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Describe how diversification can reduce unsystematic risk in a portfolio.

VZ

Diversification can reduce unsystematic risk in a portfolio by investing in a variety of assets,
such as stocks from different industries, bonds, and real estate, so that the negative performance
of one investment is offset by the positive performance of others.

What is the Efficient Frontier, and how does it assist investors in making portfolio decisions?

VZ

The Efficient Frontier is a concept in modern portfolio theory that illustrates the set of optimal
portfolios that provide the highest expected return for a defined level of risk. It assists investors
in making informed portfolio decisions by allowing them to choose investments that align with
their risk tolerance and return expectations.

Analyze the impact of economic cycles on the risk and return of different asset classes.
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The impact of economic cycles on asset classes varies: during economic expansions, equities
generally outperform due to increased corporate profits, while during recessions, fixed income
assets like bonds tend to perform better as investors seek safety, leading to lower risk and
returns for equities.

Which tools are used in risk management strategies?

(O Diversification v’
() Asset Allocation v
(1) Market Timing

(J Heding v

Risk management strategies utilize various tools such as risk assessment matrices, SWOT analysis, risk
registers, and Monte Carlo simulations to identify, analyze, and mitigate potential risks.

Which of the following are methods to measure risk in investments?

(1) standard Deviation v’
() Beta Coefficient v’
() Expected Return
(J Alpha v
Risk in investments can be measured using various methods such as standard deviation, beta, Value at

Risk (VaR), and Sharpe ratio. These metrics help investors assess the volatility and potential losses
associated with their investment choices.

Which type of risk can be reduced through diversification?

(O Systematic Risk

O Unsystematic Risk v’
O Market Risk

O Interest Rate Risk
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Diversification primarily reduces unsystematic risk, which is the risk associated with individual assets or
specific sectors. By spreading investments across various assets, investors can mitigate the impact of
poor performance in any single investment.

Which of the following is a measure of a portfolio's volatility?

O Beta

O Standard Deviation v’
(O Expected Return

O Alpha

A measure of a portfolio's volatility is typically represented by its standard deviation, which quantifies the
amount of variation or dispersion of returns from the mean return.

Which financial instrument is typically considered risk-free?

(O Corporate Bonds

O Real Estate

O U.S. Treasury Bills v
O Stocks

Treasury bills (or T-bills) are typically considered risk-free financial instruments as they are backed by the
full faith and credit of the government. They are short-term securities that are issued at a discount and
mature at face value, making them a safe investment option.

What does the beta coefficient measure?

O A stock's volatility compared to the market v’
(O The expected return of a portfolio

(O The risk-free rate of return

(O The historical performance of a stock

The beta coefficient measures the sensitivity of an asset's returns to the returns of a benchmark, typically
the market. It indicates the level of risk associated with the asset in relation to market movements.

What is the primary goal of diversification in investment?

(O To maximize returns

O To eliminate all risks

O To reduce unsystematic risk v’
O To increase market volatility
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The primary goal of diversification in investment is to reduce risk by spreading investments across
various assets, thereby minimizing the impact of any single asset's poor performance on the overall
portfolio.

What factors can influence the risk-return tradeoff?

(JJ Economic cycles v’

(J Investor psychology v

(J Government regulations v’

(O Historical performance data v’

The risk-return tradeoff is influenced by factors such as market conditions, investor behavior, asset
volatility, economic indicators, and the time horizon of investments.

How does investor psychology affect risk-taking behavior in financial markets? Provide examples.

/7

Investor psychology affects risk-taking behavior by causing biases such as overconfidence
during market upswells and fear during downturns, leading to irrational investment decisions.

Explain the concept of the risk-return tradeoff and how it influences investment decisions.

/7

The risk-return tradeoff is a fundamental financial concept that suggests that the potential return
on an investment is directly related to the level of risk involved. Investors must assess their risk
tolerance and investment goals to make informed decisions that align with their financial
objectives.
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What does the Efficient Frontier represent in portfolio theory?

(O The highest possible risk for a given return

(O The lowest possible risk for a given return

O The optimal portfolio mix for maximum return at a given risk v’
(O The average market return

The Efficient Frontier is a graphical representation of the optimal portfolios that offer the highest expected
return for a given level of risk, or the lowest risk for a given level of expected return. It illustrates the
trade-off between risk and return in portfolio management.

What is the primary relationship between risk and return in finance?

O Inverse relationship
O Direct relationship v
O No relationship
(O Random relationship
In finance, the primary relationship between risk and return is that higher potential returns are generally

associated with higher levels of risk. Investors must balance their desire for returns with their tolerance
for risk.

What are the characteristics of a risk-averse investor?

(] Prefers higher risk for higher returns

() Seeks to minimize risk v’

() Favors stable and predictable returns v’
() Often diversifies their portfolio v’

Risk-averse investors prioritize the preservation of capital and prefer investments with lower volatility and
predictable returns, often opting for safer assets like bonds or savings accounts.

Which of the following is an example of systematic risk?

(O A company's CEO resigns

(O A natural disaster affecting a single industry
(O An economic recession v’

O A product recall by a company

Systematic risk refers to the inherent risk that affects the entire market or a large segment of the market,
such as economic downturns or changes in interest rates. An example of systematic risk would be a
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| recession that impacts all companies regardless of their individual performance.

Discuss the role of the Capital Asset Pricing Model (CAP-M) in estimating expected returns.

/7

The Capital Asset Pricing Model (CAP-M) estimates expected returns by using the formula:
Expected Return = Risk-Free Rate + Beta * (Market Return - Risk-Free Rate), where beta measures
the asset's sensitivity to market movements.

Which of the following are considered asset classes with distinct risk-return profiles?

() Stocks v

(J Bonds v

() Real Estate v
(J Commodities v

Asset classes such as stocks, bonds, real estate, and commodities each have unique characteristics that
influence their risk and return potential, making them distinct from one another.

What can cause market volatility to impact risk and return?

(J Political instability v’
(] Technological advancements
(J Natural disasters v’
(J Changes in interest rates v’
Market volatility can significantly impact risk and return due to factors such as economic indicators,

geopolitical events, and changes in investor sentiment, which can lead to rapid price fluctuations and
uncertainty in asset values.
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