offer both types of contracts, offshore and onshore? 

There contracts, offshore and on shore, offer different features, which are preferred by different clients. For example, offshore contracts are only offered for high volumes. They are, in general, bear lower interest rates, but offer less guarantees in the case of default.

3.4 Why some companies are listed on several exchanges? Please, list the associated costs and benefits.

 Financial markets are segmented. Thus, it might pay off (i.e. it might be beneficial) to be listed in several markets (if they are segmented). To have this positive benefit of being listed on another location, the associated costs of being listed have to be lower that the gain from being listed. Costs are listing costs and regulatory costs; benefits are cheaper financing, and higher firm value though more favorable stock pricing due to exploiting of market segmentation advantageously.

3.5 Define the concept of Pareto improvement. Give an example.

Pareto improvement makes at least one economic agent (or player) better off, without making any party (not political party, but agent / player) worse off.  (Pareto improvement acts as a pure magic!)

My example was introduction of Federal Deposit Insurance. I expected at least someone to guess that new financial instruments (or derivatives) are, by and large, Pareto improving.

Question 4  Derivative securities markets

4.1 [10] Explain the empirical fact of increased volatility with the higher transaction taxes.

Noise traders, and others (such as, for example, informed traders) shift their operations to locations with no (or low) transaction taxes. Thus, the trading volume in the locations with high transaction taxes gets lower, which has a negative effect on liquidity. This translates into volatility increase.

4.2 [5] Through what channel the speculators could reduce the costs of hedging?

Speculators reduce the costs of hedging through improving the liquidity of the markets (sort of follows from 4.1).

4.3 [10] Give the reason why derivative securities are present in the market.
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BONUS [10]:

Bonus 1. The story made it to WSJ because:

Prof. Auriti lost about thirty million $ on his `operations`.  His actions are very determined and focused. His explanations of why central banks are thefts are populist. His theories hardly could be taken seriously. But his consistent effort is far from purely theoretical. He aimed to publicize corrupt practices of Italian banking officials. He paid the money for getting the publicity. And he achieved some striking publicity – Just think of this fact: WE are studying his `operations`!

Bonus 2. In any case, Florida elections were not exactly clean. Below is my explanation.

Statistically, almost unilateral Gore's gain – as a result of manual recount - is suspicious (at the very least). BUT: The hand recount was done by democrats. Thus, one cannot expect this recount to be entirely objective. 

1 or 2 has to be an accurate statement (or both simultaneously): 

1. Democratic re-counters were not entirely objective

2. Initial count was biased in Bush’s favor.

Therefore, Florida elections were not clean in all possible scenarios.

May be, Gore was a real winner in Florida. But now it is as relevant as `last year’s snow` today.  Mr. Bush will be next US President.  [Mr. Gore’s President ambition is dead, long live Mr. Bush’s (the President to be) Presidential ambition.]

{I asked you for whom you voted to see whether your position is affected by your vote. [There is a human tendency to support one's own choice by the argument that this choice really works / will work...]}

Bonus 3 was my joke. Bankruptcy, Chapter 11, and Levich, Chapter 11, are purely coincidental. (I believe it is just a coincidence, but who knows?)

