Quiz 4; Finance 4360; Fall 2007; 10:00 Class
Name ___________________________




Version 1

Instructions:

1)  Make sure the person who is sitting next to you has a different version of the quiz than you do.

2)  Do not separate this page from the following pages.

3) Write your name on this answer sheet and on the quiz.

4) Write the best answer (a, b, c, d, e, f, or g) to each question in the space provided below.  This first page is what I will grade.

Answers:

1. _____

2. _____

3. _____

4. _____

5. _____
1. Assume that all the assumptions underlying the CAPM hold, but investors have to borrow and lend at different rates. Will all investors hold a combination of the market portfolio and risk-free borrowing or lending?

a. yes, the market portfolio is the efficient portfolio given the assumptions in the CAPM.

b. no, they will hold portfolios between Tb and Ts (including both points).

c. yes, but investors will only lend since the borrowing rate will exceed the lending rate.

d. no, investors will overweight positive-alpha stocks

e. none of the above

2. How can you use a scatterplot of monthly excess returns on a stock and on the S&P500 to estimate the beta of the stock?

a. beta equals the deviations from zero for the stock’s excess return divided by the deviations from zero for the S&P500’s excess return.

b. beta is the excess return on the stock divided by the excess return on the S&P500 at the typical market risk-premium

c. beta is the slope of the best-fitting line

d. beta is the intercept of the best-fitting line

e. you can’t.  A scatterplot is unrelated to beta.

f. none of the above.
3. Which of the following statements is correct given the following graph?
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a. curve (1) indicates the highest (of the three) correlation between GOOG and XOM
b. XOM has a higher expected return and standard deviation than GOOG

c. curve (3) indicates the highest (of the three) correlation between GOOG and XOM

d. it is possible to achieve the greatest diversification with curve (3)

e. curve (2) indicates the highest (of the three) correlation between GOOG and XOM

f. two of the above are correct

4. Suppose Johnson & Johnson and the Walgreen Company have expected returns and volatilities show below, with a correlation of 28%. Calculate the volatility (standard deviation) of a portfolio that is equally invested in Johnson & Johnson’s and Walgreen’s stock.


E[R]
SD[R]
Johnson & Johnson
12%
25%

Walgreen
8%
18%

a. 
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b. 25+18

c. 
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d. .5(12) + .5(8)

e. 
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f. 
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5. You have noticed a market investment opportunity that, given your current portfolio, has an expected return that exceeds your required return. What can you conclude about your current portfolio?
a. you should invest more in your portfolio.
b. you should borrow and invest more in your portfolio.
c. your portfolio could be improved by selling (or short-selling) the investment opportunity.

d. your portfolio is not efficient.
e. you do not currently have any money invested in the market investment opportunity.
f. your portfolio is over-diversified.
g. two of the above are correct.
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