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CHAPT . _
ER 6 Risk Aversion ang Capital Allocation to Risky Assets

a. Whatis the proportion y?
b, What are vour client’s investment proportions in
c¢. Whatis the stundard deviation of th

Suppose thit viur client prefers to invest in your fund o Proportion y that maximizes the
expected SRS ol lh_e complete portfolio subject to the constraint that the complete portfolio’s
standard d.~ e will not exceed 18%.
a. What is i+ investment proportion, y?
b. What is the expected rate of return on the complete portfolio?

- Your client’s degree of risk aversion js A = 3.5,

a. What proportion, ¥, of the total investment should be invested in your fund?

b. What is the expected value and standard deviation of the rate of return on your client’s opti-
mized portfolio?

Look at the data in Table 6.7 on the average risk premium of the S&P 500 over T-bills,

and the standard deviation of that risk premium. Suppose that the S&P 500 is your risky

portfolio.

a. If your risk-aversion coefficient is 4 = 4 and you believe that the entire 1926-2009 period
is representative of future expected performance, what fraction of your portfolio should be
allocated to T-bills and what fraction to equity?

b. What if you believe that the 1968-1988 period is representative?

¢. What do you conclude upon comparing your answers to (a) and (b)?

Consider the following information about a risky portfolio that you manage, and a risk-free

asset: E(rp) = 11%, Op = 15%, fp= 5%.

a. Your client wants to invest a proportion of her total investment budget in your risky fund to
provide an expected rate of return on her overall or complete portfolio equal to 8%. What
proportion should she invest in the risky portfolio, P, and what proportion in the risk-free
asset? .

b. What will be the standard deviation of the rate of return on her portfohf)? o

¢ Another client wants the highest return possible subject to the constraint thit you limit his
standard deviation to be no more than 12%. Which client is more risk averse?

Investment Management Inc. (IMI) uses the capital market line to make asset allocation recom-
mendations. IMI derives the following forecasts:

* Expected return on the market portfolio:.12%.‘7

* Standard deviation on the market portfolio: 20%.

* Risk-free rate: 5%. ‘ ‘

Samuel Johnson seeks IMI's advice for a portfolio asset alloca?ol?. J;)hr:isorcx1 gg‘(:irargz rllhgrt;z
| i 1 half of the standar

he w: iation of the portfolio to equa i ‘
mearvlv;;?Soﬁfoifgnggigdf;;iz;;?tal market line, what expected return can IMI provide subject to

Johnson’s risk constraint? |
he borrowing rate that your client faces

n expected return of 13% and standard

% Assume that the S&P 500 index has 2 our fund has the parameters given in

foblem 21.
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| Which of the following factors reflect pure market risk for a given corporation?

. Increased short-term interest rates. d. Death of the CEO
5. Fire in the corporate warehouse. e. Increased labor costs.
¢. Increased insurance costs.

7 When adding real estate to an asset allocation program that currently includes only stocks, bonds,
and cash. which of the properties of real estate returns aftect portfolio risk? Explain.

a. Standard deviation. ¢. Correlation with returns of the other
b. Expected return. asset classes.

3. Which of the following statements about the minimum variance portfolio of all risky securities
are valid? (Assume short sales are allowed.) Explain.

o Its variance must be lower than those of all other securities or portfolios.
b. Tts expected return can be lower than the risk-tree rate.

c. It may be the optimal risky portfolio.

d. 1t must include all individual securities.

The following data apply to Problems 4 through 10: A pen
mutual funds. The first is a stock fund, the second isa Ior}g
fund, and the third is a T-bill money market fund that yield

bution of the risky funds is as follows: N
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Stock fund (S) 20% 15
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i v e £ 20%.
tions for the stock fund of zero to 100% 1 increments O
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1920s* 19305 1940
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i overnment 3.98 4.60 . 14 hid >:90
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50, Input the data from the table into a spreadsheet. Com
for each asset ¢kiss and for inflation. Also find the
asset classes. What do the data indicate?

71. Convert the asset returns by decade presented in the table into

real rates. Repeat the analysis of
Challenge Probleni 20 for the real rates of return.
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iii. Challenge
1980s 1990s
12.46% 13.84%
17.60 18.20
11.50 8.60
12.01 7.74

9.00 5.02

5.10 2.93

The following data apply to CFA Problems 1 through 3: Hennessy & Associates manages a
$30 million equity portfolio for the multimanager Wilstead Pension Fund. Jason Jones, financial vice
president of Wilstead, noted that Hennessy had rather consistently achieved the best record among
the Wilstead’s six equity managers. Performance of the Hennessy portfolio had been clearly superior
to that of the S&P 500 in 4 of the past 5 years. In the one less-favorable year, the shortfa}l was trivial.

Hennessy is a “bottom-up” manager. The firm largely avoids any attempt' to f‘tlme the mar-
ket.” It also focuses on selection of individual stocks, rather than the weighting of favored
industries. .

There is no apparent conformity of style among Wi?stead’s six equity ma(rilagers. ;Frtfofr‘levct:hr:znfsg(;

ers, other than Hennessy, manage portfolios aggregating $250 million made up o
individual issues. _ ) . :

Jones is convinced that Hennessy is able to apply superior §bllhto storct:z)lsieolecgg: tl;uet ;l;zrf:t\’ge
able returns are limited by the high degree of diversification in tl :ulral(; S Com-m Tt
porfolio generally held 40-50 stocks, with abow Y thto? m was able to identify each year

The reason Hennessy seemed to do well most years was tha L e

100r 12 issues that registered particular lyl'lar fc;le tﬁagsl.lowi ng plan to the Wilstead pension committee:
On the basis of this overview, Jones outlined the
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h. 15 there any way Hennessy could reduc
cantly affecting risk? Explain.

the portfolio? Explain.

¢ decrease the risk Ofo o without signifi-
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