1872 PRIFYSGOL

E¥ABERYSTWYTH

——" ———_ UNIVERSITY

SEMESTER TWO 2026

ABERYSTWYTH BUSINESS SCHOOL
ABM1620: PORTFOLIO ANALYSIS AND MANAGEMENT

Time allowed: THREE HOURS

Answer ALL questions in SECTION A and any TWO in SECTION B
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STUDENTS MAY SUBMIT ANSWERS TO THIS PAPER IN EITHER WELSH OR ENGLISH

Once seated, students may complete the front cover of the answer book(s) and the

attendance slip ONLY.

DO NOT TURN THE EXAMINATION QUESTION PAPER OVER UNTIL INSTRUCTED TO DO SO.

Page 1 of 10



SECTION A - COMPULSORY QUESTION
QUESTION A1 (28 marks)

(a) Assume that an investor has a logarithmic utility function defined by U (W) = In (W) and has
a current level of wealth which is £5,000. Use this information to answer questions (i) and
(ii) below:

i.  Suppose the investor is exposed to a situation that results in a 40/60 chance of
winning or losing £1,000. If the investor can buy insurance that completely removes
the risk for a fee of £300, determine whether the investor will buy the insurance or
take the gamble. [4 marks]

ii. Suppose the investor accepts the gamble outlined in (i) and loses so that his/her
wealth is reduced to £4,000. If the investor is faced with the same gamble and has
the same offer of insurance as before, determine whether the investor will buy the
insurance a second time. Give reasons to support your answers. [4 marks]

(b) Assume the market return is 14% and the risk-free rate is 8%. The average annual returns
for managers of the funds: W, X and Y are 12%, 16% and 18%, respectively. The funds’
corresponding betas are 0.9, 1.05 and 1.20. What are the Treynor values for the market and
managers? Plot your values on the Security Market Line (T Measure). Write notes and
comment on your results and answers above. [7 marks]

(c) Assume the market return is 14% with a standard deviation of 20%, and the risk-free rate is
8%. The average annual returns for managers of the funds: D, E and F are 13%, 17% and
16%, respectively. The corresponding standard deviations are 18%, 22% and 23%. What
are the Sharpe measures for the market and managers? Write notes to compare Treynor
and Sharpe measures. [6 marks]

(d) The Theory of Choice states that investors choose from among opportunities in
opportunity sets by specifying their utility functions. The set of utility functions can be
represented by a set of indifference curves.

Required:

Critically discuss how the investor makes investment choices considering their utility
function. Furthermore, with the investor’s budget constraint (line) in place and with the
aid of diagram(s), explain how the investor’s utility function is interpreted across a range
of indifference curves. [7 marks]

Turn overleaf
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SECTION B — ANSWER ANY THREE QUESTIONS

QUESTION B1 (24 marks)

(a) An analyst expects a risk-free return of 4.5% and a market return of 14.5%, and the
returns for Stocks A and B are shown in Table 1.

Table 1 — Stock information

Stock Beta Analyst's estimated return
A 1.2 16%
B 0.8 14%

i.  Show on a graph where stocks A and B would plot on the security market line (SML) if
they were fairly valued using the capital asset pricing model (CAPM).
[5 marks]

ii. Show on a graph where stocks A and B would plot on the security market line according
to the returns estimated by the analyst and shown in Table 1. State whether stocks A and
B are undervalued or overvalued if the analyst uses the SML for strategic investment
decisions. [5 marks]

(b) Critically discuss the reasoning behind the contention that there would never be a true
growth economy in an entirely competitive economy. [3 marks]

(c) A biotechnology firm is growing at a compound rate of more than 21% a year. Its return
on equity (ROE) is over 30% and retains about 70% of its earnings. The stock of this
company is priced at about 65 times next year's earnings. Discuss whether you consider
this a growth company or a growth stock. [3 marks]

(d) Critically explain and analyse the portfolio management process. In your answer, discuss
each stage of the process and show how the different stages are linked together.
[8 marks]

Turn overleaf
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QUESTION B2 (24 marks)

(a) Critically discuss the differences between the top-down and bottom-up approaches in
security valuation. In your answer, critically evaluate the main assumptions that cause the

differences between these two approaches. [4 marks]

(b) Critically discuss why you would expect the required rate of return for an emerging market
investor in China common stocks to be different from the expected required rate of return
for a mature market investor in United States common stock. Critically discuss the factors
that would determine the required rate of return for common stocks in the United States and

China markets. [10 marks]

(c) Assume in 2025, a £10,000 par value bond due in 2030 with a 10% coupon rate will pay
£500 every six months for its 5-year life. Determine the bond value if the required rate of
return is 10%. Additionally, determine the bond value if the required rate of return

increases to 12%. Comment on your answers. [10 marks]

Turn overleaf
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QUESTION B3 (24 marks)

(a) Assume that each of the following changes is independent (i.e., except for this change, all
other factors remain unchanged). In each case, critically discuss what will happen to the
earnings multiplier:

i. The return on equity increases [2 marks]
ii. The aggregate debt-equity ratio declines [2 marks]
iii. Overall productivity of capital increases [2 marks]
iv. The dividend-payout ratio declines [2 marks]

(b) Consider the following closing numbers for a stock market index:

DJIA
14010
14100
14165
14080
14070
14150
14220
14130
14250
10 14315
11 14240
12 14310

Q
<

©olo|Nlo|o|blw|iN = o

Required:

1. Calculate a four-day moving average for days 4 through 12. [8 marks]

2. Assume the index closes at 14300 on day 13. As an analyst, advise your clients on
whether this would be a buy or a sell decision. [3 marks]

(c) Critically discuss the four main asset allocation strategies and how they differ from one
another. Explain whether the value-growth anomaly is consistent with the existence of an
efficient stock market. [5 marks]

Turn overleaf

Page 5 of 10



QUESTION B4 (24 marks)

(a) Critically discuss the rationale behind the use of financial ratios instead of absolute numbers
by financial analysts. Use examples to illuminate your answer further. Besides comparing a
company's performance to its total industry, discuss what other comparisons should be
considered within the industry. [7 marks]

(b) Describe the components of business risk and discuss how the components affect the
variability of operating earnings (EBIT). [7 marks]

(c) Critically analyse the price and earnings momentum strategies, showing the key differences
and similarities between the two strategies. Discuss the conditions under which both
strategies are expected to produce similar portfolios. [7 marks]

(d) Assume a rise in inflation is expected in the coming year. You expect natural resource stocks
such as mining and oil companies to perform well over the next three to six months. As an
active portfolio manager, describe the various methods available to take advantage of this
forecast. [3 marks]

END OF PAPER

Present Value Factor Tables Follow
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