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Schweser Printable Answers - Test Management Exam 9
 Test ID#: 9
 Question 1 - #93397
 The beta of Stock A is 1.3. If the expected return of the market is 12%, and the risk-free rate of return is 6%, what is the expected return of Stock A?
 Your answer: C was correct!
 RRStock = Rf + (RMarket - Rf) × BetaStock, where RR= required return, R = return, and Rf = risk-free rate
 Here, RRStock = 6 + (12 - 6) × 1.3 = 6 + 7.8 = 13.8%.
 This question tested from Session 12, Reading 51, LOS e.
 Question 2 - #95559
 Two assets are perfectly positively correlated. If 30% of an investor's funds were put in the asset with a standard deviation of 0.3 and 70% were invested in an asset with a standard deviation of 0.4, what is the standard deviation of the portfolio?
 Your answer: C was correct!
 σ portfolio = [W12σ1
 2 + W22σ2
 2 + 2W1W2σ1σ2r1,2]1/2 given r1,2 = +1
 σ = [W12σ1
 2 + W22σ2
 2 + 2W1W2σ1σ
 2]1/2 = (W1σ1 + W2σ2)2]1/2
 σ = (W1σ1 + W2σ2) = (0.3)(0.3) + (0.7)(0.4) = 0.09 + 0.28 = 0.37
 This question tested from Session 12, Reading 50, LOS e.
 Question 3 - #94927
 The basic premise of the risk-return trade-off suggests that risk-averse individuals purchasing investments with higher non-diversifiable risk should expect to earn:
 Back to Test Review Hide Questions Print this Page
 A) 14.2%.B) 15.6%.C) 13.8%.
 A) 0.151.B) 0.426.C) 0.370.
 A) higher rates of return.B) lower rates of return.C) rates of return equal to the market.
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Your answer: A was correct!
 Investors are risk averse. Given a choice between two assets with equal rates of return, the investor will always select the asset with the lowest level of risk. This means that there is a positive relationship between expected returns (ER) and expected risk (Eσ) and the risk return line (capital market line [CML] and security market line [SML]) is upward sweeping.
 This question tested from Session 12, Reading 50, LOS a.
 Question 4 - #93402
 An analyst collected the following data for three possible investments.
 The expected return on the market is 12% and the risk-free rate is 4%.
 Part 1) According to the security market line (SML), which of the three securities is correctly priced?
 Your answer: A was incorrect. The correct answer was C) Lambda.
 In the context of the SML, a security is underpriced if the required return is less than the holding period (or expected) return, is overpriced if the required return is greater the holding period (or expected) return, and is correctly priced if the required return equals the holding period (or expected) return.
 Here, the holding period (or expected) return is calculated as: (ending price – beginning price + any cash flows / dividends) / beginning price. The required return uses the equation of the SML: risk free rate + Beta × (expected market rate − risk free rate).
 For Alpha: ER = (31 – 25 + 2) / 25 = 32%, RR = 4 + 1.6 × (12 − 4) = 16.8%. Stock is underpriced. For Omega: ER = (110 – 105 + 1) / 105 = 5.7%, RR = 4 + 1.2 × (12 − 4) = 13.6%. Stock is overpriced. For Lambda, ER = (10.8 – 10 + 0) / 10 = 8%, RR = 4 + 0.5 × (12 − 4) = 8%. Stock is correctly priced.
 This question tested from Session 12, Reading 51, LOS e.
 An analyst collected the following data for three possible investments.
 Stock Price Today Forecasted Price* Dividend BetaAlpha 25 31 2 1.6Omega 105 110 1 1.2Lambda 10 10.80 0 0.5*Forecasted Price = expected price one year from today.
 A) Alpha.B) Omega.C) Lambda.
 Stock Price Today Forecasted Price* Dividend BetaAlpha 25 31 2 1.6Omega 105 110 1 1.2Lambda 10 10.80 0 0.5*Forecasted Price = expected price one year from today.
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The expected return on the market is 12% and the risk-free rate is 4%.
 Part 2) Which of the securities identified by Williams would plot on the capital market line(CML)?
 Your answer: A was correct!
 By definition, all stocks and portfolios (other than the market portfolio) fall below the CML. (Only the market portfolio is efficient).
 This question tested from Session 12, Reading 51, LOS e.
 Question 5 - #93420
 The expected rate of return is 1.5 times the 16% expected rate of return from the market. What is the beta if the risk free rate is 8%?
 Your answer: A was incorrect. The correct answer was C) 2.
 24 = 8 + β (16 − 8) 24 = 8 + 8β 16 = 8β 16 / 8 = β β = 2
 This question tested from Session 12, Reading 51, LOS e.
 Question 6 - #95253
 Which of the following factors is least likely to affect an investor’s risk tolerance?
 Your answer: A was incorrect. The correct answer was B) Level of inflation in the economy.
 The level of inflation in the economy should be considered in determining the return objective. Risk tolerance is a function of the investor's psychological makeup and the investor's personal factors such as age, family situation, existing wealth, insurence coverage, current cash reserves and income.
