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Analysis of Fifty Balanced Funds and Modules Assignment Questions
a). Analysis of Fifty Balanced Funds
· Question 1
1A: For Fund #7, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
	Generally, a simple factor CAPM regression yield different coefficient with Fama and French’s Three-Factor Model because of the number of market factors considered. A Simple Factor CAPM considers a sole element that is the beta of a stock to compare with the market. Conversely, the 3-Factor Model considers additional factors to be critical determinant the overall performance because it computes the loading coefficients for the size premium (SmB), value premium (HmL), and the excess return on the market (Mkt-Rft) (Patil, 2012). Therefore, the computing both a single-factor CAPM and a 3-Factor Model Analyses, an investor utilizes a linear regression tool to determine the R-Squares, Y-intercept loading (Alpha coefficient), Mkt-Rf, Small minus Big Cap Loading (SmB), and High [book-to-price] minus Low loading (HmL). 
	Importantly, Fund #7 demonstrates the effect of using a CAPM and 3-Factor Model regression analyses because of the substantial differences in the ALPHA Loading for the two methods. The first reason that explains a small ALPHA from a CAPM regression is the high size of market beta. Notable the CAPM Regression yield a market beta of 0.46 and an Alpha of 2.10. On the other hand, the 3FM Regression analysis provided a bigger Alpha 2.90 and the least market beta of 0.42. 
Implication: the size of market beta is inversely proportional to the value of Alpha (Brightman, 2015). Besides, an Alpha is defined as the measure of investment performance compared to the benchmark (ibid). Therefore, a volatile portfolio, which has a higher beta, has a tendency of a superior alpha. Using the CAPM Regression result, the alpha loading indicates the Fund #7 had a market volatility of 0.46 and managed to outperform its benchmark by 2.10%. Therefore, compared to when the portfolio had a volatility of 0.42 (relatively less volatile), Fund #7 managed to significantly outperform its benchmark by an approximately 3.0% (relatively bigger percentage). 
	The second reason that explains a higher Alpha Coefficient in a 3-Factor Model Regression is the minimal exposure of the Fund #7 to the SmB and HmL factors. The Fama and French’s Model suggests the existence of historical tendency of small-cap stocks to outperform large-cap securities and value-stocks performing better than growth-based assets (Brightman, 2015). However, the Fund #7 reveals negative SmB and HmL Coefficient of -0.01 and -0.13 respectively. Therefore, the Alpha Loading attained in a 3-FM (2.90) exceeded the CAPM Alpha (2.10) failed to manifest a downward bias that adjust small-cap and value stock to outperform other securities. Confidently, the Fund #7 can be deduced to be a large-cap and growth security using a 3-FM Regression because of the high alpha loading. 
	Thirdly, the Market Efficiency Hypothesis is another reason that explains the differences in the Alpha Measure obtained in a single factor CAPM regression vis-à-vis a 3-factor model analysis (Patil, 2012). From a strong market efficiency point of view, the Fund #7 demonstrates low exposure to risks. The 3-FM captures the minimal risks exposure of the fund #7 because of the high alpha measures, which is responsible for 2.90% over-performance compared to the benchmark. On the other hand, the results of a single factor CAPM regression exhibit the market inefficiency purview because the low Alpha Measure of 2.10 that manifests a passive portfolio management because the security only manages to outperform the benchmark with a margin of 2.10%.

