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The following equation is the SML of the CAPM:




The following equation decomposes the variance of a stock into systematic & firm-specific parts:


 

The following equation shows how R2 is related to systematic and total risks:


 

The following equation shows the relationship between a stock’s excess return Ri and its return ri.


 

The following equation shows the excess return of a stock in period t according to Fama-French:


  

The equation below shows the excess return of a stock in period t according to the 2-factor APT.


 

The time allotted for this quiz is 25 minutes. There are TWO sections to this quiz with 2 problems in Section I and 5 multiple-choice conceptual questions in Section II.

Section I: There are TWO problems in this section. Problem 1 on this page is worth 4 marks and is divided into 2 parts that are EACH worth 2 marks. Problem 2 appears on the next page and is worth 1 mark.

1.	(4 marks) Stock Maynard has the following regression results using the CAPM:


 

a. (2 marks) What is the variance of Maynard’s stock?


 

½ mark for correct R2 expression
½ mark for correctly rearranging expression to solve for variance
½ mark for correctly substituting into variance expression
½ mark for correct value for variance









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


 


 

½ mark for correctly substituting into correct systematic risk formula
½ mark for correct value for systematic risk
½ mark for correctly substituting into correct firm-specific risk formula
½ mark for correct value for firm-specific risk

	NB. The systematic risk may have explicitly calculated in Part a. above.









2.	(1 mark) Stock Drone has the following regression results using the Fama-French factors:


	

If the risk-free rate is 4%, the market risk premium is 10%, the SMB factor is 3%, and the HML factor is 2%, what is the expected return E(rDrone)? 


 

	½ mark for substituting correctly into correct expected return formula
	½ mark for correct value of expected return of 14.4%



Section II: There are 5 multiple-choice conceptual questions in this section. EACH question counts 1 mark. Questions 3 & 4 are on this page, & questions 5, 6, & 7 are on the next page.

3.	(1 mark) Which of the following appears to contradict the proposition that the stock market is weakly efficient?

a. The Super Mann Fund has been the top performing mutual fund for the last five years. Its Chief Investment Officer, Kent Clark, is currently under investigation for receiving tips from insiders from several firms.

b. The Beta Fund uses past price and dividend data to estimate the CAPM beta for every stock it considers for its mutual fund portfolio. The return of the market index that the Beta Fund uses has exceeded the risk free rate for each of the last 16 quarters. The return of the Beta Fund has exceeded the market index return for each of these 16 quarters. The portfolio beta for the Beta Fund is 1.25.

c. The Technical Analysis Fund uses past price and volume data to make buy and sell decisions on stocks. The return on the S&P 500 Index has exceeded the risk free rate for each of the last 16 quarters, and the return of Technical Analysis has exceeded the S&P 500 return for each of these 16 quarters. The portfolio beta for this fund is 0.80.

d. None of the above.


4.	(1 mark) Which of the following appears to contradict the proposition that the stock market is semi-strong efficient?

a. The Super Mann Fund has been the top performing mutual fund for the last five years. Its Chief Investment Officer, Kent Clark, is currently under investigation for receiving tips from insiders from several firms.

b. The Beta Fund uses past price and dividend data to estimate the CAPM beta for every stock it considers for its mutual fund portfolio. The return of the market index that the Beta Fund uses has exceeded the risk free rate for each of the last 16 quarters. The return of the Beta Fund has exceeded the market index return for each of these 16 quarters. The portfolio beta for the Beta Fund is 1.25.

c. The Trend Fund uses past price and volume data to make buy and sell decisions on stocks. The return on the S&P 500 Index has exceeded the risk free rate for each of the last 16 quarters, and the return of Trend has exceeded the S&P 500 return for each of these 16 quarters. The portfolio beta for this fund is 1.50.

d. None of the above.


5.	(1 mark) Which of the following appears to contradict the proposition that the stock market is strongly efficient?

a. The Super Mann Fund has been the top performing mutual fund for the last five years. Its Chief Investment Officer, Kent Clark, is currently under investigation for receiving tips from insiders from several firms.

b. The Beta Fund uses past price and dividend data to estimate the CAPM beta for every stock it considers for its mutual fund portfolio. The return of the market index that the Beta Fund uses has exceeded the risk free rate for each of the last 16 quarters. The return of the Beta Fund has exceeded the market index return for each of these 16 quarters. The portfolio beta for the Beta Fund is 1.25.

c. The Pattern Recognition Fund uses past price and volume data to make buy and sell decisions on stocks. The return on the S&P 500 Index has exceeded the risk free rate for each of the last 16 quarters, and the return of Pattern recognition has exceeded the S&P 500 return for each of these 16 quarters. The portfolio beta for this fund is 1.10.

d. None of the above.

6.	(1 mark) Which of the following is TRUE.

a. Superior performance using fundamental analysis violates weak form efficiency.

b. Superior performance using fundamental analysis violates semi-strong form efficiency.

c. Superior performance using insider information violates weak form efficiency.

d. Superior performance using insider information violates semi-strong form efficiency.

7.	(1 mark) Which of the following is TRUE.

a. Harry subscribes to the Motley Fool. He uses this newsletter to construct a portfolio that consistently outperforms the S&P 500 Index in both up and down markets. This violates weak form efficiency.

b. Larry subscribes to the Wall Street Journal. He uses this newspaper to construct a portfolio that consistently outperforms the S&P 500 Index in up markets but consistently underperforms in down markets. This violates semi-strong form efficiency.

c. Harry subscribes to the Motley Fool. He uses this newsletter to construct a portfolio that consistently outperforms the S&P 500 Index in both up and down markets. This violates semi-strong form efficiency.

d. Larry subscribes to the Wall Street Journal. He uses this newspaper to construct a portfolio that consistently outperforms the S&P 500 Index in up markets but consistently underperforms in down markets. This violates weak form efficiency.
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