 This question tested from Session 12, Reading 49, LOS b.
 A) None of the securities would plot on the CML.B) Lambda.C) Alpha.
 A) 3.B) 4.C) 2.
 A) Number of dependent family members.B) Level of inflation in the economy.C) Level of insurance coverage.
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Question 7 - #93398
 The beta of stock D is -0.5. If the expected return of Stock D is 8%, and the risk-free rate of return is 5%, what is the expected return of the market?
 Your answer: A was incorrect. The correct answer was C) -1.0%.
 RRStock = Rf + (RMarket − Rf) × BetaStock, where RR = required return, R = return, and Rf = risk-free rate
 A bit of algebraic manipulation results in:
 RMarket = [RRStock − Rf − (BetaStock × Rf)] / BetaStock = [8 − 5 − (-0.5 × 5)] / -0.5 = 0.5 / -0.5 = -1%
 This question tested from Session 12, Reading 51, LOS e.
 Question 8 - #93407
 If the risk-free rate of return is 3.5%, the expected market return is 9.5%, and the beta of a stock is 1.3, what is therequired return on the stock?
 Your answer: A was correct!
 The formula for the required return is: ERstock = Rf + (ERM – Rf) × Betastock,
 or 0.035 + (0.095 – 0.035) × 1.3 = 0.113, or 11.3%.
 This question tested from Session 12, Reading 51, LOS e.
 Question 9 - #95312
 Which of the following statements about return objectives is TRUE?
 Your answer: A was incorrect. The correct answer was C) To achieve the capital appreciation objective, the nominal rate of return must exceed the rate of inflation.
 The total return objective considers returns from both capital gains and the reinvestment of current income, but is not net of inflation (net of inflation, this is the real total return).
 A) +3.0%.B) +3.5%.C) -1.0%.
 A) 11.3%.B) 7.8%.C) 12.4%.
 A) The total return objective considers returns from both capital gains and current income, net of expected inflation.
 B) To achieve the capital appreciation objective, the real rate of return must exceed the rate of inflation.
 C) To achieve the capital appreciation objective, the nominal rate of return must exceed the rate of inflation.
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This question tested from Session 12, Reading 49, LOS c.
 Question 10 - #95210
 Gregg Goebel and Mason Erikson are studying for the Level I CFA examination. They have just started the section on Portfolio Management and Erikson is having difficulty with the equations for the covariance (cov1,2) and the correlation coefficient (r1,2) for two-stock portfolios. Goebel is confident with the material and creates the following quiz for Erikson. Using the information in the table below, he asks Erickson to fill in the question marks.
 Which of the following choices correctly gives the covariance for Portfolio J and the correlation coefficients for Portfolios K and L?
 Your answer: A was incorrect. The correct answer was B)
 The calculations are as follows:
 Portfolio J covariance = cov1,2 = (r1,2) × (s1) × (s2) = 0.75 × 0.08 × 0.18 = 0.0108, or 0.011.
 Portfolio K correlation coefficient = (r1,2) = cov1,2 / [ (s1) × (s2) ] = 0.02 / (0.20 × 0.12) = 0.833.
 Portfolio L correlation coefficient = (r1,2) = cov1,2 / [ (s1) × (s2)1/2 ] = 0.003 / (0.18 × 0.091/2) = 0.003 / (0.18 × 0.30) = 0.056.
 This question tested from Session 12, Reading 50, LOS d.
 Question 11 - #95377
 If the standard deviation of stock A is 10.6%, the standard deviation of stock B is 14.6%, and the covariance between the two is 0.015476, what is the correlation coefficient?
 Portfolio J Portfolio K Portfolio L Number of Stocks 2 2 2 Covariance ? cov1,2 = 0.020 cov1,2 = 0.003
 Correlation coefficient r1,2 = 0.750 ? ?
 Risk measure Stock 1 Std. Deviation1 = 0.08 Std. Deviation1 = 0.20 Std. Deviation1 = 0.18
 Risk measure Stock 2 Std. Deviation2 = 0.18 Std. Deviation2 = 0.12 Variance2 = 0.09
 Portfolio J Portfolio K Portfolio L
 A) 0.011 0.002 0.076
 B) 0.011 0.833 0.056
 C) 1.680 0.002 0.076
 0.011 0.833 0.056
 A) 0.0002.B) +1.C) 0.
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Your answer: B was correct!
 The formula is: (Covariance of A and B) / [(Standard deviation of A)(Standard Deviation of B)] = (Correlation Coefficient of A and B) = (0.015476) / [(0.106)(0.146)] = 1.
 This question tested from Session 12, Reading 50, LOS d.
 Question 12 - #94443
 In a set of portfolios, the portfolio with the highest rate of return, but the same variance of the rate of return as the others, would be considered a(n):
 Your answer: A was incorrect. The correct answer was C) efficient portfolio.
 The efficient frontier, which represents the set of portfolios that provides the highest return at each level of risk, is comprised of efficient portfolios. The optimal portfolio for each investor is the point on the highest indifference curve that is tangent to the efficient frontier.
