
FN 201 Business Finance  1 
Lecture Note 7 Homework 

Question  
 Tony has a portfolio investment consisting of stock A and B. Now, he is 
considering to include stock C into his portfolio. Given the information below, please 
help Tony decide whether he should include stock C into his current portfolio by 
answering the following questions. 

State of 
Economy Probability Rate of Return if State Occurs 

Stock A Stock B Stock C 
Boom  0.20 30.00 45.00 33.00 
Good  0.40 12.00 10.00 15.00 
Poor  0.30 1.00 -15.00 -5.00 
Bust  0.10 -6.00 -3.00 -9.00 

     Expected Return 
 

10.50 8.20 10.20 
Variance 

 
745.00 2023.00 1147.00 

Standard Deviation 
 

27.29 44.98 33.87 
 
1.1 Tony’s portfolio is invested 30% in stock A and 70% in stock B. Suppose that 
correlation coefficient of stock A and B returns is equal 0.65, what are the expected 
return of the portfolio and risk as measured by variance and standard deviation? 
 
1.2 In case Tony includes stock C, his new portfolio would have 40% weighting on 
new stock and the other 60% is allocated for the combination of old stocks. Given the 
correlation between current portfolio return and stock C is 0.75, what are Tony’s new 
expected return, variance, and standard deviation of new portfolio? 
 
1.3 Using appropriate criteria, decide if stock C should be invested? Why? 

 


