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5. Optimal active portfolioy constructed from the index model include analyzed securities in propor-

tion to their mt(?rmation ratios. The full risky portfolio is a mixture of the active portfolio and the
passive |.1mrket n‘ldc.\ portfolio. The index portfolio is used to enhance the diversification of the
overall risky position.
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. What are the advantages of the index model compared to the Markowitz procedure for obtaining

an efficiently diversified portfolio? What are its disadvantages?

o

. What is the b

asic trade-off when departing from pure indexing in favor of an actively managed
portfolio?

. How does the magnitude of firm-specific risk affect the extent to which an active investor will be
willing to depart from an indexed portfolio?

4. Why do we call alpha a “nonmarket” return premium? Why are high-alpha stocks desirable
investments for active portfolio managers? With all other parameters held fixed, what would hap-
pen to a portfolio’s Sharpe ratio as the alpha of its component securities increased?

5. A portfolio management organization analyzes 60 stocks and constructs a mean-variance effi-
cient portfolio using only these 60 securities.

a. How many estimates of expected returns, variances, and covariances are needed to optimize
this portfolio?

b. If one could safely assume that stock market returns closely resemble a single-index structure,
how many estimates would be needed?

6. The following are estimates for two stocks.

Stock  Expected Return  Beta  Firm-Specific Standard Deviation

A 13% 0.8 30%
B 18 1.2 40

The market index has a standard deviations of 22% and the risk-free rate is 8%.

a. What are the standard deviations of stocks A and B?
b. Suppose that we were to construct a portfolio with proportions:

Stock A: .30
Stock B: 45
T-bills: .25

Compute the expected return, standard deviation, beta, and nonsystematic standard deviation of
the portfolio.
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- Characterize each company i

- What is the expected rate of return fora sto

market model

What must be the beta of a portfolio with E(rp) = 18%, if r; = 6% and E(ryy) = 14%?

The market price of a security is $50. Its expected rate of return is 14%. The risk-free rate is 6%
and the market risk premium is 8.5%. What will be the market price of the security if its correla-
tion coefficient with the market portfolio doubles (and all other variables remain unchanged)?
Assume that the stock is expected to pay a constant dividend in perpetuity.

Are the following true or false? Explain.

4. Stocks with a beta of zero offer an expected rate of return of zero.
b. The CAPM implies that investors require a higher return to hold highly volatile securities.
¢. You can construct a portfolio with beta of .75 by investing .75 of the investment budget in

T-bills and the remainder in the market portfolio.

Here are data on two companies. The T-bill rate is 4% and the market risk premium is 6%.

$1 Discount Store  Everything $5

Company
o,
Forecasted return 12% 1 (1) t;o
0,
Standard deviation of returns 8% ; (;
1.5 .

Beta

What would be the fair return for each company, according to the Capital asset pricing model

(CAPM)? ‘
n the previous problem as underpriced, overpriced, or properly

priced.
ck that has a beta of 1.0 if the expected return on the

market is 15%9

a. 159,
b. More than 15%.

¢. Cannot be determined without the risk-free rate.
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two particular market returns:

Market Return Aggressive Stock Defensive Stock

5% —2% &%
25 38 12

a. What are the betas of the two stocks? . ) .

b. What is the expected rate of return on each stock if the market return is equally likely top,
5% or 25%? . .

c. If the T-bill rate is 6% and the market return is equally likely to be 5% or 25%, draw
SML for this economy.

d. Plot the two securities o the SML graph. What are the alphas of each?

€. What hurdle rate should e used by the management of the aggressive firm for a project wit
the risk characteristics of the defensive firm’s stock?

For Proplems 10 to 16: If the simple CAPM is valid, which of the following situations
are possible? Explain. Consider each situation independently.

10, portfolio Expected Return Beta
A 20 1.4

B 25 1.2
11.
' Standar

Portfolio Expected Return Deviatioi

A
30
: p %
12,

P ,

ortfolio Expecteq Return ;ei?«gc?rd
Risk-free -
Market 11 (8) O

A 6 24
13. '
P .

Ortfolie EXpected Retury Standard
Risk-free CViation
Market 1 e

A

18 0
Y%

Y
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. portfolio Expected Return Bet
. eta
Risk-free 10 0
Market 18 1

y 16 1‘2,
5 po rtfolio Expected Return Bet
Risk-free 10 0 :
Market 18 1.0
A 16 0.9
" . Stand
portfolio Expected Return Devri\atéi!cr)cri\
Risk-free 10 0
Market 18 24
A 16 22

For Problems 17 to 19 assume that the risk-free rat i ;
rate of return on the market is 16%. e of interest is 6% and the expected

17. A share of stock "*ﬂ'k tor 550 today. It will pay a dividend of $6 per share at the end of the year
Its beta is 1.2. What do investors expect the stock to sell for at the end of the year? .

18. Iam buying a firm with an expected perpetual cash flow of $1,000 but am unsure of its risk. If I
think the beta of the firm is .5, when in fact the beta is really 1, how much more will I offer for
the firm than it is truly worth?

19. A stock has an expected rate of return of 4%. What is its beta?

70. Two investment advisers are comparing performance. One averaged a 19% rate of return and the other
a 16% rate of return. However, the beta of the first investor was 1.5, whereas that of the second was 1.

a. Can you tell which investor was a better selector of individual stocks (aside from the issue of

general movements in the market)?

b If the T-bill rate were 6% and the market return during the period were 14%, which investor
would be the superior stock selector?

¢. What if the T-bill rate were 3% and the market return were 15%?

term government securities (perceived to be risk-free) is

21. Suppose the rate of return on short-
cted rate of return required by the market for a portfolio

about 5%. Suppose also that the expe
with a beta of 1 is 12%. According to the capital asset pricing model:
a. What is the expected rate of return on the market portfolio?

b, What would be the expected rate of return on a stock with B = 07 B
¢. Suppose you consider buying a share of stock at $40. The stock is expected to pay $3 divi-

dends next year and you expect it to sell then for $41. The stock risk has been evaluated at

B = —.5. Is the stock overpriced or underpriced?

22, Suppose that borrowing is restricted so that the zero-beta
folio is 17%, and on the zero

expected return on the market port

the expected return on a portfolio with a beta of .67
2. 4. A mutual fund with beta of .8 has an expected rate of return of 14%. If e =t1.5%£h;.m? y(:ll;
expect the rate of return on the market portfolio t be 15%, should you invest in this und?
What is the fund’s alpha? - ' et account

i i i arket-index portfolio and a money marke
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24 .
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version of the CAPM holds. The
-beta portfolio it is 8%. What is