 This question tested from Session 12, Reading 50, LOS f.
 Question 13 - #93470
 If the standard deviation of asset A is 12.2%, the standard deviation of asset B is 8.9%, and the correlation coefficient is 0.20, what is the covariance between A and B?
 Your answer: B was incorrect. The correct answer was A) 0.0022.
 The formula is: (correlation)(standard deviation of A)(standard deviation of B) = (0.20)(0.122)(0.089) = 0.0022.
 This question tested from Session 12, Reading 50, LOS d.
 Question 14 - #93415
 The expected rate of return is 2.5 times the 12% expected rate of return from the market. What is the beta if the risk-free rate is 6%?
 Your answer: C was incorrect. The correct answer was B) 4.
 A) positive beta portfolio.B) positive alpha portfolio.C) efficient portfolio.
 A) 0.0022.B) 0.0001.C) 0.0031.
 A) 5.B) 4.C) 3.
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30 = 6 + β (12 - 6) 24 = 6β β = 4
 This question tested from Session 12, Reading 51, LOS e.
 Question 15 - #93401
 A stock that plots below the Security Market Line most likely:
 Your answer: B was correct!
 Since the equation of the SML is the capital asset pricing model, you can determine if a stock is over- or underpriced graphically or mathematically. Your answers will always be the same.
 Graphically: If you plot a stock’s expected return on the SML and it falls below the line, it indicates that the stock is currently overpriced, causing its expected return to be too low. If the plot is above the line, it indicates that the stock is underpriced. If the plot falls on the SML, it indicates the stock is properly priced.
 Mathematically: In the context of the SML, a security is underpriced if the required return is less than the holding period (or expected) return, is overpriced if the required return is greater the holding period (or expected) return, and is correctly priced if the required return equals the holding period (or expected) return.
 This question tested from Session 12, Reading 51, LOS e.
 Question 16 - #95016
 An investor calculates the following statistics on her two-stock (A and B) portfolio.
 σA = 20%
 σB = 15% rA,B = 0.32 WA = 70% WB = 30%
 The portfolio's standard deviation is closest to:
 Your answer: B was incorrect. The correct answer was C) 0.1600.
 The formula for the standard deviation of a 2-stock portfolio is: σ = [WA
 2σA2 + WB
 2σB2 + 2WAWBσAσBrA,B]1/2
 σ = [(0.72 × 0.22) + (0.32 × 0.152) +( 2 × 0.7 × 0.3 × 0.2 × 0.15 × 0.32)]1/2 = [0.0196 + 0.002025 + 0.004032]1/2 =
 A) has a beta less than one.B) is overvalued.C) is below the efficient frontier.
 A) 0.1832.B) 0.0256.C) 0.1600.
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0.02565701/2 = 0.1602, or approximately 16.0%.
 This question tested from Session 12, Reading 50, LOS e.
 Question 17 - #93516
 Assets A (with a variance of 0.25) and B (with a variance of 0.40) are perfectly positively correlated. If an investor creates a portfolio using only these two assets with 40% invested in A, the portfolio standard deviation is closest to:
 Your answer: A was correct!
 The portfolio standard deviation = [(0.4)2(0.25) + (0.6)2(0.4) + 2(0.4)(0.6)1(0.25)0.5(0.4)0.5]0.5 = 0.5795
 This question tested from Session 12, Reading 50, LOS e.
 Question 18 - #93376
 Which of the following statements about systematic and unsystematic risk is least accurate?
 Your answer: B was incorrect. The correct answer was A) The unsystematic risk for a specific firm is similar to the unsystematic risk for other firms in the same industry.
 This statement should read, "The unsystematic risk for a specific firm is not similar to the unsystematic risk for other firms in the same industry." Thus, other terms for this risk are firm-specific, or unique, risk.
 Systematic risk is not diversifiable. As an investor increases the number of stocks in a portfolio the unsystematic risk will decrease at a decreasing rate. Total risk equals systematic (market) plus unsystematic (firm-specific) risk.
 This question tested from Session 12, Reading 51, LOS c.
 Question 19 - #93418
 Given a beta of 1.25 and a risk-free rate of 6%, what is the expected rate of return assuming a 12% market return?
 Your answer: A was incorrect. The correct answer was C) 13.5%.
 A) 0.5795.B) 0.3742.C) 0.3400.
 A) The unsystematic risk for a specific firm is similar to the unsystematic risk for other firms in the same industry.
 B) Total risk equals market risk plus firm-specific risk.C) As an investor increases the number of stocks in a portfolio, the systematic risk will remain constant.
 A) 10%.B) 31%.C) 13.5%.
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k = 6 + 1.25 (12 − 6)
 = 6 + 1.25(6)
 = 6 + 7.5
 = 13.5
 This question tested from Session 12, Reading 51, LOS e.
 Question 20 - #93419
 Which of the following statements regarding the Capital Asset Pricing Model is least accurate?
 Your answer: C was incorrect. The correct answer was B) It is when the security market line (SML) and capital market line (CML) converge.
