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ADM 3352 			      Solutions to 	Name: __________________________
April 28, 2015		       Final Exam     	Student ID #: _____________________ 

Section M Prof. William Rentz (Tue. 2:30 PM – 4:00 PM & Fri. 4:00 PM – 5:30 PM)

Section N Prof. William Rentz (Wed. 10:00 AM – 11:30 AM & Fri. 8:30 AM – 10:00 AM)

	Statement of Academic Integrity:

The Telfer School of Management does NOT condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind, use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with headsets), tape recorders, pagers, cell phones, or any other communication device which has NOT been previously authorized in writing. 

Statement to be signed by the student:
I have read the text on academic integrity and I pledge NOT to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: An examination copy without this signed statement will NOT be graded and will receive a final exam grade of ZERO. 



General Instructions:

1. Please CIRCLE YOUR SECTION and SIGN the academic integrity statement above.
2. There are 14 pages to this exam.
3. Please put your Name and Student ID# on ALL 14 pages.
4. This is a closed book and closed notes exam as per the current course policy. A formula sheet, however, is provided for this exam.
5. The use of scientific and financial calculators is encouraged.
6. Laptop computers or other devices that allow for communication are NOT permitted.
7. Please do NOT take apart the pages of this exam.
8. You have 3 hours to work this exam.
9. There are 5 multiple choice conceptual questions in Part I of this exam worth 1 mark EACH for a TOTAL of 5 marks. It is highly recommended that students allocate NO more than 5 minutes to EACH multiple choice question for a TOTAL of 25 minutes. 
10. There are 5 problems in Part II of this exam worth 5 marks EACH for a TOTAL of 25 marks. It is highly recommended that students spend NO more than 25 minutes for EACH problem for a TOTAL of 125 minutes or 2 hours and 5 minutes.
11. The estimated TOTAL time to work both Parts I and II is 2 hours and 30 minutes. This will allow you 30 minutes to review your work.

Part I: There are 5 multiple choice questions worth 1 mark EACH in this part for a TOTAL of 5 marks. Credit will be earned only for the one answer to EACH question that is the BEST answer. No credit will be earned if the question is left blank, if more than one answer is selected, or if a wrong answer is selected. It is STRONGLY recommended that NO more than 5 minutes be allocated to EACH question for a TOTAL of 25 minutes.

1.	(1 mark) “The Frank Small Cap Fund has performed poorly. I plan to sell my shares of this fund as soon as the price per share returns to the price that I originally paid.” What type of behaviour bias is this investor exhibiting?

a.	overconfidence			b.   overoptimism

c.	loss aversion			d.   mental accounting

2.	(1 mark) “The International Environment Fund has performed spectacularly in the two years that I have owned it and I expect this performance to continue.” What type of behaviour bias is this investor exhibiting? 

a.	framing				b.   regret avoidance
		
c.	representativeness		d.   conservatism

3.	(1 mark) Which of the following statements is FALSE concerning the confidence index?

a. It is a LEADING indicator of stock market trends.

b. It is the ratio in percentage form of the average yield on 10 top-rated corporate bonds divided by the average yield on 10 intermediate-grade corporate bonds.

c. It is always LESS than 100%.
 
d. 	HIGHER values of the confidence index are BEARISH signals.

4.	(1 mark) Which of the following 3 statements is NOT one of Richard Roll’s criticisms of the capital asset pricing model?

a. The CAPM is NOT testable unless we know the true market index and use it in the tests.

b. A proxy index can NOT be mean-variance efficient ex post. 

c. Different proxy indices may be highly correlated with one another and with the true market index and yet the use of different proxies can lead to quite different conclusions.

5.	(1 mark) Suppose that Kaelen Photography announces an unexpectedly large cash dividend to its shareholders. In a perfectly efficient market without information leakage, one might expect 

a. An abnormal price change BEFORE the announcement.

b. An abnormal price change AT the announcement.

c. An abnormal price change AFTER the announcement.

d. NO abnormal price change before, at, or after the announcement.

Part II: There are 5 problem in this part and EACH problem counts 5 marks for a TOTAL of 25 marks. Blank pages are provided after EACH problem to provide sufficient work space for calculations. It is STRONGLY recommended that NO more than 25 minutes be allocated to EACH problem for a TOTAL of 125 minutes or 2 hours and 5 minutes.
 
6.	Suppose that the expected return of the Bluefield mutual fund is E(rp) = 20% and the standard deviation is σp = 40%. The return on the risk-free asset is rf = 4%.

a. (1 mark) What is the risk premium for the Bluefield mutual fund?




½ mark for correct formula 
½ mark for correct value

b. (1 mark) What is the slope of the CAL for Bluefield?


 

½ mark for correct formula
½ mark for correct value


c. (1 mark) Suppose that Mr. Cooper wants to earn an expected return E(rc) of 8% by investing in a combination of the risk-free asset and the Bluefield fund. What will be the proportions of his money invested in the risk-free asset and in the Bluefield fund?


 

¼ mark for correct formula
¼ mark for correctly substituting into the formula
¼ mark for correct fraction in Bluefield
¼ mark for correct fraction in risk-free asset
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d.	(1 mark) Given the proportions that you calculated in Part c above, what is the standard deviation σc of Mr. Cooper’s portfolio?


 

½ mark for correct formula
½ mark for correct value GIVEN student’s value of y from previous problem

e.	(1 mark) Assume that Mr. Cooper is a rational investor and has a value of A = 4 for his risk parameter. What will be the proportions of his money invested in the risk-free asset and in the Bluefield fund?

