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2. Investment returns Aa Aa S

An investment’s rate of return (ROR), or return on investment (ROI), refers to the increase or decrease in the value
of an investment relative to its cost. This return can be expressed either in dollar terms or as a percentage of the
cost of the investment

REE)
Suppose a stock sells for $1,000 and pays no dividends. At the end of one year, the stock’s price increases to
$1,150. What is the dollar return on investment in this stock?

QO $150.00
Q -$150.00
Q s0.15

Based on your understanding of investment returns, complete the following sentence:

If the amount to be received at the end of the investment period is
investment is said to have a positive return on investment.

[ the amount invested, the

greater than

You gave $700 to your cousin. As a token of gratitude, your cousin gave you $1,050 at the end of the year instead of
$700. 1F you look at this as an investment, what is your annual rate of return?

Q 65.00%
Q -33.33%
Q 60.00%
Q 50.00%

Which of the following investments generates a higher annual rate of return?

O A$500 gain on a $5,000 investment for one year
O A$500 gain on a $50,000 investment for one year
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3. Stock prices and stand-alone risk aa Aa E

Risk s the potential for an investment to generate more than one return. A security that will produce only one known
return is referred to as a risk-free asset, as there is no potential for deviation from the known expected outcome.
Investments that have the chance of producing more than one possible outcome are called risky assets. Risk, or
potential variability in an investment's possible returns, occurs when there is uncertainty about an investment's
future outcome, such as the return expected to be generated by the investment and realized by an investor.

REE)
As an investor and based on your understanding of risk, which of the following statements is true?

O You should invest in a stock if the expected rate of return on an asset with similar risk is higher than the
expected rate of return from the stock.

O You should invest in a stock if the expected rate of return from the stock is greater than the expected rate of
return on an asset with a similar risk

Read the following descriptions and identify the type of risk or term being described:

Terms

“The difference between the expected rate of return on a given risky asset and 2

the expected rate of return on a less risky asset

A measure of the variability of a set of outcomes [ ~ ]
“This type of risk is inherent in a firm’s operations [ 2 ]
“This type of risk relates to changes in the interest rate [ 2 ]

You invest $100,000 in only one stock. What kind of risk will you primarily be exposed to?

Q stand-alone risk
Q Portfolio risk
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4. Statistical measures of stand-alone risk aa Aa 2

Risk and the probabilities of the occurrence of events change under different circumstances. To estimate the
expected return under different outcomes, the expected value needs to be calculated. The expected value, or
expected return, is a statistical measure of the mean value or average value of all possible outcomes.

Ethan holds a two-stock portfolio that invests in the stocks of Stay Swift Co. and Rouster Corp. Stay Swift Co. has an
allocation of 75% in Ethan’s portfolio. Each stock's expected return for the next year will depend on the market
condition. The expected returns from the stocks in different market conditions are given in the following table:

Market Condition Probability Stay Swift Co. Rouster Corp.

strong 0.20 10% 14%
Normal 0.35 6% 8%
Weak 045 8% ~10%

Using the information just given, calculate the expected rate of return on the individual stocks in Ethan’s portfolio
and the expected rate of return on the entire portfolio over the next year.

« The expected rate of return on Stay Swift Co.'s stock over the next year is

« The expected rate of return on Rouster Corp.’s stock over the next year is

+ The expected rate of return on Ethan's portfolio over the next year is
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5. Risk aversion aa Aa 2

Suppose an investor is offered the investment opportunities described in the table below. Each investment costs
$1,000 today and provides a payoff, also described below, one year from now.

Option  Payoff One Year from Now
1 100% chance of receiving $1,100
2 50% chance of receiving $1,000
50% chance of receiving $1,200
3 50% chance of receiving $200
50% chance of receiving $2,000

Which of the following would a risk-averse investor prefer?

O The investor will choose option 1.
O The investor will choose option 2.
O The investor will choose option 3.
O The investor will be indifferent toward these options.

In contrast, Erik’s brother, Devin, is risk averse. Which of the following statements is true about Devin?