 The CML plots expected return versus standard deviation risk. The SML plots expected return versus beta risk. Therefore, they are lines that are plotted in different two-dimensional spaces and will not converge.
 This question tested from Session 12, Reading 51, LOS d, (Part 1).
 Question 21 - #95287
 Which of the following have studies shown has the greatest impact on the return of a portfolio?
 Your answer: A was incorrect. The correct answer was B) Target asset allocation.
 Several studies support the idea that approximately 40% of the variation in returns across portfolios, and approximately 90% of the variation in a single portfolio’s returns, can be explained by target asset allocations. Security selection and market timing are all less important factors.
 This question tested from Session 12, Reading 49, LOS e.
 Question 22 - #93382
 The market portfolio in the Capital Market Theory contains which types of investments?
 A) It is useful for determining an appropriate discount rate.B) It is when the security market line (SML) and capital market line (CML) converge.C) Its accuracy depends upon the accuracy of the beta estimates.
 A) Market timing.B) Target asset allocation.C) Security selection.
 A) All risky and risk-free assets in existence.B) All stocks in existence.C) All risky assets in existence.
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Your answer: C was correct!
 The market portfolio contains all risky assets in existence. It does not contain any risk-free assets.
 This question tested from Session 12, Reading 51, LOS b.
 Question 23 - #93457
 The graph below combines the efficient frontier with the indifference curves for two different investors, X and Y (represented by U(X) and U(Y)). The letters A, B, C, and D represent four distinct portfolios.
 Which of the following statements about the above graph is least accurate?
 Your answer: B was correct!
 Any portfolio on the efficient frontier is superior to one that is not. Thus, Investor X would not be better off with Portfolio C (this portfolio is on a lower indifference curve and has more risk.)
 The other choices are correct. The optimal portfolio for each investor is the one on the highest indifference curve that is tangent to the efficient frontier. Thus, portfolios A and B are both optimal portfolios, but for different investors. In addition, Investor X has a steeper indifference curve, indicating that he is risk-averse. Flatter curves, such as those for investor Y, indicate a less risk-averse investor. As a result, X’s return will be less than Y’s.
 This question tested from Session 12, Reading 50, LOS g.
 Question 24 - #95317
 Which of the following is NOT a rationale for the importance of the policy statement in investing? It:
 A) Investor X's return will always be less than that of Investor Y.
 B)Investor X would be better off moving to indifference curve U(X)1 and Portfolio C because of the higher return on that portfolio.
 C) Portfolios A and B are both optimal portfolios.
 A) allows the investor to judge performance by objective standards.
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Your answer: C was incorrect. The correct answer was B) forces investors to take risks.
 By no means should the policy statement force the investor to take risks. The statement forces investors to understand the risks of investing.
 This question tested from Session 12, Reading 49, LOS a, (Part 2).
 Question 25 - #93469
 If the standard deviation of asset A is 3.2%, the standard deviation of asset B is 6.8%, and the correlation coefficient is –0.40, what is the covariance between A and B?
 Your answer: A was incorrect. The correct answer was C) -0.0009.
 The formula is: (correlation)(standard deviation of A)(standard deviation of B) = (–0.40)(0.032)(0.068) = –0.00087.
 This question tested from Session 12, Reading 50, LOS d.
 Question 26 - #95660
 Risk aversion means that if two assets have identical expected returns, an individual will choose the asset with the:
 Your answer: B was correct!
 Investors are risk averse. Given a choice between assets with equal rates of expected return, the investor will always select the asset with the lowest level of risk. This means that there is a positive relationship between expected returns (ER) and expected risk (Eσ) and the risk return line (capital market line [CML] and security market line [SML]) is upward sloping.
 Standard deviation is a way to quantify risk. The payback period is used to evaluate capital projects, not investment returns.
 This question tested from Session 12, Reading 50, LOS a.
 Question 27 - #93373
 What is the risk measure associated with the CML?
 B) forces investors to take risks.C) specifies a benchmark against which to judge performance.
 A) -0.0021.B) -0.0015.C) -0.0009.
 A) higher standard deviation.B) lower risk level.C) shorter payback period.
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Your answer: A was incorrect. The correct answer was C) Standard deviation.
 In the context of the CML, the measure of risk (x-axis) is total risk, or standard deviation. Beta (systematic risk) is used to measure risk for the security market line (SML).
 This question tested from Session 12, Reading 51, LOS c.
 Question 28 - #95174
 Which of the following should least likely be included as a constraint in an investment policy statement (IPS)?
 Your answer: C was correct!
 How funds are spent after withdrawal would not be a constraint of an IPS.
 This question tested from Session 12, Reading 49, LOS d.
 Question 29 - #95044
 A security has the following expected returns and probabilities of occurrence:
 What is the standard deviation of the returns?
 Your answer: B was incorrect. The correct answer was C) 1.42%.
