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Answer 5:  

i)  

a. It makes information cheaper and more accessible thus making markets more 

efficient.  

b. It is subject to new regulation thus marking markets less efficient.  

c. It increases the volatility of security prices thus making markets less efficient.  

d. It increases competition among brokers thus making markets more efficient.   

 

ii) An excessive volatile market is one in which the changes in the market values of 

stocks (the observed volatility) are greater than can be justified by the news 

arriving. This is claimed to be evidence of market over-reaction, which is not 

compatible with efficiency.  
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Answer 7:  

 

 

 

iii) a) 0% . Payout is discrete and has 3 payouts all greater than 720000 and hence 

shortfall probability is 0  

b) Probability payout is ≤ 730000 is 0.52% therefore the 99.5% VaR is 730000  

 

iv) The expected return from investing in the index is 800000*1.07 =Rs. 856000  
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So the expected returns are very similar for each investment.  

Based on the expected shortfall below Rs. 720000, the derivative is less risky as 

there is no possibility of this event occurring. 

If the investor has a utility function with a discontinuity at the minimum required 

return then he may base his decision on this measure.  

The 99.5% VaR is higher (i.e. a greater loss) for the derivative, so based on this 

measure the investor may prefer to invest in the stock index.  

The pay off on the derivative is significantly higher than the index when the return 

is slightlyabove the mean, so the investor may prefer this. 
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Answer 9:  

The market portfolio is (2/7, 3/7, 2/7),  

so RM = (2RA + 3RB + 2RC) / 7. 

 

Thus  

Cov(Ri, RM) = [2 Cov(Ri, RA) + 3Cov(Ri, RB) + 2 Cov(Ri, RC)] / 7 
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So,  

Cov(RA, RM) = [2 * 0.32+ 3*0.5*0.3*0.2+ 2*0.5*0.3*0.1] / 7 = 0.042857143  

 

Similarly,  

Cov(RB, RM) = 0.028571 ,  

Cov(RC, RM) = 0.011429 and  

Var(M) = [2 Cov(RM, RA) + 3 Cov(RM, RB) + 2 Cov(RM, RC)] / 7 = 0.027755  

 

We conclude that βA = 1.5441, βB = 1.0294 and βC = 0.4118. 

 

 

 
 

 

Answer 10:  

i) Let the proportion invested in Asset i be xi, with expected return Ei, Variance Vi 

and correlation as ρ12. Assume E to be the return on the portfolio of three assets 

and let λ and µ be the Lagrange multipliers. Then the Lagrangian function W 

satisfies: 
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