
 

Chapter 8 practice  

 

1. Which is the best measure of risk for a single asset held in isolation, and which is the best measure for an 

asset held in a diversified portfolio? 

 

a. Variance; correlation coefficient. 

b. Standard deviation; correlation coefficient. 

c. Beta; variance. 

d. Coefficient of variation; beta. 

e. Beta; beta. 

 

 

2. You have the following data on (1) the average annual returns of the market for the past 5 years and (2) 

similar information on Stocks A and B.  Which of the possible answers best describes the historical betas 

for A and B? 

 

Years Market Stock A Stock B 

1 0.03 0.16 0.05 

2 -0.05 0.20 0.05 

3 0.01 0.18 0.05 

4 -0.10 0.25 0.05 

5 0.06 0.14 0.05 

 

a. bA > 0; bB = 1. 

b. bA > +1; bB = 0. 

c. bA = 0; bB = -1. 

d. bA < 0; bB = 0. 

e. bA < -1; bB = 1. 

 

3. Inflation, recession, and high interest rates are economic events that are best characterized as being 

 

a. systematic risk factors that can be diversified away. 

b. company-specific risk factors that can be diversified away. 

c. among the factors that are responsible for market risk. 

d. risks that are beyond the control of investors and thus should not be considered by security 

analysts or portfolio managers. 

e. irrelevant except to governmental authorities like the Federal Reserve. 

 

4. Taggart Inc.'s stock has a 50% chance of producing a 25% return, a 30% chance of producing a 10% return, 

and a 20% chance of producing a -28% return.  What is the firm's expected rate of return? 

 

a. 9.41% 

b. 9.65% 

c. 9.90% 

d. 10.15% 

e. 10.40% 

 

5. Cooley Company's stock has a beta of 1.40, the risk-free rate is 4.25%, and the market risk premium is 

5.50%.  What is the firm's required rate of return? 

 

a. 11.36% 

b. 11.65% 

c. 11.95% 

d. 12.25% 

e. 12.55% 



6. Jill Angel holds a $200,000 portfolio consisting of the following stocks.  The portfolio's beta is 0.875. 

 

1. Stock Investment Beta 

2. A $ 50,000 0.50 

3. B 50,000 0.80 

4. C 50,000 1.00 

5. D   50,000 1.20 

6. Total $200,000 

 

If Jill replaces Stock A with another stock, E, which has a beta of 1.50, what will the portfolio's 

new beta be? 

 

a. 1.07 

b. 1.13 

c. 1.18 

d. 1.24 

e. 1.30 

 

7. Mikkelson Corporation's stock had a required return of 11.75% last year, when the risk-free rate was 5.50% 

and the market risk premium was 4.75%.  Then an increase in investor risk aversion caused the market risk 

premium to rise by 2%.  The risk-free rate and the firm's beta remain unchanged.  What is the company's 

new required rate of return?  (Hint: First calculate the beta, then find the required return.) 

 

a. 14.38% 

b. 14.74% 

c. 15.11% 

d. 15.49% 

e. 15.87% 

 

8. Mulherin's stock has a beta of 1.23, its required return is 11.75%, and the risk-free rate is 4.30%.  What is 

the required rate of return on the market?  

 

a. 10.36% 

b. 10.62% 

c. 10.88% 

d. 11.15% 

e. 11.43% 

 

9. Assume that you are the portfolio manager of the SF Fund, a $3 million hedge fund that contains the 

following stocks.  The required rate of return on the market is 11.00% and the risk-free rate is 5.00%.  

What rate of return should investors expect (and require) on this fund? 

 

Stock  Amount  Beta 

A $1,075,000 1.20 

B 675,000 0.50 

C 750,000 1.40 

D    500,000 0.75 

$3,000,000 

 

a. 10.56% 

b. 10.83% 

c. 11.11% 

d. 11.38% 

e. 11.67% 

 

 



 

 

 

 

 

 

1. Answer: d   

2. Answer: d 

3. Answer: c 

4. Answer: c 

5. Answer: c 

6. Answer: b 

7. Answer: a   

8. Answer: a  

9. Answer: c   

 

 