 The standard deviation is the square root of the variance. The variance is the sum of the probability times the difference between the return and the expected return squared. First, find the expected return as: (0.11)(0.20) + (0.14)(0.50) + (0.15)(0.30) = 0.137, or 13.7%. Then, the variance is determined as: (0.20)(0.11 – 0.137)2 + (0.50)(0.14 – 0.137)2 + (0.30)(0.15 – 0.137)2 = 0.000201. The standard deviation is then: (0.000201)0.5 = 0.0142, or 1.42%.
 This question tested from Session 12, Reading 50, LOS c, (Part 2).
 A) Beta.B) Market risk.C) Standard deviation.
 A) Constraints put on investment activities by regulatory agencies.B) Any unique needs or preferences an investor may have.C) How funds are spent after being withdrawn from the portfolio.
 Return Probability 11% 20% 14% 50% 15% 30%
 A) 1.74%.B) 0.02%.C) 1.42%.
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Question 30 - #94120
 What is the variance of a two-stock portfolio if 15% is invested in stock A (variance of 0.0071) and 85% in stock B (variance of 0.0008) and the correlation coefficient between the stocks is –0.04?
 Your answer: A was incorrect. The correct answer was C) 0.0007.
 The variance of the portfolio is found by:
 [W12 σ1
 2 + W22 σ2
 2 + 2W1W2σ1σ2r1,2], or [(0.15)2(0.0071) + (0.85)2(0.0008) + (2)(0.15)(0.85)(0.0843)(0.0283)(–0.04)] = 0.0007.
 This question tested from Session 12, Reading 50, LOS e.
 Question 31 - #93389
 Which of the following is least likely considered a source of systematic risk for bonds?
 Your answer: C was incorrect. The correct answer was A) Default risk.
 Default risk is based on company-specific or unsystematic risk.
 This question tested from Session 12, Reading 51, LOS c.
 Question 32 - #93412
 All portfolios on the capital market line are:
 Your answer: B was incorrect. The correct answer was A) perfectly positively correlated.
 The introduction of a risk-free asset changes the Markowitz efficient frontier into a straight line. This straight efficient frontier line is called the capital market line (CML). Since the line is straight, the math implies that any two assets falling on this line will be perfectly, positively correlated with each other. Note: When ra,b = 1, then the equation for risk changes to sport = WAsA + WBsB, which is a straight line.
 This question tested from Session 12, Reading 51, LOS a, (Part 2).
 A) 0.0020.B) 0.0026.C) 0.0007.
 A) Default risk.B) Purchasing power risk.C) Market risk.
 A) perfectly positively correlated.B) unrelated except that they all contain the risk-free asset.C) distinct from each other.
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Question 33 - #98136
 Which of the following statements regarding the Markowitz model of portfolio theory is FALSE? The model assumes investors:
 Your answer: C was incorrect. The correct answer was B) view the mean of the distribution of potential outcomes as the expected risk of an investment.
 The following are assumptions associated with Markowitz Portfolio Theory:
 Risk is variability. Investors measure risk as the variance (standard deviation) of expected returns. Returns distribution. Investors look at each investment opportunity as a probability distribution of expected returns over a given investment horizon. Utility maximization. Investors maximize their expected utility over a given investment horizon, and their indifference curves exhibit diminishing marginal utility of wealth (i.e., they are convex). Risk/return. Investors make all investment decisions by considering only the risk and return of an investment opportunity. This means that their utility (indifference) curves are a function of the expected return (mean) and the variance of the returns distribution they envision for each investment. Risk aversion. Given two investments with equal expected returns, investors prefer the one with the lower risk. Likewise, given two investments with equal risk, investors prefer the one with the greater expected return.
 This question tested from Session 12, Reading 50, LOS b.
 Question 34 - #93460
 A security has the following expected returns and probabilities of occurrence:
 What is the expected return of the security?
 Your answer: B was incorrect. The correct answer was C) 11.8%.
 The expected return is calculated as the sum of the return times the probability that the return occurs. In this case, the expected return is: (0.10)(0.40) + (0.12)(0.40) + (0.15)(0.20) = 0.118, or 11.8%.
 This question tested from Session 12, Reading 50, LOS c, (Part 1).
 A) estimate a portfolio's risk on the basis of the variability of expected returns.B) view the mean of the distribution of potential outcomes as the expected risk of an investment.
 C) evaluate investment opportunities as a probability distribution of expected returns over some time period.
 Return Probability 10% 40% 12% 40% 15% 20%
 A) 12.4%.B) 12.2%.C) 11.8%.
 Page 14 of 24Printable Exams
 5/23/2009http://localhost:20501/online_program/test_engine/printable_answers.php

Page 15
                        

Question 35 - #93370
 The optimal portfolio is determined by the point of tangency between:
 Your answer: A was incorrect. The correct answer was B) the efficient frontier and the individual's utility curve with the highest possible utility.
 The optimal portfolio for each investor is the highest indifference curve that is tangent to the efficient frontier. The optimal portfolio is the portfolio that gives the investor the greatest possible utility.
 This question tested from Session 12, Reading 50, LOS g.
 Question 36 - #96064
 If the standard deviation of returns for stock A is 0.60 and for stock B is 0.40 and the covariance between the returns of the two stocks is 0.009 what is the correlation between stocks A and B?
