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FINANCE (PORTFOLIO MANAGEMENT) 

FURTHER PRACTICE / REVISION QUESTIONS

1.
The CML and CAPM are both considered as asset pricing models. In what ways are they similar and in what ways are they different ? In your answer be sure to address the context and scope of their applicability.

2.
Assume that the std. deviation of the returns for the market index is 20%. Given the information below, compute the betas for A Inc. and B Corp. 








 A Inc. 
B Corp. 

Std. deviation




25 %

50 %

Correlaton coeff. with market index

.60

.20

Explain why  B Corp's beta risk is lower even though it has a higher std. deviation.

3.
What is "market liquidity" ? Explain its importance to market participants and for the efficient functioning of secondary and primary markets in securities. 

4.
Explain how an investor makes use of the following trading mechanisms.  

(a) margin trading, (b) limit order (c) Stop loss order 
5.
Bulls and Bears have estimated the expected return on the market to be 14% and the risk free rate to be 5%. Nondescripts Inc. is a firm followed by Bulls and Bears whose beta is estimated to be 1.1 and whose return for the following year is estimated to be 15%. Would Bulls and Bears recommend this stock to their clients as a buy, sell or keep ? Show your analysis.

6.
Bulls and Bears, a firm of analysts wishes to estimate the Characteristic Line for the stock of RedHot Ltd. based on the following Market Model using the ASX all ordinaries index as the proxy for the market  




Rit  = (i  +  (i Rmt  +  eit
(a) Interpret the terms (i, (i, and eit using an illustration, if necessary. State any assumptions underlying this model

(b) If the standard deviation of Dart's returns is 5.3%,  the standard deviation of the market proxy's returns is 6.4% and residual standard deviation is 1.89%, calculate Dart's Beta.

7.
To an investor who wishes to gauge the performance of the stock market by observing an index, would it matter whether the index is computed as a market value weighted, equal weighted or price weighted index ? 

Explain why or why not. Include in your answer how these indexes differ from one another in their construction, and their possible implications on interpreting market performance based on the indices.
8.
Consider the following situations and discuss in each case whether some form or level of market efficiency is violated, and if so, why.

(a)     A financial consulting firm has just announced a newly designed complex computer program which would have generated consistent (risk-adjusted) excess returns after all transaction costs and taxes if it had been used during the last ten years.

(b)      During the last five years most people have earned positive average returns.  However, some people have earned considerably more than others.

(c)      Trading activity by corporate insiders results in permanent and statistically significant abnormal returns.

9.
The following questions pertain to stocks L and M shown in the diagram below.
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(a)  Calculate the expected return of a portfolio formed with weights of one-third for stock L and two thirds for stock M.

(b) If the correlation between L and M is zero, what is the variance of a portfolio with weights of one-third for stock L and two thirds for stock M ?

(c) If the correlation between L and M is -1, what is the minimum possible variance achievable with a portfolio of L and M ? Derive the steps and calculate the weights on L and M that will form the minimum portfolio variance ?





10. 

Discuss the various forms of market efficiency.  Include in your discussion the information sets involved in each form and the relationships across information sets and across forms of market efficiency.  Also discuss the implications for the various forms of market efficiency for the various types of securities' analysts. 
Please note: Written answers to above questions are not available.