 

¼ mark for correct formula (either decimal or percentage form)
¼ mark for correctly substituting into formula
¼ mark for correct fraction in Bluefield
¼ mark for correct fraction in risk-free asset
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[bookmark: _GoBack]7.	(5 marks) Suppose that two factors have been deemed appropriate to “explain” returns on stocks, and the covariance between the factors is zero. You have the following information on three stocks, X, Y, and Z and the two factors, 1 and 2. What is the variance of the rate of return of a portfolio consisting of $4,000 invested in stock X, $1,000 invested in stock Y, and $5,000 invested in stock Z?

		Beta (Factor 1)		Beta (Factor 2)	Residual Variance
Stock X		0.8				0.4		0.04
Stock Y		0.4				0.8		0.05
Stock Z		0.8				1.2		0.06

	The variance of factor 1 is 0.10 and the variance of factor 2 is 0.20.


 


 




½ mark for correct weight formula
½ mark for EACH correct weight for a TOTAL of 1½ marks 
½ mark for correct beta formula
½ mark for EACH correct beta GIVEN student weights for a TOTAL of 1 mark
½ mark for correct portfolio variance formula
½ mark for correct value of portfolio variance GIVEN previous student answers
½ mark for correct value of portfolio variance of 0.22078 PROVIDED student obtains this value without making any mistakes
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8.	(5 marks) The following information applies to Stocks ABBEY and LANE:

						ABBEY (%)				LANE (%)		

Expected return, E(r)			16					12

Standard deviation, σ			60					20

a,	(2 marks) Assume that Stock ABBEY and Stock LANE are perfectly NEGATIVELY correlated. What are the weights for the investments in Stock ABBEY and Stock LANE if an investor chooses the minimum variance portfolio?


 

½ mark for correct formula
½ mark for correctly substituting into formula
½ mark EACH for correct weight value for a TOTAL of 1 mark 

b.	(1 mark) What is the expected return and variance for the minimum variance portfolio in Part a?


 

When the correlation coefficient is – 1, the minimum variance portfolio has ZERO variance.

To confirm this, substitute into the variance equation.


 

¼ mark for correct expected portfolio return formula
¼ mark for correct expected portfolio return GIVEN student weights
½ mark for realizing or calculating ZERO variance
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c.	(2 marks) Assume that the returns on Stock ABBEY and Stock LANE are uncorrelated. What are the weights for the investments in Stock ABBEY and Stock LANE if an investor chooses the minimum variance portfolio?


 

½ mark for correct formula
½ mark for correctly substituting into formula
½ mark EACH for correct weight value for a TOTAL of 1 mark 


9.	(5 marks) Stock Hudson has the following regression results using the CAPM:


 

a. (3 marks) What is the variance of Hudson’s stock?


 

1 mark for correct formula for R2
1 mark for correctly substituting into R2 formula
1 mark for correct value of total variation

b. (2 marks) Break down the variance into the systematic and firm-specific components.


 
The systematic and firm-specific components are 0.0064 and 0.0096 respectively.

1 mark for correct value of explained variation
1 mark for correct value of residual variation
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10.	(5 marks) Your rich grandmother has learned that you have taken the course Portfolio Management. She has considerable personal wealth that is in a very broadly based market index fund. She is considering two actively managed mutual funds and is asking your advice as to what fractions of her total investment that she should put in EACH fund. She plans to put only a small portion of her total wealth in the two actively managed mutual funds so that her total portfolio will still be reasonable diversified. After researching the two funds, you find that Fund 1 has a sample mean return of 12%. Fund 2 has a sample mean return of 18%. Your estimated beta for Fund 1 is 0.6 and for Fund 2 is 1.2. The respective residual standard deviations for the 2 funds are 20% and 40%. The sample mean return for the market index is 14% with a standard deviation of 10%. The sample mean return for the risk-free asset is 4%.

a. (1 mark) Compute the Jensen Performance Measure for EACH fund.


 

¼ mark for correct formula
¼ mark TOTAL for correctly substituting into formula
¼ mark for EACH correct alpha for a TOTAL of ½ mark

b. (1 mark) Compute the weights for EACH active fund in the active subportfolio.


 

¼ mark for correct initial weight formula
¼ mark for correct final weight formula
¼ mark for EACH correct final weight GIVEN student alpha for a TOTAL of ½ mark so long as weights sum to 1.

c. (1 mark) Compute the Jensen performance measure for the active subportfolio in Part b.

Since the Jensen performance measure is 0.02 for both funds, the Jensen performance measure for ANY combination of these two funds will also be 0.02. This is shown below for the optimal combination.


 

1 mark for correctly concluding that the Jensen performance measure is 0.02.

Alternatively, if the formula approach is followed,
½ mark for correct formula
½ mark for correct Jensen active subportfolio measure GIVEN student weights and portfolio alphas so long as weights sum to 1.
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d. (1 mark) Compute the beta for the active sub-portfolio in Part b.


 

¼ mark for correct formula
¼ mark for correctly substituting into formula
¼ mark for correct value of beta GIVEN student weights and betas
¼ mark for correct value of beta PROVIDED everything is correct

e.	(1 mark) Compute the weights of the active subportfolio and the index portfolio in the combined portfolio.


 

¼ mark for correct value of residual variance of active subportfolio
¼ mark for correct initial weight of active subportfolio
¼ mark for correct final weight of active subportfolio
¼ mark for correct weight of index portfolio
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