 Your answer: C was correct!
 CovA,B = (rA,B)(SDA)(SDB), where r = correlation coefficient and SDx = standard deviation of stock x
 Then, (rA,B) = CovA,B / (SDA × SDB) = 0.009 / (0.600 × 0.400) = 0.0375
 This question tested from Session 12, Reading 50, LOS d.
 Question 37 - #95250
 Which of the following is NOT one of the four general steps in the portfolio management process?
 Your answer: A was correct!
 Specifying strategic asset allocations is a specific step contained within the third step, implementing the plan.
 This question tested from Session 12, Reading 49, LOS a, (Part 1).
 Question 38 - #94265
 On a graph of risk, measured by standard deviation and expected return, the efficient frontier represents:
 A) a line connecting the risk-free rate and the current market return on the efficient frontier.B) the efficient frontier and the individual's utility curve with the highest possible utility.C) the capital allocation line and the investor's utility curve.
 A) 0.0020. B) 26.6670. C) 0.0375.
 A) Specifying strategic asset allocations.B) Monitoring and updating the investor’s needs and market conditions.C) Implementing the plan.
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Your answer: B was incorrect. The correct answer was C) the set of portfolios that dominate all others as to risk and return.
 The efficient set is the set of portfolios that dominate all other portfolios as to risk and return. That is, they have highest expected return at each level of risk.
 This question tested from Session 12, Reading 50, LOS f.
 Question 39 - #95254
 Which of the following is generally the first general step in the portfolio management process?
 Your answer: C was incorrect. The correct answer was A) Write a policy statement.
 The policy statement is the foundation of the entire portfolio management process. Here, both risk and return are integrated to determine the investor’s goals and constraints.
 This question tested from Session 12, Reading 49, LOS a, (Part 1).
 Question 40 - #94391
 Which of the following statements about the efficient frontier is FALSE?
 Your answer: A was incorrect. The correct answer was B) The slope of the efficient frontier increases steadily as one moves up the curve.
 This statement should read, "The slope of the efficient frontier decreases steadily as one moves up the curve." The other statements are true.
 This question tested from Session 12, Reading 50, LOS f.
 Question 41 - #96471
 Stock A has a standard deviation of 0.5 and Stock B has a standard deviation of 0.3. Stock A and Stock B are perfectly positively correlated. According to Markowitz portfolio theory how much should be invested in each stock to minimize the portfolio's standard deviation?
 A) the group of portfolios that have extreme values and therefore are “efficient” in their allocation.B) all portfolios plotted in the northeast quadrant that maximize return. C) the set of portfolios that dominate all others as to risk and return.
 A) Write a policy statement.B) Develop an investment strategy.C) Specify capital market expectations.
 A) The efficient frontier line bends backwards due to less than perfect correlation between assets.B) The slope of the efficient frontier increases steadily as one moves up the curve.
 C) A portfolio to the left of the efficient frontier is not attainable, while a portfolio to the right of the efficient frontier is inefficient.
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Your answer: B was correct!
 Since the stocks are perfectly correlated, there is no benefit from diversification. So, invest in the stock with the lowest risk.
 This question tested from Session 12, Reading 50, LOS e.
 Question 42 - #95212
 Which of the following constraints concerns individual investors least, with respect to their portfolios?
 Your answer: A was correct!
 Investment constraints include: Liquidity needs, time horizon parameters, tax concerns, legal and regulatory factors, and unique needs and preferences. Political concerns are not a principal constraint, beyond their impact on tax policy and legal issues.
 This question tested from Session 12, Reading 49, LOS d.
 Question 43 - #93448
 Which one of the following statements about portfolio diversification is FALSE?
 Your answer: C was incorrect. The correct answer was A)
 The lower the correlation coefficient between the portfolio and a stock, the lower the diversification effect from adding that stock to the portfolio.
 This statement should read, "The lower the correlation coefficient between the portfolio and a stock, the greater the diversification effect from adding that stock to the portfolio.
 This question tested from Session 12, Reading 50, LOS g.
 Question 44 - #95242
 Which of the following statements about risk and return is FALSE?
 A) 30% in Stock A and 70% in Stock B.B) 100% in Stock B.C) 50% in Stock A and 50% in Stock B.
 A) Political issues.B) Liquidity.C) Legal Issues.
 A) The lower the correlation coefficient between the portfolio and a stock, the lower the diversification effect from adding that stock to the portfolio.
 B) In a well diversified portfolio of over 25 stocks market risk will account for over 85% of the portfolio's total risk.
 C) As more securities are added to a portfolio total risk falls, but at a decreasing rate.
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Your answer: A was correct!
 Return-only objectives may actually lead to unacceptable behavior on the part of investment managers, such as excessive trading (churning) to generate excessive commissions.
 This question tested from Session 12, Reading 49, LOS b.
 Question 45 - #94343
 Which of the following portfolios falls below the Markowitz efficient frontier?
 Your answer: B was correct!
 Portfolio B is inefficient (falls below the efficient frontier) because for the same risk level (8.7%), you could have portfolio C with a higher expected return (15.1% versus 14.2%).
