Assumptions _ Risk averse investors, parameters are known
and used, no taxes or transaction costs

a. Mean-
Variance % _ Portfolio expected return
_analysis

. Standard deviation

) Minimum variance frontier
ﬂ b. Frontiers F Efficient frontier

i : Effect of correlation on diversification
c. Diversification #"L Effect of number of assets on diversification

Equally-weighted
portfolio risk (variance)

‘d.CALandCML "

~Inputs needed: E(R), s, cov.
|- Homogeneous expectation
4 assumptions ; Borrow and lend at risk free rate
{W# 5 Unlimited short-selling
. |~ No trx cost, no tax
- Perfect competitive market

Market risk premium

Concepts

| Beta
|/ _Financial market equilibrium

{' f SML }_} - Risk measure
 \_CML#SML - Application

- Definition

* Slope

2 sources of risks
~E(error)=0
3 assumptions |- covar (Rm, error)=0
) ._uncorrelated unsystematic
66. Portfolio g. Market model [ risk across assets
_ (single factor model) | | - Expected returns
\Predict | Variances
* Covariances
| h. Adjusted betas |
- Reliability - - Statistical inputs are forecast
4 i. Instability in ) ) Reasons Time instability - - Forecast from historical sample--> change over time
the minimum % \

_ variance frontier - Overfitting problem Small changes cause large change

~Macroeconomic factor models k. Portfolio expected return

{ j. Multifactor models }_ ~ Fundamental factor models

. Statistical factor models

_Assumptions

{ I. Arbitrage P APT equation
Pricing Model |
B . APT # Multifactor

Active return
(tracking error)

| Active risk ) )
| (tracking risk) ~Active factor risk
+m / - Active specific risk

Uses of factor and
tracking portfolios

n.CAPM#APT |



67. A Note on Harry M. Markowitz's "Market
efficiency: a theoretical distinction and so what?"

Borrow and
Lend at risk free

CAPM
assumptions

Unlimited
short selling

3

Market portfolio on
efficient frontier

CAPM |
implications |

_Linear relationship
between return and beta

borrowing at risk free rate

% b. Consequences of

restrictions on )
short selling




Integration vs.
Segmentation

Impediments to Psychologl.ca.l barriers
international flow Legal restrictions
of capital Transaction costs

§ Discriminatory taxation

a,b. International Politi_cal risks ‘
market integration Foreign currency risk
b. Factors that favor

international market Many private and institutional investors who are internationally active
integration /

\ Essentially all major corporations have multinational operations
Corporations and Governments borrow and lend on an international scale

2 basic results Separation theorem

Risk-pricing relationship

¢. Assumptions Risk-averse investors
Standard of domestic Homogeneous expectations
CAPM CAPM

Risk free security available for lending and borrowing

¥Investors concerned with nominal returns in home currency
No taxes, no transaction costs

Risk-free rate = Investor's domestic risk free rate
Market portfolio = All risky assets in the world

Elements

Additional assumptions ) ) )
(unreasonable) Investors have identical consumption baskets

PPP holds exactly

d. Extended
CAPM

Warm-up: domestic and foreign currency returns

68.
International | e. Real e/r and domestic
Asset | currency returns
Pricing

| Expected exchange rate
/ f. Calculate .
Domestic-currency HPR

| on a foreign bond

End-of-period real e/r
g. Calculate ]
/ Domestic currency ex-post

return on a foreign bond

h. Calculate foreign
currency risk premium

Investor's domestic risk free rate

ICAPM i. ICAPM Formula World market risk premium

Sensitivity of asset to changes
in all foreign currencies

j. Effect of market segmentation on ICAPM

k. Currency exposure

|
\ . Exchange rate exposure

J-curve effect: Trade

Traditional balance - Currency
| . model ]
| E/R and domestic Equity exposure
mn economy/ equity Money

demand

model

E/R and bonds < Free markets theory
(ie. E/IR and I/R) Government intervention theory



-~ a. Justify ACTIVE PM |

1
2
© bl )
Treynor- 3
Black *
model-
. steps 4
S
‘Stock alphas
69. Theory | eightings
Of Active |
Portfolio Alpha

~ Management u‘

' b2. Treynor- | Expected
Black . Portfolio A/ return
_ Calculations | |

‘ ““ Standard
- deviation
forecast

“‘ Covariance A and
Market index M

" b3. Treynor-Black:
Efficient market periods
VS.
. Inefficient market periods

{ c. Measure accuracy in %
_forecasting alphas




Evaluating investor and
~market characteristics

| Developing an investment
| policy statement

. | Determining an asset
Warm-up: | allocation strategy
elements of PM

\ Measuring and
|\ evaluating performance

Monitoring dynamic investor objectives
_and capital market conditions

'/ a. Importance of the
- PORTFOLIO perspective

Cl'. . ~ Risk objectives
Objectives

- Return objectives

| Liquidity
h f. Time horizon
70. PM |
Process s . Lelgal and
\ ; |~ regulatory
And | Constraints |~ SLol S
Investment |
Policy I | Tax
Statement PM N | | considerations
process | f. Unique
Step 1: L circumstances
_ Planning |
" d.IPS ~Role of IPS

: - Elements of IPS

- Passive
e. Strategic Asset allocation: | Active
3 common approaches v
Semi-active,

risk-controlled active
or enhanced index strategies

{ PM process Step 2: Execution }

{ PM process Step 3: Feedback }

{ g. Ethical conduct in managing }
~ investment portfolios
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