1B: For Fund #9, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
The outcomes of a single CAPM regression reveals that Fund #9 has a bigger Alpha Measure of 1.2 compared to a 0.7 coefficient attained using a 3-Factor Model. The three critical reasons that contribute to a low Alpha Measures from a Fama and French’s model include the size of the excess market return (market beta), high exposure to other factors that affects the performance, and the underpricing of the stock, which caused the portfolio to underperform by 0.70%. 
First, the two models of regression yield different alpha coefficient because the single factor CAPM regression portrays Fund #9 relatively less-volatile to the swings in market prices because of a minimal beta coefficient of 0.56. A smaller market beta implies that the security is largely stable and less vulnerable to changes in market performance. Consequently, the Fund #9 was able to outperform the benchmark index by 1.20%. However, using a 3-Factor Model, the Fund #9 yield a higher beta load of 0.58 that depicts the security as a volatile portfolio, which contributes to its ability outperform the index by a smaller margin of 0.70%. Therefore, a volatile portfolio, which has a higher beta, has a tendency of a superior alpha. 
	Secondly, the exposure of the Fund #9 to other market factors that include SmB and HmL Loadings contributed significantly toward a low Alpha Measure from a 3FM point of assessment. The fund portrays a significant exposure to SmB evident by a coefficient of 0.15 and HmL Coefficient of 0.05. Evidently, the SmB and HmL Loadings imply that the Fund #9 is a model of a small-cap and value stock, which is characterized by a downward biasness in a 3FM regression assessment. 
	Thirdly, the Market Efficiency Hypothesis is another reason that explains the differences in the Alpha Measure obtained in a single factor CAPM regression vis-à-vis a 3-factor model analysis. From a strong market efficiency point of view, the Fund #9 involves high cost of capital that results in distress and thus subjects the security to excess risks. The 3-FM captures the excess risks that the Fund #9 faces because of the low alpha measures because it outperformed its benchmark by only 0.7%. On the other hand, the results of a single factor CAPM regression exhibit the market inefficiency purview because the high Alpha Measure of 1.20 manifests an overpriced Fund #9, which causes the security to over-perform its benchmark by 1.20% in the short-run period. 

1C: For Fund #26, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
Fund #26 demonstrates an underperformance because the two models resulted in a negative alpha measure that indicates the how much worse the portfolio has performed. Specifically, a single factor CAPM regression reveals the security performed worse because of the high beta 0.55. The higher CAPM Beta of 0.55 implies that Fund #26 is more volatile and experiences excess risks that results in worse performance because the security underperformance in relation to the benchmark with a margin of 1.80%. Comparatively, the results of 3FM regression indicate an overall underperformance of the Fund #26 because of a negative Alpha Measure -0.70. However, the outcomes of the 3-FM Regression deduce a relative improvement because of a smaller Beta that portrays the security to be stable. 
	The second reason that explains a higher Alpha Coefficient in a 3-Factor Model Regression is the minimal exposure of the Fund #26 to the SmB and HmL factors. The Fama and French’s Model suggests the existence of historical tendency of small-cap stocks to outperform large-cap securities and value-stocks performing better than growth-based assets. However, the Fund #26 reveals negative SmB and HmL Coefficient of -0.01 and -0.13 respectively, which implies that Fund #26 was not exposed to excess risks. Therefore, contrary to the results of a single CAPM regression, the Fund #26 marginally performed better because it misses the return of the benchmark proxy with a margin of 0.70%.   
Thirdly, the Market Efficiency Hypothesis is another reason that explains the differences in the Alpha Measure obtained in a single factor CAPM regression vis-à-vis a 3-factor model analysis (Patil, 2012). From a strong market efficiency point of view, the Fund #26 demonstrates low exposure to risks. The 3-FM captures the minimal risks exposure of the fund #26 because of the high alpha measures, which is responsible for 0.7% underperformance compared to the benchmark. On the other hand, the results of a single factor CAPM regression exhibit the market inefficiency purview because the low Alpha Measure of -0.8 manifests a passive portfolio management because the security has a significant deficit to match the performance of its proxy portfolio. 

