On the basis of these data, which company do you think won the lawsuit?

21.  Investors expect the market rate of return in the coming year to be 12%. The T-bill rate is 4%. Changing Fortunes Industries’ stock has a beta of .5. The market value of its outstanding equity is $100 million.

a.  What is your best guess currently as to the expected rate of return on Changing Fortunes’ stock? You believe that the stock is fairly priced.

b.  If the market return in the coming year actually turns out to be 10%, what is your best guess as to the rate of return that will be earned on Changing Fortunes’ stock?

c.  Suppose now that Changing Fortunes wins a major lawsuit during the year. The settlement is $5 million. Changing Fortunes’ stock return during the year turns out to be 10%. What is your best guess as to the settlement the market previously expected Changing Fortunes to receive from the lawsuit? (Continue to assume that the market return in the year turned out to be 10%.) The magnitude of the settlement is the only unexpected firm-specific event during the year.

  9. Consider the two (excess return) index-model regression results for stocks A and B. The risk-free rate over the period was 6%, and the market’s average return was 14%. Performance is measured using an index model regression on excess returns.

[image: image1.png]Stock A

Stock 8

Index model regression estimates
Fsquare

Residual standard deviation, o(e)
Standard deviation of excess returns

19 + 120y -1
576
103%
21.6%

2% + Blru—ry)
436
19.1%
24.9%



[image: image2]
a.  Calculate the following statistics for each stock:

  i. Alpha

 ii. Information ratio

iii. Sharpe ratio

iv. Treynor measure

b.  Which stock is the best choice under the following circumstances?

  i. This is the only risky asset to be held by the investor.

 ii. This stock will be mixed with the rest of the investor’s portfolio, currently composed solely of holdings in the market-index fund.

iii. This is one of many stocks that the investor is analyzing to form an actively managed stock portfolio.

