	Task 1b: Problem Set 



Instructions: For each question, enter your response in the space indicated below the question. When you finish, save the document with your first initial and last name in the file name (e.g., jsmith_task1b.doc). Then send the document to your faculty member using the form on the Task 1b: Problem Set Overview page of the course.

Name:


1. Compute the expected return and volatility of return for a portfolio that has a portfolio share of 0.9 in the S&P 500 and 0.1 in an emerging market index. The S&P 500 has a volatility of return of 15 percent and an expected return of 12 percent. The emerging market has a return volatility of 30 percent and an expected return of 10 percent. The correlation between the emerging market index return and the S&P 500 is 0.1.

Type your answer here.
2. If the S&P 500 is a good proxy for the market portfolio in the CAPM, and the CAPM applies to the emerging market index, use the information in previous question to compute the beta and risk premium for emerging market index. 

Type your answer here.
3. A firm has an expected cash flow of $500 million in one year. The beta of the common stock of the firm is 0.8 and this cash flow has the same risk as the firm as a whole. Using a risk-free rate of 5 percent and a risk premium on the market portfolio of 6 percent, what is the present value of the cash flow? If the beta of the firm doubles, what happens to the present value of the cash flow?

Type your answer here.
4. Using the data in the previous question, consider how hedging the cash flow against systematic risk might affect the firm. If management wants to eliminate the systematic risk of the cash flow completely, how could it do so? How much would the firm have to pay investors to bear the systematic risk of the cash flow?

Type your answer here.
5. Consider problem 3. To hedge the firm’s systematic risk, management has to pay investors to bear this risk. Why is it that the value of the firm for shareholders does not fall when the firm pays other investors to bear the cash flow’s systematic risk? 

Type your answer here.
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