1D: For Fund #27, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
The outcomes of the two regressions assessment indicate that Fund #27 has minimal Alpha Measure. The fund recorded a zero (0) CAPM Alpha Measure and -0.90 3-FM Alpha Measure. First, the two models of regression yield different alpha coefficient because the single factor CAPM regression portrays Fund #27 relatively stable because of a minimal beta coefficient of 0.41. Consequently, the Fund #27 was able to ‘break-even’ in terms of its performance because it achieved similar outcomes as the benchmarked proxy portfolio. The Alpha Measure 0.0 can be deduced that both the Fund #27 and the benchmark yield similar returns in the market. However, using the 3-Factor Model Analysis, Fund #27 is considered to be relatively volatility because of the Beta coefficient of 0.44. Therefore, the performance of the security performed poorly than the benchmark because of the deficit margin of 0.90%. 
	Secondly, the 3FM regression poses a smaller Alpha Measure than CAPM Regression because of the exposure to other market factors (Brightman, 2015).  The fund portrays a significant exposure to SmB evident by a coefficient of 0.15 and HmL Coefficient of 0.13. Evidently, the SmB and HmL Loadings imply that the Fund #27 is a model of a small-cap and value stock, which is characterized by a downward biasness in a 3FM regression assessment. Therefore, the excess risks that Fund #27 faces contributes toward the failure to match or surpass the performance of its proxy portfolio. 
	Thirdly, the Market Efficiency Hypothesis is another reason that explains the differences in the Alpha Measure obtained in a single factor CAPM regression vis-à-vis a 3-factor model analysis (Patil, 2012). From a strong market efficiency point of view, Fund #27 involves high cost of capital that results in distress and thus subjects the security to excess risks. The 3-FM captures the excess risks because of a low alpha measures, which causes the security to underperform compared to the benchmark. 

1E: For Fund #31, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
Fund #31 demonstrates an over-performance because the two models resulted in positive alpha measures that indicates the how much better the portfolio outperformed its benchmark. Specifically, a single factor CAPM regression reveals the security performed better than the proxy benchmark with a margin of 0.1, which reflect the level of Alpha Coefficient for Fund #31. Similarly, the CAPM Regression portrays the security to be relatively volatile because of a high CAPM Beta of 0.38. Comparatively, the results of 3FM regression indicate a high Alpha Measure for the fund because it outperformed the benchmark with by a margin of 1%. not
	The second reason that explains a higher Alpha Coefficient in a 3-Factor Model Regression is the minimal exposure of the Fund #31 to the SmB and HmL factors. Notably, the model exposes the security to minimal SmB and HmL Factor Loadings, which eliminates distresses attributes. The negative SmB (-0.13) and HmL (-0.12) depict Fund #31 minimal distresses, which facilitate the fund to outperform its benchmark. 
Thirdly, the Market Efficiency Hypothesis is another reason that explains the differences in the Alpha Measure obtained in a single factor CAPM regression vis-à-vis a 3-factor model analysis (Patil, 2012). From a strong market efficiency point of view, Fund #31 demonstrates low exposure to risks. The 3-FM captures the minimal risks exposure because of the high alpha measures, which is responsible for 1% over-performance compared to the benchmark. On the other hand, the results of a single factor CAPM regression exhibit the market inefficiency because the low Alpha Measure of 0.1 manifests a passive portfolio management because the security recorded a minimal positive performance in relation to the benchmark performance. 

1F: For Fund #50, explain why there is a substantial difference between the ALPHA from the CAPM and the ALPHA from the 3-Factor Model (12 points)
The outcomes of both linear regressions demonstrate Fund #50 as the worst performing security because of the low alpha measures and high CAPM Beta. The CAPM Regression yielded a minimal alpha measure of -2.1 and high beta coefficient of 0.66. A security that has a high beta margin indicates significant market volatility that exposes a portfolio to numerous risks that warrant commensurate returns. However, CAPM result reveals Fund #50 failed to generate adequate returns because a negative alpha measure of -2.1 reveals the security failed to surpass the current performance of the benchmarked portfolio because the excess risks. Conversely, the 3-Factor Model Analysis reveals a relatively low alpha measure of -3.1 because the security faces additional risks exposures that include SmB and HmL Loadings. Fund #50 recorded SmB Loading of 0.20 and HmL Loading of 0.13, which resulted in negative performance for the portfolio in the short run. Evidently, the SmB and HmL Loadings imply that the Fund #50 is a model of a small-cap and value stock, which is characterized by a downward biasness in a 3FM regression assessment. 
	Question 2
Which of the fifty funds would you MOST like to invest in going forward? Why? (4 points)
Table 1: Required Rate of Return using  a Single-factor CAPM and 3-Factor Model CAPM
	Security 
	CAPM
	3-Factor Model CAPM
	Rank (using Required Returns)

