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Answer the following questions. You may use excel for numerical problems. Attach the
spreadsheet/output.

1. Capital Asset Pricing Model (CAPM)
a. Show graphically how two-fund separation occurs under CAPM
b. Show and describe how investors maximize utility under this framework.
c. Describe which assets are included in the “market” portfolio and how is it
weighted?

2. Securities Market Line (SML)
a. Show and explain how the securities market line plots the relationship between
risk and return.
b. Explain how a security may be “undervalued” or “overvalued” based on the SML.
c. Explain the concept of “alpha”. Show alpha graphically on the SML.

3. Empirical tests of the CAPM
a. When empirically testing an asset pricing model such as the CAPM, what is
meant when it is said that such an analysis is a “dual test”?

b. Explain some of critiques of Roll and others that have been made against the
CAPM

c. Do you think that the CAPM should still be used in practice when assessing an
asset’s risk/return? Why?

4. Asset Pricing Models
a. What is Arbitrage Pricing Theory (APT)?
b. How is APT different from the CAPM?
c. If we conclude that the market is inefficient (to varying degrees), are asset pricing
models still useful? Explain.




