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A common stock pays dividends at the end of each year. Each dividend is 4% greater
than the prior dividend and the effective rate of interest is 8%. Find the convexity of that
common stock (the convexity measure sought is the one with respect to interest rate, not
with respect to the force of interest).

A. 750 B. 900 C. 1000 D. 1250 E. 1750
Solution.
We know that the relationship of the price of the stock to the interest rate is
P= D,
i-g

where D, is the dividend at the end of the first year, i is the interest rate, and g is the
growth rate of the dividend. We see then that
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We also have
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so that convexity equals
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For the data given this equals
22: 2 7= 22= ! =1250.
(i-g) (0.08-0.04)" 0.04° 0.0008
Answer D.

© Copyright 2005 by Krzysztof Ostaszewski.
All rights reserved. Reproduction in whole or in part without express written
permission from the author is strictly prohibited.