	Fund #7
	6.932
	6.928
	3

	Fund #9
	7.852
	7.852
	1

	Fund #26
	7.76
	7.754
	2

	Fund #27
	3.772
	3.779
	5

	Fund #31
	3.492
	3.490
	6

	Fund #50
	6.072
	6.079
	4



	Table 1 above reveals an identical required return for the fund using both a single-factor and 3-factor model. The required return analysis facilitates an investor to make effective investment decision because the portfolio that exhibits the highest required return is a favorable portfolio (Brightman, 2015). 
Therefore, Fund #9 is the most-like security because it yield the highest required returns, which guarantee an investor commensurate compensation for the market premium risks. Fund #9 further has the second largest beta, which indicates a high volatility attributes necessary to facilitate an investor generate high capital gain. The security is an ideal investment option for a risk-taker individual because of the second highest beta attributes that exposes the portfolio to market volatility, SmB loading, and HmL loading (Brightman, 2015). 
Equally, Fund #9 represents a small-cap-Value security because of the high SmB loading of 0.15 and HmL loading of 0.05 respectively. A small cap-Value portfolio is an attractive investment going forward because of the tendency to outperform other options in the market. Specifically, Fund#9 posts the second largest Alpha value of 1.2 and 0.7 in a CAPM regression as well as a 3-Factor Model Assessment respectively. A high Alpha Measure guarantees an investor that the selected investment option has a superior performance than the proxy benchmark because it indicate how much an option outperform the overall market performance (Patil, 2012). 

· Question 3
Which of the fifty funds would you LEAST like to invest in going forward? Why? (4 points)

	Conversely, the LEAST like investment option is Fund #31 represents the least favorable investment portfolio because it guarantees an investor a minimum required rate of return (3.492%). The choice of Fund#31 is unfavorable going forward because it has the least market beta, SmB, and HmL loading, which hampers the attractiveness of the option from a risk-taker investor point of view. For example, the option has a positive require rate of return that guarantees minimum return on investments because the fund is characterized by less volatility. Besides, the SmB loading -0.13 and HmL loading -0.12 reveals a passive portfolio management approach because the manager tend to avoid exposing the asset, which results in inadequate compensation to prevailing premium market risks. 
b). Module 3
1. Suppose a mutual fund manager has been investing in value stocks. Given the historical patterns in stock returns in the U.S., would the fund manager prefer to be evaluated by having alpha calculated from the Capital Asset Pricing Model (CAPM) or a Three‐Factor Model?
A) CAPM
B) Three‐Factor Model

2. Suppose that a pattern in stock returns, such as value stocks historically yielding higher average returns than growth stocks, is attributable to risk. This would imply in the future that…
A) Value stocks should continue to generate higher average returns than growth stocks
B) Value stocks should generate the same average returns as growth stocks
C) Value stocks should generate lower average returns than growth stocks

3. Research suggests that the Capital Asset Pricing Model (CAPM) is a …
[bookmark: _GoBack]A) Better predictor of returns on days when macroeconomic news is released than days with no such news released
B) Key tool used by chief financial officers (CFOs) to estimate a required return for the
firm’s stock
C) Both of these statements are true
D) Neither of these statements is true

4. True or False: Market efficiency means that stock prices should not rise or fall.
A) True
B) False

5. Suppose that a pattern in stock returns, such as value stocks historically yielding higher
average returns than growth stocks, is attributable to data mining (i.e., by random chance).
This would imply in the future that …
A) Value stocks should continue to generate higher average returns than growth stocks
B) Value stocks should generate the same average returns as growth stocks
C) Value stocks should generate lower average returns than growth stocks

6. Research suggests that the stock returns of firms are best explained by a regression model that includes …
A) Domestic factors
B) Global (i.e., worldwide) factors

7. The Capital Asset Pricing Model (CAPM) predicts the following should predict returns …
A) Size of the firm
B) Value‐growth characteristic of the firm
C) The past stock return of the firm
D) All of these should predict returns
E) None of these should predict returns

8. True or False: One possible motivation for the Three‐Factor Model developed by Fama and
French is that the size factor and value factor represent types of risk investors care about that are not reflected in the CAPM.
A) True
B) False