 This question tested from Session 12, Reading 50, LOS f.
 Question 46 - #93421
 A basic assumption of the capital asset pricing model (CAPM) is that there are no transaction costs. If this assumption is relaxed, which of the following would be the least likely to occur?
 Your answer: C was incorrect. The correct answer was A)
 Each investor can have a unique view of a security market line.
 If the assumption of “no transaction cost” is relaxed, then investors will correct mispricing only up to the point where transaction costs begin to offset potential excess return. As a result, all securities will plot within a band around the SML. It also would impact diversification, since at some point the transaction cost will offset the benefits of diversification.
 A) Return-only objectives provide a more concise and efficient way to measure performance for investment managers.
 B) Return objectives should be considered in conjunction with risk preferences.C) Return objectives may be stated in dollar amounts.
 Portfolio Expected Return Expected Standard Deviation A 12.1% 8.5% B 14.2% 8.7% C 15.1% 8.7%
 A) Portfolio A.B) Portfolio B.C) Portfolio C.
 A) Each investor can have a unique view of a security market line. B) All securities will plot very close to the security market line. C) Diversification benefits will be realized up to the point that they offset transactions costs.
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This question tested from Session 12, Reading 51, LOS d, (Part 2).
 Question 47 - #93372
 Investors who are less risk averse will have what type of utility curves?
 Your answer: A was incorrect. The correct answer was C) Flatter.
 Investors who are less risk averse will have flat utility curves, meaning they are willing to take on more risk for a slightly higher return. Investors who are more risk averse require a much higher return to accept more risk, producing a steep utility curve.
 This question tested from Session 12, Reading 50, LOS g.
 Question 48 - #93367
 Beta is least accurately described as:
 Your answer: A was incorrect. The correct answer was C) a standardized measure of the total risk of a security.
 Beta is a standardized measure of the systematic risk of a security. β = Covr,mkt / σ2mkt. Beta is multiplied by the
 market risk premium in the CAPM: E(Ri) = RFR + β[E(Rmkt) – RFR].
 This question tested from Session 12, Reading 51, LOS d, (Part 1).
 Question 49 - #93494
 Stock A has a standard deviation of 10%. Stock B has a standard deviation of 15%. The covariance between A and B is 0.0105. The correlation between A and B is:
 Your answer: B was correct!
 CovA,B = (rA,B)(SDA)(SDB), where r = correlation coefficient and SDx = standard deviation of stock x
 Then, (rA,B) = CovA,B / (SDA × SDB) = 0.0105 / (0.10 × 0.15) = 0.700
 This question tested from Session 12, Reading 50, LOS d.
 A) Inverted.B) Steeper.C) Flatter.
 A) a measure of the sensitivity of a security’s return to the market return.B) the covariance of a security’s returns with the market return, divided by the variance of market returns.C) a standardized measure of the total risk of a security.
 A) 0.55.B) 0.70.C) 0.25.
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Question 50 - #95235
 Which of the following statements about the importance of risk and return in the investment objective is least accurate?
 Your answer: A was correct!
 Expressing investment goals in terms of risk is not more appropriate than expressing goals in terms of return. The investment objectives should be stated in terms of both risk and return. Risk tolerance will likely help determine what level of expected return is feasible.
 This question tested from Session 12, Reading 49, LOS b.
 Question 51 - #95815
 Which one of the following statements about correlation is FALSE?
 Your answer: B was incorrect. The correct answer was A) If the correlation coefficient were 0, a zero variance portfolio could be constructed.
 A correlation coefficient of zero means that there is no relationship between the stock's returns. The other statements are true.
 This question tested from Session 12, Reading 50, LOS e.
 Question 52 - #95248
 Which of the following statements about the steps in the portfolio management process is FALSE?
 Your answer: A was correct!
 Developing an investment strategy is based primarily on an analysis of the current and future financial market and economic conditions. Historical analysis serves to help develop an expectation for future conditions.
 A) Expressing investment goals in terms of risk is more appropriate than expressing goals in terms of return.
 B) The return objective may be stated in dollar amounts even if the risk objective is stated in percentages. C) The investor’s risk tolerance is likely to determine what level of return will be feasible.
 A) If the correlation coefficient were 0, a zero variance portfolio could be constructed.B) Potential benefits from diversification arise when correlation is less than +1.C) If the correlation coefficient were -1, a zero variance portfolio could be constructed.
 A) Developing an investment strategy is based on an analysis of historical performance in financial markets and economic conditions.
 B) Rebalancing the investor’s portfolio is done on an as-needed basis, and should be reviewed on a regular schedule.
 C) Implementing the plan is based on an analysis of the current and future forecast of financial and economic conditions.
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This question tested from Session 12, Reading 49, LOS a, (Part 1).
 Question 53 - #93467
 The expected rate of return is twice the 12% expected rate of return from the market. What is the beta if the risk-free rate is 6%?
 Your answer: C was correct!
 24 = 6 + β (12 − 6)
 18 = 6β
 β = 3
 This question tested from Session 12, Reading 51, LOS d, (Part 1).
