ADM 3352A				   Quiz #2		Name: __________________________
October 3, 2019			Version #1 Solutions		Student ID #: _____________________ 
	[bookmark: _GoBack]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: A quiz without a signed statement will NOT be graded and will receive a quiz grade of ZERO. 























 
For all questions that require calculations, your MUST SHOW YOUR WORK to receive credit.
	
1.  (1 mark) The risk-free rate of return rf = 5%, and the expected rate of return on the market portfolio E(rM) = 15%. Suppose that the expected rate of return E(rA) = 11% for Albion Sheet Metal Works with a relative market related risk ßA = 0.5  Using the SML in your calculations, what can you conclude about the price of Albion? 
a. Albion is OVERVALUED.
b. Albion is UNDERVALUED.
c. Albion is fairly priced.
d. Insufficient information is provided to make a relative pricing determination.



The SML gives the required rate of return for the stock to be in equilibrium. In this example, the given expected rate of return of 11% exceeds the required rate of 10%. Thus, investors currently would earn more than what is required. Hence, the stock is currently undervalued, and its price will be bid up until investors can only earn the required rate of 10%.


2. (1 mark) According to the theory of arbitrage,
a. Risk averse investors will NOT pursue arbitrage opportunities.
b. LOW beta stocks are consistently UNDERVALUED.
c. HIGH beta stocks are consistently UNDERVALUED.
d. NEGATIVE alpha investment opportunities will quickly disappear.

3. (1 mark) The Law of One Price is enforced in Canada by
a. Provincial security regulators.
b. Arbitrageurs.
c. Superintendent of Financial Institutions.
d. Bank of Canada.

4. (1 mark) According to CAPM, the expected rate of return of a portfolio with a beta of zero and an alpha of zero is
a. Zero.
b. Between the rate of return on the market portfolio E(rM) and the risk-free rate rf.
c. The risk-free rate rf.
d. Insufficient information because the firm specific risks are NOT provided.

5. (1 mark) The relevant measure of risk for a stock held in a well-diversified portfolio is its
a. Reinvestment rate risk.
b. Variance of returns.
c. Firm specific risk.
d. Contribution to the covariance of portfolio returns.

6.  (1 mark) Assume that Debra Smith is a risk averse investor who currently owns shares of the Modigliani Corporation. These shares have an expected return of 15% and a standard deviation of returns of 25%. Suppose that the shares of Perrakis and Ryan have the same expected return and standard deviation as Modigliani. Perrakis has a correlation coefficient of 0.40 with Modigliani and Ryan has a correlation coefficient of 0.60 with Modigliani. Portfolio risk is expected to
a. DECLINE more if she buys shares of Perrakis.
b. DECLINE more if she buys shares of Ryan.
c. INCREASE if she buys shares of either Perrakis or Ryan.
d. Remain UNCHANGED if she buys shares of either Perrakis or Ryan.
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