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Questions 1-2 are based on the following information:
The annual rate of return for the common stock of KEN has been:



2012
2013
2014
2015

Return

10%
20%
-10%
10%
1) What is the arithmetic average return for the common stock of KEN?
a) 7.5%

b) 10%

c) 15%

d) 12.5%

e) None of the above
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2) To the nearest x.xx%, what is the geometric average return for KEN’s common stock? 
a) 12.42%
b) 10.92%
c) 7.19%
d) 6.92%
e) None of the above
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3) During a period of severe inflation a bond offers a nominal annual return of 90%. If the annual inflation rate is 80%, what is the annual real return to the NEAREST x.xx%? Use the EXACT formula for the real return, NOT the approximation formula. 
a) 10.00%
b) 5.56%
c) 5.26%
d) 9.09%
e) None of the above
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4) The variable A in the utility formula 
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 represents the
a) Investor’s return requirement
b) Investor’s risk aversion
c) Certainty equivalent rate of the portfolio
d) Preference for one unit of return per A units of risk
e) None of the above
5) The change from a straight to a kinked capital allocation line is a result of the 
a) Reward-to-volatility ratio increasing
b) Borrowing rate exceeding the lending rate
c) Investor’s risk tolerance decreasing
d) Increase in the portfolio portion in the risk-free asset
e) None of the above
6) Suppose that you can choose one of the following four portfolios:

Investment

Expected Return E(r)

Variance 
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1


0.10


       0.04

2


0.15


       0.10

3


0.20


       0.16

4


0.25


       0.24

If your utility function is 
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, which portfolio would maximize your utility?  

a) Portfolio 1
b) Portfolio 2
c) Portfolio 3
d) Portfolio 4
e) None of the above
Portfolio 1: 
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Portfolio 2: 
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Portfolio 3: 
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Portfolio 4: 
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7) Which of the following statements about the EX-ANTE global minimum variance portfolio is TRUE if stocks are in equilibrium and NO short sales are permitted.
a) Its variance must be LOWER than any other portfolio.
b) Its expected return MAY BE LOWER than the risk-free rate.
c) It MAY be the optimal risky portfolio.
d) Both a) and b) are TRUE.
e) Both a) and c) are TRUE.
8) Find beta for a portfolio that consists of $300,000 investment in Stock A with beta = 0.8; $500,000 investment in Stock B with beta = 1.2; and $200,000 investment in the risk-free asset.
a) 0.84

b) 1.00

c) 1.04
d) 1.05
e) None of the above
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9) Find the risk-free interest rate if the expected market rate of return is 12% and a portfolio with beta = 0.5 has an expected return that equals its required return of 8%.
a) 0%

b) 2%

c) 4%
d) 6%
e) None of the above
When the expected return equals the required return, the portfolio return is in equilibrium with a Jensen performance measure 
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10) Stock A has a standard deviation of 10% and beta coefficient of 0.7 while Stock B has a standard deviation of 6% and a beta of 0.9. What can you say about the relationship between the expected returns of Stocks A and B if both stocks are in equilibrium?

a) The expected return on Stock A must be HIGHER than the expected return on Stock B because Stock A return has HIGHER standard deviation.
b) The expected return on stock A must be LOWER than the expected return on stock B because Stock A return has HIGHER standard deviation.
c) The expected return on Stock A must be HIGHER than the expected return on Stock B because Stock A has LOWER beta coefficient.
d) The expected return on Stock A must be LOWER than the expected return on Stock B because Stock A has LOWER beta coefficient.
e) The relationship between the expected returns on Stocks A and B is UNDETERMINED because Stock A return has HIGHER standard deviation but LOWER beta coefficient.
11) Find the market risk premium if a portfolio with beta = 1.2 provides 15% expected return while a portfolio with beta = 1.5 provides 18% expected return. Assume that both stocks are in equilibrium.
a) 5.00%
b) 6.00%

c) 8.00%

d) 10.00%

e) None of the above
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12) A start-up company Nerlove Mining Corporation (NMC) is considering investing in a new mine that requires an $800M investment today and will generate $150M per year in perpetuity. If the risk-free rate 
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 is 5% and the market risk premium 
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 is 8%, what would be the beta for this investment to achieve an NPV of $200M?
a) 0.80
b) 1.00
c) 1.20
d) 1.25
e) None of the above
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Questions 13-14 are based on the following information:
The regression estimate for the excess return on Stock Alfred is 
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 The coefficient of determination R2 is 0.50 for this regression. The variance of the market return 
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13) What is the variance 
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 for the return of Stock Alfred?