O Everything else remaining constant, he prefers Option 2
O Everything else remaining constant, he prefers Option 3
O Everything else remaining constant, he prefers Option 1
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na Aa

Afinancial planner is examining the portfolios held by several of her clients. Identify which of the following portfolios
is likely to have the smallest standard deviation

O A portfolio consisting of about three randomly selected stocks from different sectors
O A portfolio containing only Microsoft stock
O A portfolio containing Microsoft, Apple, and Google stock

Portfolio managers pick stocks for their clients’ portfolios based on the investment objective of the portfolio and
several other factors. One key consideration is each stock’s contribution to portfolio risk and its statistical relationship
with the portfolio’s other stocks. Based on your understanding of portfolio risk, which of the following statements are
true? Check all that apply.

[ Because of the effects of diversification, the portfolio’s risk is likely to be more than the average of all stocks’
standard deviations.

[ Portfolio risk will increase if more stocks that are negatively correlated with other stocks are added to the
portfolio.

[ A portfolio's risk is likely to be smaller than the average of all stocks' standard deviations, because
diversification lowers the portfolio’s risk

[ The unsystematic risk component of the total portfolio risk can be reduced by adding negatively correlated
stocks to the portfolio.
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7. The beta coefficient aa Aa 2

A stock’s contribution to the market risk of a well-diversified portfolio is called risk,

According to the Capital Asset Pricing Model (CAPM), this risk can be measured by a metric called the beta coefficient,
which calculates the degree to which a stock moves with the movements in the market.

Based on your understanding of the beta coefficient, indicate whether each statement in the following table is true or
false:

Statement True  False
Over time, a stock with a beta of 1.0 produces a return that goes up and down with a 1:1 ) )
relationship with the return on the market.

A stock that is more volatile than the market will have a beta of less than 1.0. o €]
Beta measures the volatility in stock movements relative to the market. ) )

There are different ways of calculating the beta coefficient for a stock. Using the information given in the following
table, calculate the beta coefficient of Stock i

Dpata
Stock I standard deviation 52.50%
Market's standard deviation 48.00%
Correlation between Stock | and the market 098

Beta coefficient of Stock i 1

To calculate the beta of another company, using regression analysis, you get the value of R2 as 0.11. Based on your
calculation, which of the following interpretations is true?

O 89% of the variance in the company’s returns can be explained by the market returns.
O 11% of the variance in the company’s returns can be explained by the market returns.
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Keith holds a portfolio that is invested equally in three stocks (wp = wa = wi
following table:

1/3). Bach stock is described in the

Stock Beta Standard Deviation Expected Return

DET 0.7 25% 8.0%
AL 10 38% 10.0%
o 16 34% 13.5%

An analyst has used market- and firm-specific information to make expected return estimates for each stock. The
analyst's expected return estimates may or may not equal the stocks’ required returns.

The risk-free rate [rre] is 6%, and the market risk premium [RPy] is 4%. Use the following graph with the security
market line (SML) to plot each stock’s beta and expected return.

Tool tip: Mouse over the points on the graph to see their coorinatac

REE)
RATE OF RETURN [Percent]
el Stock DET
18 s
'
%
Stock AL
% =
2
Stock N0
0
-4
s \
B
.
2
0
00 02 04 06 08 10 12 14 16 18 20
Risk (Beta) G|

Astock is in equilibrium if its required return equals its expected return. In general, assume that markets and stock
are in equilibrium (or fairly valued), but sometimes investors have different opinions about a stock’s prospects and
may think that a stock is out of equilibrium (either undervalued or overvalued). Use the analyst's expected return
estimates to determine if this analyst thinks that each stock in Keith's portfolio is undervalued, overvalued, or fairly
valued.

Undervalued Fairly Valued Overvalued
Stock DET o €] o
Stock AIL [¢] o (€]
Stock INO Q Q Q
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‘The following graph plots the current SML and indicates the return that investors require from holding stock from
Happy Corp. (HC). Based on the graph, complete the table that follows.

