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Problem solving at the end of 
Chapter IV



Problem 4-1
Demand for the company product Probability of demand occuring Rate of return if this demand occurs

Weak 0.1 -50%

Below average 0.2 -5%

Average 0.4 16%

Above average 0.2 25%

Strong 0.1 60%

1 



Answer

1

ˆ
n

i i

i

r P r
=

=∑



Calculating rate of return
Demand for the company product Probability of demand occuring Rate of return if this demand occurs

Weak 0.1 -50%

Below average 0.2 -5%

Average 0.4 16%

Above average 0.2 25%

Strong 0.1 60%
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r̂ =

0.1 * -50%
+ 0.2 * -5%

+ 0.4 * 16%

+ 0.2 * 25%
+ 0.1 * 60%



Rate of return
Demand for the company product Probability of demand occuring Rate of return if this demand occurs

Weak 0.1 -50%

Below average 0.2 -5%

Average 0.4 16%

Above average 0.2 25%

Strong 0.1 60%
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r̂ = 0.1 * -50% + 0.2 * -5% + 0.4 * 16% + 0.2 * 25% + 0.1 * 60%

= 11.4%



Standard deviation
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Standard deviation calculation
Demand for the company product Probability of demand occuring Rate of return if this demand occurs

Weak 0.1 -50%

Below average 0.2 -5%

Average 0.4 16%

Above average 0.2 25%

Strong 0.1 60%
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2 2 2 2 2( 50% 11.4%) *0.1 ( 5% 11.4%) *0.2 (16% 11.4%) *0.4 (25% 11.4%) *0.2 (60% 11.4%) *01σ = − − + − − + − + − + −

= 26.7%



Coefficient of variation
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Problem 4-2

• $35,000 stock with beta 0.8

• $40,000 stock with beta 1.4

• What is the portfolio beta?



Answer
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Calculations
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Investment Beta

35000 0.8 

40000 1.4 

75000 

$35000 $40000
*0.8 *1.4

$75000 $75000
pb = + = 1.12



Problem 4-3

• Risk free rate is 5%

• Market risk premium is 6%

• Market expected return

• Rate of return of stock of beta of 1.2?



Answer

( )i RF M ir r RP b= +

5% 6% 1

= 5% + 6% (1) = 11%



( )i RF M ir r RP b= +

5% 6% 1.2

= 5% + 6% (1.2) = 12.2%


