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[Q1-2|P27] If you were the president of a large, publicly owned corporation, would you make decisions to maximize stockholders’ welfare or your own personal interest? What are some actions stockholders could take to ensure that managements’ interest and those of stockholders coincide? What are some other factors that might influence managements’ actions?
I would make decisions to maximize stockholders’ welfare where this reflects the goodness of my decisions but not for the personal interest of shares that I own. Stockholders of major shares have the right to decide who should enter the board of directors, trustees, or chairs. According to their decision, the corporation goes forward to success or fall. The major factors that might influence management’s actions are threats of taking over or firing.
[Q2-3|P65] Security A has an expected return of 7 percent, a standard deviation of returns of 35 percent, a correlation coefficient with the marker of -0.3, and a beta coefficient of -1.5. Security B has an expected return of 12 percent, a standard deviation of returns 10 percent, a correlation coefficient with the marker of 0.7, and a beta coefficient of 1.0. Which security is riskier? Why?
() The standard deviation of stock A is higher than the standard deviation of stock B. Hence, regardless the other factors, it would be obvious that A is riskier than B as long is A has larger standard deviation.
[Q2-6|P66] If a company’s beta were to double, would its expected returns doubles?
As beta increases, expected return increases, but according to SML equation “Security Market Line” it does not mean doubling in beta results doubling in expected return.
[Q2-6|P66] Is it possible to construct a portfolio of stocks which has an expected return equal to the risk free rate?
Mathematically, it is possible according to the SML equation. That can be when setting beta to 0. When beta is 0, the expected return will equal the risk free rate. Financially, it is rare to have a stock with beta = 0.







[P2-1|P66] A stock’s return has the following distribution:

Calculate the stock expected return, standard deviation, and coefficient variation.
Expected Return = 
 = 0.1 (-0.5) + 0.2 (-0.05) + 0.4 (0.16) + 0.2 (0.25) + 0.1 (0.60)
 = 0.114
Standard Deviation = 
 = 0.1 (-0.5 – 0.114)² + 0.2 (-0.05 – 0.114)² + 0.4 (0.16 - 0.114)² + 0.2 (0.25 -0.114)² + 0.1 (0.6 - 0.114)²=  = 7.1244 = 712.44%
 = 26.679%
Coefficient Variation (CV) = / = 26.679% / 0.114 = 2.340
[P2-6|P66] Suppose rRF = 5%,  rM = 10%, and rA=12%:
	1) Calculate stock A’s beta
	2) If stock A’s beta were 2.0, what would be A’s new required rate of return?
1) Using SML:
 
12% = 5% + (10% - 5%) 
 = 1.4
2) Required Rate of Return:

5% + 2 (5%) = 15% 






[P2-9|P66] Suppose you are the money manager of a $4M investment fund. The fund consists of 4 stocks with the following investment and betas:

If the market required rate of return is 14% and the risk-free rate is 6%, what is the fund’s required rate of return?
Using SML:
 
= 1.5 (400,000/4M) – 0.5 (600,000/4M) + 1.25 (1M/4M) + 0.75 (2M/4M) = 0.762
Then,  = 6% + (14% - 6%)(0.762)
 = 12.12%
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Demand for the Company's Products Probability of this Demand Occurring Rate of Return if this Demand Occurs Expected Return

Pi Pk SUM(Pi(i)*Pk(i))

Weak 0.1 -50% -5%

Below Average 0.2 -5% -1%

Average 0.4 16% 6.40%

Above Average 0.2 25% 5%

Strong 0.1 60% 6%

1 11.40%
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Stock Investment Beta

A 400,000 1.5

B 600,000 -0.5

C 1,000,000 1.25

D 2,000,000 0.75
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