PROBLEM SET 2: 
DUE 3/8/2021
Chapter 7:	

1.What is the expected return on asset A if it has a beta of 0.6, the expected market return is 15%, and the risk-free rate is 6%?	
	
2. What is the portfolio beta if 60% of your money is invested in the market portfolio, and the remainder is invested in a risk-free asset?

3.Suppose you have the following information:

	SECURITY
	RETURN
	STANDARD DEVIATION
	BETA

	A
	16%
	20%
	1.2

	B
	12%
	25%
	0.8

	T-BILLS
	4%
	???
	???



a. What is the portfolio expected return and portfolio beta if you have 35% in asset A, 45% in asset B, and 20% in T-bills?
b. What is the portfolio expected return if you have 140% invested in asset A, and the remainder in T-bills via borrowing at the risk-free rate?
4. Which of the following statements about the security market line are true?

a. The SML provides a benchmark for evaluating expected investment performance
b. The SML leads all investors to invest in the same portfolio of risky assets
c. The SML is a graphic representation of the relationship between expected return and beta
d. Properly valued assets plot exactly on the SML

5. Karen Kay, a portfolio manager at Collins Asset Management, is using the CAPM to make recommendations to her clients. Her research department has developed the information shown below:


	ITEM
	FORECASTED RETURN
	STANDARD DEVIATION
	BETA

	STOCK X
	14%
	36%
	0.8

	STOCK Y
	17
	25
	1.5




	MARKET INDEX
	14
	15
	1.0

	RISK FREE RATE
	5
	???
	???



a. Calculate the expected return and alpha for each stock.
b. Which stock would be more appropriate for an investor who wants to 
	1.  Add this stock to a well-diversified portfolio
	2. Hold this stock as a single-stock portfolio

6.The market price of a security is $40. Its expected rate of return is 13%. The risk-free rate is 7%, and the market risk premium is 8%. What will the market price of the security be if its beta doubles (and all other variables remain unchanged)? Assume the dividend will be constant in perpetuity.
 
7. Are the following statements true or false? Explain.
a. Stocks with a beta of zero offer a zero expected rate of return.
b. The CAPM implies that investors require a higher expected rate of return to hold highly volatile securities.
c. You can construct a portfolio with a beta of 0.75 by holding 0.75 of assets in T-bills and the rest in the market portfolio.

8.If the simple CAPM is valid, which of the following situations is possible? Consider each situation separately.

a).

	ITEM
	EXPECTED RETURN
	STANDARD DEVIATION

	RISK-FREE ASSET
	10%
	0%

	MARKET
	18
	24

	PORTFOLIO A
	16
	12




b).

		ITEM
	EXPECTED RETURN
	STANDARD DEVIATION

	RISK-FREE ASSET
	10%
	0%

	MARKET
	18
	24

	PORTFOLIO A
	16
	22



	





Chapter 13:
[Chapter-end problems: 3, 5, 7, 9, 11, 13, 15, and 17]