REQUIRED RATE OF RETURN [Percent]
20

160

Return on
120 HC's Stock

80

1)

00 05 10 15 20
RISk [Beta]
CAPM Elements. Value

Risk-free rate (rrr) 2

Market risk premium (RPy) C~ 1
Happy Corp. stock’s beta C~ 1
Required rate of return on 1

Happy Corp. stock
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An analyst believes that inflation is going to increase by 2.0% over the next year, while the market risk premium will
be unchanged. The analyst uses the Capital Asset Pricing Model (CAPM). The following graph plots the current SML.

Calculate Happy Corp.’s new required return. Then, on the graph, use the green points (rectangle symbols) to plot
the new SML suggested by this analyst's prediction

Happy Corp.s new required rate of return is

Tool tip: Mouse over the points on the graph to see their coordinates.

REE

REQUIRED RATE OF RETURN (Percent]

e New SML

1%

2

0 o4 08 12 16 20
RISK (Beta)

‘The SML helps determine the level of risk aversion among investors. The higher the level of risk aversion, the
the slope of the SML.

Which kind of stock is most affected by changes in risk aversion? (In other words, which stocks see the biggest
change in their required returns?)

QO Medium-beta stocks

O High-beta stocks

O Al stocks affected the same, regardiess of beta
QO Low-beta stocks
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10. Ef

ient markets hypothesis na Aa

When markets are efficient, the stock price is considered to be the intrinsic value of the stock.

The informational efficiency of financial markets determines the ability of investors to beat the market and earm
abnormal returns on their investments. If the markets are efficient, they will react rapidly as new relevant
information becomes available. ®56

Financial theorists have identified three levels of informational efficiency that reflect what information is incorporated
in stock prices. Consider the following statement:

Current market prices reflect all relevant publicly available information.

Identify the form of capital market efficiency based on the preceding statement.

O strong-form efficiency
O weak-form efficiency
O Semistrong-form efficiency

Consider that there is a semistrong form of efficiency in the markets.

A pharmaceutical company announces that it has received FDA approval for a new allergy drug that completely
prevents hay fever. The consensus analyst forecast for the company’s earnings per share (EPS) is $4.50, but insiders
know that, with this new drug, earnings will increase and drive the EPS to $5.00. What will happen when the
company releases its next earings report?

O The stock price will increase and settle at a new equilibrium level.

O There will be some volatility in the stock price when the earnings report is released; it is difficult to determine
the impact on the stock price.

O The stock price will not change, because the market already incorporated that information in the stock price
when the announcement was made.
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1. Basic concepts - Risk and return aa Aa

Professor Isadore (zzy) Invest-a-Lot retired two years ago from Exceptional College, a small
liberal arts college in Oregon after teaching corporate finance and investment theory for 35
Years. Yesterday, Izzy appear on EC LIVE, a television show produced for the students, faculty
and staff on the EU campus and the local communities. Samantha Silvertongue is the host of £C
LIVE, and one of Professor Izzy's former students.

‘The following is a transcript of the interview. Unfortunately the software that transcribes the
interview into written form failed to understand several words and phrases used in the interview.
To complete the transcript and demonstrate your knowledge of the risks and returns of

r————— investing, please select the best answer from each dropdown menu.

Samantha

122y

Samantha

1zzy

Samantha

122y

Good marning, Professor Invest-a-Lot. I'd lie to welcome you to EC LIVE, and thank you for coming in today to offer us insights into
the basics of investing. I remember your course well, and while my grades didn't always reflect great success, I was always very
interested in the material and the possibility of using the concepts and techniques when the opportunities arose.