 Question 54 - #93681
 Which of the following statements concerning the efficient frontier is most accurate? It is the:
 Your answer: B was correct!
 The efficient frontier outlines the set of portfolios that gives investors the highest return for a given level of risk or the lowest risk for a given level of return. It is also the point at which there are no more benefits to diversification.
 This question tested from Session 12, Reading 50, LOS f.
 Question 55 - #93438
 The security market line (SML) will resemble a band with fairly tight upper and lower bounds if two of the following assumptions are made. Which of the following should not be included in this list?
 Your answer: B was correct!
 If investors have heterogeneous expectations, transaction costs are not assumed to be zero, or differences in tax brackets are present, the SML becomes a band rather than a line. Differences in borrowing and lending rates can be assumed to be appropriate and used in the construction of the capital market line (CML). The result is a CML
 A) 2.B) 4.C) 3.
 A) set of portfolios that gives investors the lowest risk.B) set of portfolios where there are no more diversification benefits.C) set of portfolios that gives investors the highest return.
 A) Differences in investor tax brackets.B) Unequal borrowing and lending rates.C) Heterogeneous investor expectations.
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that is bent around the market portfolio. The portion of the CML connecting the risk-free asset and market portfolio will have a steeper slope than the portion of the CML extending beyond the market portfolio.
 This question tested from Session 12, Reading 51, LOS d, (Part 2).
 Question 56 - #95314
 Which of the following best describes the importance of the policy statement? It:
 Your answer: A was incorrect. The correct answer was C) states the standards by which the portfolio's performance will be judged.
 The policy statement should state the performance standards by which the portfolio's performance will be judged and specify the benchmark that represents the investors risk preferences.
 This question tested from Session 12, Reading 49, LOS a, (Part 2).
 Question 57 - #93454
 An analyst is currently considering a portfolio consisting of two stocks. The first stock, Remba Co., has an expected return of 12% and a standard deviation of 16%. The second stock, Labs, Inc., has an expected return of 18% and a standard deviation of 25%. The correlation of returns between the two securities is 0.25.
 If the analyst forms a portfolio with 30% in Remba and 70% in Labs, what is the portfolio's expected return?
 Your answer: C was correct!
 ERportfolio = Σ(ERstock)(W% of funds invested in each of the stocks)
 ER = w1ER1 + w2ER2, where ER = Expected Return and w = % invested in each stock.
 ER = (0.3 × 12) + (0.70 × 18) = 3.6 + 12.6 = 16.2%
 This question tested from Session 12, Reading 50, LOS c, (Part 1).
 Question 58 - #94052
 Which one of the following portfolios does not lie on the efficient frontier?
 A) outlines the best investments.B) limits the risks taken by the investor.C) states the standards by which the portfolio's performance will be judged.
 A) 15.0%.B) 17.3%.C) 16.2%.
 Portfolio Expected Return
 Standard Deviation
 A 7 5B 9 12
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Your answer: A was correct!
 Portfolio B has a lower expected return than Portfolio C with a higher standard deviation.
 This question tested from Session 12, Reading 50, LOS f.
 Question 59 - #93473
 Charlie Mason, CFA is comparing the variability of stock returns for two stocks. He has a table that contains the returns and variability for both stocks, but some of the information in the table is illegible. The data from the table is presented below.
 Compute the variance for stock X and stock Y.
 Your answer: B was incorrect. The correct answer was C)
 E(Rx) = (0.20 + 0.05 + 0.00 - 0.05 + 0.15 + 0.10 - 0.05 + 0.00 + 0.00 + 0.10)/10 = 0.05
 [R5,x – E(Rx)]2 = (0.15 - 0.05) 2 = 0.01
 σx2 = (0.0225 + 0.00 + 0.0025 + 0.01 + 0.01 + 0.0025 + 0.01 + 0.0025 + 0.0025 + 0.0025)/10 = 0.0065
 σy2 = 0.0513/10 = 0.0051
 This question tested from Session 12, Reading 50, LOS c, (Part 2).
 C 11 10D 15 15
 A) B.B) A.C) C.
 Year T
 Return of Stock X (Rt,x)
 [Rt,x – E(Rx)]2 Return of Stock Y
 (Rt,y) [Rt,y – E(Ry)]
 2
 1 0.20 0.0225 0.15 0.0056 2 0.05 0.0000 0.15 0.0056 3 0.00 0.0025 0.05 0.0006 4 -0.05 0.0100 Illegible 0.0056 5 0.15 Illegible 0.15 0.0056 6 0.10 0.0025 0.10 0.0006 7 -0.05 0.0100 0.00 Illegible 8 0.00 0.0025 -0.05 0.0156 9 0.00 0.0025 0.05 0.0006
 10 0.10 0.0025 0.15 0.0056 Illegible Illegible E(Ry) = 0.075 Σ = 0.0513
 Variance for stock X Variance for stock Y
 A) 0.0806 0.0714B) 0.0025 0.0022C) 0.0065 0.0051
 0.0065 0.0051
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