9. Historically in the U.S., the average returns of small stocks have been greater than the average returns of large stocks (with firm size measured by the market value of equity). Most of this difference in average returns is explained by …
A) Differences in risk between small and large stocks (i.e., small stocks having a higher CAPM beta)
B) Small stocks outperforming large stocks after accounting for market‐risk in the CAPM (i.e., small stocks having a positive alpha)

10. Which of the following is not accounted for in the Three‐Factor Model developed by Fama and French?
A) Market‐risk factor
B) Size factor
C) Momentum factor
D) Value factor
E) All are included in the Three‐Factor Model developed by Fama and French

11. Suppose a mutual fund manager has been investing in growth stocks. Given the historical patterns in stock returns in the U.S., would the fund manager prefer to be evaluated by having alpha calculated from the Capital Asset Pricing Model (CAPM) or a Three‐Factor Model?
A) CAPM
B) Three‐Factor Model

12. True or False: If markets are efficient, any positive alpha earned by a mutual fund manager is more likely to reflect good luck rather than good skill.
A) True
B) False 

c). Module 4
1. True or False: Valuing a firm using discounted cash flow techniques (i.e., the income approach) involves adding projected cash flows over a forecast period (such as 5 to 10 years into the future) to an estimated terminal value of the firm at the end of the forecast period and appropriately discounting both to reflect a value today.
A) True
B) False

2. Which of the following is NOT part of the formula for the required return for equity (assuming you are using a CAPM model)?
A) Market risk premium
B) Beta of the stock
C) Volatility of the stock
D) Risk‐free rate

3. Suppose debt is 20% of a firm’s capital structure and equity is 80%. The required return on the firm’s debt is 5% and the required return on the firm’s equity is 12%. Suppose there is zero corporate tax. What is the firm’s weighted average cost of capital (WACC)?
A) 5%
B) 5.6%
C) 8.5%
D) 10%
E) 10.6%
F) 12%

4. True or False: Empirical research suggests that there is strong persistence in the earnings growth rates of U.S. firms.
A) True
B) False

5. An asset can have a high price‐to‐earnings ratio because …
A) It is expected to have a high growth rate in cash flows
B) It is viewed as having low risk (i.e., has a low discount rate)
C) Both are possible reasons for an asset having a high price‐to‐earnings ratio
D) Neither are possible reasons for an asset having a high price‐to‐earnings ratio

6. Suppose an asset provides annual risk‐free cash flows of $200 at the end of each year in perpetuity. The risk‐free rate is 5%. What is the value of this perpetuity?
A) $200
B) $1,000
C) $2,000
D) $4,000
E) $8,000
F) $10,000
G) $20,000

7. An increase in the financial or operating leverage of a firm should …
A) Increase the CAPM beta of the firm’s stock
B) Have no effect on the CAPM beta of the firm’s stock
C) Decrease the CAPM beta of the firm’s stock

8. Market multiple techniques to value a firm …
A) Use ratios like price‐to‐earnings or market‐to‐book from a competitor to value a firm
B) Are useful to obtain an estimate of the potential market value of a private company before its initial public offering (IPO)
C) Are only as good as is the match between the firm to value and its comparison firm
D) Can result in biased valuation estimates if firms have different accounting conventions
E) All of these responses are true
F) None of these responses are true

9. True or False: The accounting deduction for depreciation represents actual cash flow leaving the firm.
A) True
B) False

10. Future liabilities or revenues tied to fixed quantities that are known in advance should be discounted at a …
A) Low discount rate
B) High discount rate

11. The stock betas of individual industries estimated over a five‐year period are …
A) Exactly the same as those estimated five years earlier (i.e., don’t change over time)
B) Positively related to what the industry betas were five years earlier, but not perfectly so (i.e., the betas change somewhat over time)
C) Unrelated to what the industry betas were five years earlier

12. Suppose an asset provides annual risk‐free cash flows at the end of each year in perpetuity.
The risk‐free rate is 5%. The first cash flow is $200 and the cash flows grow at 4% per year.
What is the value of this perpetuity?
A) $200
B) $1,000
C) $2,000
D) $4,000
E) $8,000
F) $10,000
G) $20,000
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