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	Statement of Academic Integrity

The 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 head sets), 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 or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 


Question 1 (3 points)

Use the following expectations on stocks X and Y to answer problems 1-1 through 1-3 (round to the nearest percent). Circle your choice and show all relevant calculations.  Zero credit if without calculation, regardless whether the choice is right or wrong.
	
	Bear Market
	Normal Market
	Bull Market

	Probability
	0.2
	0.5
	0.3

	Stock X
	-20%
	18%
	50%

	Stock Y
	-15%
	20%
	10%


1-1
What is the expected return for stocks X and Y?

	   Stock X             Stock Y

	a.   18%                 5%

b.   18%                12%

c.   20%                11%

d.   20%                10%


1-2
What is the standard deviation of returns on stocks X and Y?

	   Stock X             Stock Y

	a.   15%                26%

b.   20%                 4%

c.   24%                13%
d.   28%                 8%


1-3
Assume you invest your $10,000 portfolio in $9,000 of stock X and $1,000 of stock Y. What is the expected return on your portfolio?

a) 18%

b) 19%

c) 20%

d) 23%

Question 2 (4 points)
You are a financial sales representative for CIBC World Markets. Your job is to advise client on asset allocation, open up relevant investment accounts for the client, and inform the trading representatives on buying/selling securities to meet your client’s needs.

You are currently advising a client on asset allocation along a CAL with riskfree interest rate of 5% and a risky portfolio with expected return of 15% and standard deviation of 25%. The risky portfolio P consists of three stocks, A, B, and C, with weights of 20%, 50%, and 30%, respectively. After discussion, you have advised your client to allocate 40% in the riskfree asset and 60% in the risky portfolio. 

(1) Draw the CAL, mark your advice on it, and tell your client about the expected return and standard deviation of his/her total portfolio. (2 point)

[image: image1]
(2) Your client has accepted your advice and is willing to invest $10,000. Tell your client about the dollar allocation of this investment among the riskfree asset and the three stocks.
Answer:

$4,000 in riskfree asset, $1,200 in A, $3,000 in B, and $1,800 in C. (2 point)
Question 3 (3 points)

A stock is currently traded at $30 per share. It will pay a dividend of $1 at the end of the year. Its beta is 1.3. The riskfree interest rate is 5%, and the market risk premium is 7%. What is the expected price of the stock in one year?

Solution:
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E( r ) = .05 + 1.3 *.07 = .141 = 14.1% (2 point)
E( r ) = (P1+D1-P0) / P0 = 14.1% ( P1=1.141* 30 - 1 = 33.23(1 point)
Formulas

Chapter 5
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Chapter 6
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Chapter 7
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