‘a_,C:)_s' Queen Mary

University of London

May Examination Period 2024

ECN226: Capital Markets 1 Duration: 2 hours

YOU ARE NOT PERMITTED TO READ THE CONTENTS OF THIS QUESTION PAPER
UNTIL INSTRUCTED TO DO SO BY AN INVIGILATOR

Answer ALL questions.
Partial credit will be awarded, so please show all work.

Non-programmable calculators are permitted in this examination. Please state on your answer
book the name and type of machine used. Complete all rough workings in the answer book
and cross through any work that is not to be assessed.

Possession of unauthorised material at any time when under examination conditions is an as-
sessment offence and can lead to expulsion from QMUL. Check now to ensure you do not have
any notes, mobile phones, smartwatches or unauthorised electronic devices on your person. If
you do, raise your hand and give them to an invigilator immediately.

It is also an offence to have any writing of any kind on your person, including on your body. If you
are found to have hidden unauthorised material elsewhere, including toilets and cloakrooms it
will be treated as being found in your possession. Unauthorised material found on your mobile
phone or other electronic device will be considered the same as being in possession of paper
notes. A mobile phone that causes a disruption in the exam is also an assessment offence.

EXAM PAPERS MUST NOT BE REMOVED FROM THE EXAM ROOM

Examiner: Dr Dennis Iweze

© Queen Mary University of London, 2024



Page 2 ECN226 (2024)

Question 1

Consider a risky portfolio with two possible end-of-year cash flow outcomes: £70,000 or £200,000, each
with a probability of 0.5. The alternative risk-free investment in short-term U.K. government gilts pays
2% per annum.

a) If you require a risk premium of 8%, how much will you be willing to pay for the portfolio
[5 marks]

b) Now suppose that you require a risk premium of 12%. What price are you willing to pay?
[5 marks]

c) Comparing your answers to (a) and (b), what can you conclude about the relationship between the
required risk premium on a portfolio and the price at which the portfolio will sell?

[5 marks]

[Total 15 marks]
Question 2

a) Draw the indifference curve in the expected return-standard deviation plane corresponding to a
utility level of 0.02 for an investor with a risk aversion coefficient of 3.
(Hint: Increase the standard deviation by increments of 0.05, ranging from 0 to 0.25, and calculate
the corresponding expected rates of return to achieve a utility level of 0.02. Afterwards, plot the
points derived from the expected return and standard deviation.)
[15 marks]

b) Now, on the same graph as part a, draw the indifference curve corresponding to a utility level of
0.02 for an investor with risk aversion coefficient A = 4. Comparing your answer here to part a,
what would you conclude?

(Note: The mark you score in this part will be primarily based on your conclusions not your draw-
ing.)
[10 marks]

[Total 25 marks]
Question 3

a) You are an investment manager and are considering investing in three mutual funds. The first is a
stock fund, the second is a long-term bond fund, and the third is a money market fund that provides
a safe return of 8%. The features of the risky funds are reported in Table 1:

Table 1:
Expected Return Standard Deviation
Stock fund (S) 20% 30%
Bond Fund (B) 12% 15%

The correlation between the risky fund returns is 0.10.
What are the investment proportions in the minimum-variance portfolio of the two risky funds,
and what are the expected value and standard deviation of its rate of return?

[15 marks]
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b) Suppose that there are many stocks in the securities market and that the characteristics of stocks
A and B are as reported in Table 2:

Table 2:
Stock Expected Return Standard Deviation
A 10% 5%
B 15% 10%

The correlation coefficient of the returns of Stock A and Stock B is -1.
Suppose that it is possible to borrow at the risk-free rate, 7,. What must be the value of the risk-free
rate? (Hint: Think about constructing a risk-free portfolio from stocks A and B)

[10 marks]

c) For the following statement, answer True or False and provide a rationale for your choice:
The standard deviation of the portfolio is always equal to the weighted average of the standard
deviations of the assets in the portfolio [5 marks]

[Total 30 marks]
Question 4
Are the following statements about the CAPM true or false? Explain.

a) Stocks with a beta of zero offer an expected rate of return of zero.
[10 marks]

b) The CAPM implies that investors require a higher return to hold highly volatile securities.
[10 marks]

¢) You can construct a portfolio with beta of 0.75 by investing 0.75 of the investment budget in T-bills
and the remainder in the market portfolio.
[10 marks]

[Total 30 marks]

End of Paper



