FIN 3600 Week 7 Homework
Adam Schor
Due Oct. 15 for Monday night students. Due Oct. 16 for Tuesday/Thursday and online students.

[bookmark: _GoBack]NAME:____________________________


	
	Expected Return
	Standard Deviation

	Stock A
	10%
	15%

	Stock B
	15%
	20%

	Stock C
	20%
	25%

	Correlation AB
	.2

	Correlation AC
	.5

	Correlation BC
	-.2

	
	




1. Calculate the expected return of a portfolio equally weighted between Stocks A, B, and C. 


2. Calculate the expected return of a portfolio that is 50% in A and 50% in B.



3. Using the formula for the variance of a portfolio (below), find the standard deviation for a portfolio invested 50% in Stock A and 50% in Stock B. Remember standard deviation is the square root of variance


 in portfolio
 



4. If the correlation between stock A and stock B fell to 0 from 0.2, the overall standard deviation for the portfolio of 50% A and 50% B would:
a. Fall
b. Rise
c. Stay the same
d. Fall and equal zero

5. If the correlation between stock A and stock B fell to 0 from 0.2, the expected return for the portfolio of 50% A and 50% B would:
a. Fall
b. Rise
c. Stay the same
d. Fall and equal zero

6. As you add stocks to a portfolio, you typically move closer to the efficient frontier assuming:
a. The correlation of the added stock to the portfolio is greater than 1
b. The correlation of the added stock to the portfolio is equal to 1
c. The correlation of the added stock to the portfolio is less than 1
d. None of the above because you can only move to the efficient frontier by increasing expected return
7. [image: ]The chart above represents the efficient frontier using two stocks, A & B. The blue dot:
a. Is the optimal portfolio
b. Is the minimum variance portfolio
c. Is the worst choice because it has the lowest expected return
d. None of the above



8. A portfolio with 100% B:
a. Has the lowest return but also the lowest risk, among the combinations
b. Is dominated by another portfolio and therefore should never be chosen
c. Is dominated by another portfolio and therefore is optimal
d. Is a reasonable choice for a risk-averse investor

9. Picking a portfolio in the graph above with less return than the minimum variance portfolio
a. Is an optimal strategy for some investors with short time horizons
b. Makes sense if you are cautious about the market outlook
c. Never is a rationale decision
d. Is always the right decision

10. In considering some findings of the Modern Portfolio Theory, which of the following is NOT TRUE:
a. Correlations among stocks matter
b. You can reduce portfolio risk through diversification without sacrificing return
c. You should never own a stock that is not on the efficient frontier
d. Diversification does not matter because market effects will make sure expected returns adjust for all risks in a stock

11. Mark each of the following risks as either Systematic (S) or Unsystematic (U)
a. Federal reserve raises interest rates
b. The CEO of a company is charged with fraud
c. The market rallies 2% in a day
d. The dollar falls sharply against the Euro
e. A new product for a company sells much better than expected

12. Expected Returns adjust (or compensate investors) for
a. Systematic risks
b. Unsystematic risks
c. Both type of risks
d. Neither type of risks

13. β or beta measures a stock’s sensitivity to 
a. Market risks or systematic risks
b. Movements in interest rates
c. Movements in the company’s earnings vs. expectations
d. All of the above



14. The relationship between β and expected return is:
a. They move in the same direction
b. They move in opposite directions
c. There is no relationship because β measures risk not return
d. It is indeterminable

15. 
	Stock
	Beta

	A
	0.5

	B
	1.5

	C
	1.0

	D
	2.0



If the market moves 5%, calculate the expected move in each stock.





If the market moves 5%, calculate the expected move in a portfolio that is 50% Stock A and 50% stock B





If the market moves 5%, calculate the expected move in a portfolio that is 40% Stock A and 30% Stock B and 30% stock C




16. We can consider β as a measure of risk because:
a. It considers systematic and unsystematic risk for a stock
b. It considers only unsystematic risk for a stock because systematic risk is diversifiable
c. It considers only systematic risk for a stock because unsystematic risk is diversifiable
d. It is the same as the standard deviation of a portfolio

17. The security market line
a. Represents combinations of stocks and a risk-free asset
b. Is a straight line because of the linear relationship between β and expected return
c. Includes a risk-free asset that can be owned or shorted
d. All of the above
18. The slope of the security market line is the same as the	
a. Equity Risk Premium
b. Expected return of the market
c. The β of the market
d. Is different for every security

19. The capital asset pricing model (CAPM) suggests that expected return for an asset depends on
a. The risk-free rate and 
b. The expected market return minus the risk-free rate
c. The βof an asset
d. All of the above

20. Find the expected return for a stock with a β = 1.5. The risk free rate or Rf = 3% and the expected return on the market or Rm = 9%.



21. Using the stock in question 20, what is your required rate of return?




22. Assume the stock expects to pay a dividend of $1 in a year and then will have constant growth in dividends of 6%, use a dividend discount model to find the fair value of the stock
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