a) 0.04

b) 0.05

c) 0.09

d) 0.18

e) None of the above
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14) What is the variance 
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 of the residual error term for Stock Alfred?
a) 0.04

b) 0.05

c) 0.09

d) 0.18

e) None of the above
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15) Within the context of the Capital Asset Pricing Model (CAPM), assume that the expected return on the market 
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 is 1.20. What is the Jensen performance measure 
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 for this stock? 
a) 1%

b) 2%

c) 3%

d) 4%
e) None of the above
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16) A stock has been recently estimated to have a beta of 0.64. What would Merrill Lynch compute as the “adjusted beta” for this stock? 
a) 0.64
b) 0.76
c) 0.88
d) 1.00
e) None of the above
Merrill Lynch adjusts the regression beta by placing a 1/3 weight on the average market beta of 1 and a 2/3 weight on the regression beta.
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17) Which statement below appears to contradict the WEAK FORM of market efficiency?
a) Prices reflect ALL available information.
b) The correlation of returns between successive weeks is POSITIVE.
c) One could make higher than average capital gains by holding low dividend yield stocks.
d) Prices fluctuate.
e) None of the above
18) A “random walk” occurs when
a) The best estimate of tomorrow’s price is today’s price.
b) The change between prices in successive periods is NEGATIVELY correlated. 

c) Stock price changes are predictable.
d) Past information is useful in predicting future price changes.
e) None of the above
19) According to the efficient market hypothesis,
a) Past price changes are useful in predicting future price changes.
b) NEGATIVE alphas on stocks will quickly disappear.
c) LOW beta stocks are OVERPRICED.
d) HIGH beta stocks are UNDERPRICED
e) None of the above
20) All of the following are consistent with feelings of regret EXCEPT
a) Selling WINNERS quickly.
b) Selling LOSERS quickly.
c) Using an online discount broker.
d) Both a) and b).
e) Both b) and c).
21) Sue Shank tells her broker that she does NOT want to sell any stock that is below the price that she paid for it. What type of behaviour bias is this investor primarily exhibiting?
a) Conservatism
b) Mental accounting
c) Representativeness
d) Loss avoidance
e) None of the above
22) Michael Zimmermann believes that income needs should be met entirely from interest income and dividends. What type of behavioural bias is this investor primarily exhibiting?
a) Loss avoidance
b) Representativeness
c) Conservatism
d) Mental accounting
e) None of the above
23) The Fama-French original three-factor model includes all of the factors EXCEPT the
a) Market factor 
[image: image33.wmf](

)

Mf

Err

-

 
b) Size factor 
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c) Value factor HML
d) Momentum factor MOM, sometimes denoted as UMD
e) None of the above
24) In measuring the comparative performance of different fund managers, the preferred method of calculating the rate of return is
a) Internal
b) Time-weighted
c) Dollar-weighted
d) Income
e) Both a) and c) above
Questions 25-30 are based on the following information:
Below are the Ottawa Optimal Fund (OOF) & Benchmark (BM) sector weights & sector returns:

Sector             OOF Wt.          BM Wt.          OOF Ret.          BM Ret.
Large Cap      60%                  40%                18%                  20%

Smid Cap       40%                  60%                12%                  10%

The OOF beta = 1.00, and the OOF residual variance = 0.32. The market risk premium E(RM) = 10% for the Benchmark, and the Benchmark variance is 0.16.

25) For the Large Cap sector, what is the contribution from asset allocation?
a) 0.8%
b) 1.2%
c) 2.0%
d) 4.0%
e) None of the above
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26) For the Smid Cap sector, what is the contribution from security selection?
a) 0.8%
b) 1.2%
c) 2.0%
d) 4.0%
e) None of the above
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27) What answer below best describes the total contribution effect for OOF?
a) OUTPERFORMS the benchmark primarily due to SUPERIOR ASSET ALLOCATION
b) UNDERPERFORMS the benchmark primarily due to INFERIOR ASSET ALLOCATION
c) OUTPERFORMS the benchmark primarily due to SUPERIOR SECURITY SELECTION
d) UNDERPERFORMS the benchmark primarily due to INFERIOR SECURITY SELECTION
e) None of the above
total allocation effect = 
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total selection effect = 
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total contribution effect = 2% - 0.4%= 1.6%
check:
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28) Suppose that you wish to optimally combine the OOF fund with the BM. What would be the beta-adjusted weight of OOF in this combined portfolio P? 

a) 0.016
b) 0.08
c) 0.008
d) 0.16
e) None of the above

The total contribution effect is the Jensen alpha for OOF since OOF has a beta of 1. The beta-adjusted weight for OOF will be the same as the unadjusted weight when beta is 1.
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29) To the nearest x.xxx%, what is the portfolio risk premium E(Rp) on the optimal combined portfolio of OOF and BM?

a) 4.000%

b) 4.128%

c) 10.128%

d) 14.128%

e) None of the above

Since both the active & benchmarket portfolios have a beta of 1, so will the combined portfolio.
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Alterrnatively use the return of 15.6% for OOF and the 14% for BM from Problem 27 to find the portfolio return.
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Since the market return is 14% and the market risk premium is 10%, the risk-free rate is therefore 14% - 10% = 4%. Thus, the portfolio risk premium E(Rp) = 14.128% - 4% =10.128%.
30) To the nearest 0.xxxxxx, what is the variance of the optimal combined portfolio?

a) 0.160655

b) 0.364800
c) 0.162048

d) 0.225536
e) None of the above
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