Good morning, Samantha, and please call me, Izzy. Thank you for the invitation to discuss one of the important fundamentals to
an appreciation of the relationship between the objective or outcome of your investment, that is its return, and the
likelihood of receiving it, o the investment's

sound investin

Let's begin with the way that risk can-or should be-analyzed. Izzy, what is investment risk, and how should it be evaluated?

coe
An investment’s risk, or the probability that it generates a return that is its expected return, can be
considered from two perspectives: that of asset, or a single-asset portfolio, and that of a multiple-asset portfolio.
The risk of a single asset is best measured by the of the asset's possible outcomes, while the risk of an asset
in a multiple-asset portfolio is best measured by its

coe

Now, T seem to recall that there are two major types of risk affecting a security: systematic and unsystematic risk. What is the
difference between them, and is there a way to reduce your exposure to them?

Those are fantastic questions!

Systematic risk, also called or market risk, results from phenomena that affect the majority of firms and
securities. Since the events or circumstances that give rise to market risk affect most firms, it possible to diversify away
this type of risk.

Unsystematic, or company-specific, risk, on the other hand, is , because it results from events and phenomena
that are unique to a particular individual firm. Examples of these events or phenomena include, but are not limited to, earthquakes
and torados, labor unrest and strikes, and lawsuits or marketing campaigns. As these occurrences are , an investor's
unsystematic risk can be diversified away by the number of securities held in the investor's portfolio.
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‘The reduced riskiness of the market portfolio is reinforced by noting that the standard deviation of the average single-stock portfolio

is 35%, whereas the standard deviation of the market portfolio, which is assumed to contain approximately stocks, is
20%. Therefore, the addition of more and more randomly selected stocks to the portfolio its riskiness.
coe

Samantha That makes sense. So what does this mean for the returns eamed on an investment?
oo

Izzy In short, it means that a rational investor can only expect to be compensated for his or her exposure to
risk. He or she will not be compensated for the risk that could be
eliminated by increasing the size of his or her portfolio.

Samantha So, the market will not compensate me for not doing what a rational investor could-and should-do. Is that right?

coe
1zzy That s absolutely correct. The fact that you, as an investor, do not choose to act rationally be compensated.
coe

Samantha Izzy, this is fascinating stuff. Unfortunately our time is up, but I'd like very much for you to come back next week to continue our
discussion. Would that fit into your schedule?

1zzy Of course, and Il look forward to it! However, before I leave, I'd like to ask you and the audience to take a pop quiz. It addresses the
material discussed today and several related concepts. It s intended to reinforce some of the important risk-and-return-related
concepts. Have fun, and Tl see you next weeki
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1. Which of the following statements is correct?

[ Ainvestor's exposure to market risk can be diversified away by holding approximately 40 randomly-selected securities in an investor's portfolio.
[ Possible sources of market or non-diversifiable risk include inflation and commodity price changes, changes in currency exchange rates, and
fluctuations in interest rates.

[ The practice of diversification can effectively reduce an investor's company-specific risk

2. The phenomena and behaviors discussed above are based on the assumption that the majority of investors are risk averse. According to the concept
of risk aversion,

[ An investor will assess the riskiness of a security, and then determine his or her appropriate rate of return.
[ A risk-averse investor will prefer an investment that offers a 7% return with a standard deviation of 2% to an alternative investment that offers a
7% return with a standard deviation of 4%.

3. Which statement is correct?

O The addition of an asset to a portfolio, when the correlation coefficient between the asset's and portfolio's returns is -1, will increase the riskiness
of the portfolio.

O The addition of an asset to a portfolio, when the correlation coefficient between the asset's and portfolio’s returns is +1, will reduce the riskiness
of the portfolio.

O It is theoretically impossible to create a portfolio that offers a positive return and a standard deviation of zero.

O It is theoretically possible to create a portfalio that offers a positive return and whose standard deviation is zero.

4. How s it possible that an asset held in a portfolio can produce less total risk than the same asset held in isolation?

O It is not possible for a portfolio to exhibit less total risk than the sum of the riskiness exhibited by each of the assets in the portfolio.

O When an asset is held s part of a portfalio, it is possible that the pattern of variation in its returns may be offset, and averaged out, by anather
asset in the portfolio. This would reduce the total variation or risk exhibited by the portfolio, even though the behavior of the asset's returns did
not change.




