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* Put x dollars in risky asset 1, 1-x dollars in
the riskless asset earning sure return 7,

» Portfolio expected value r= xr+ (1- x)ry

* Portfolio variance = x* var(return,)

 Portfolio standard deviation ¢ =
x|o(return,), x=(r-r)/(r;-r))
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* Put x, dollars in risky asset 1 and (1- x,)
dollars 1n risky asset 2 .

 Portfolio expected value r=xr,+(1-x,)r,

* Portfolio variance =

x; var(return))+ (1- x,)° var(return,)+ 2x,(1- x,) cov(return,, return,)
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e ST POTH O ho Frontier with
Two Assets

* Frontier expresses portfolio standard
deviation 1n terms of portfolio expected
return r rather than in terms of x,.
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SeePgriviicVanance, Three Risky
Assets

* Portfolio variance =

x? var(return, )+ x,” var(return,)+ x var(return,)
t 2x,x, cov(return,,return, )+ 2x,x, cov(return,, return,)

t 2x,x, cov(return,,return,)

3
(where) x, = 1)
L
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- Sharpe Ratlo for a Portfolio
SharpeRatio = R(porijolio)- R, « The Sharpe Ratio 1s

0 (portfolio) constant along the
tangency line

* A portfolio manager 1s
outperforming only 1f
her portfolio has a
greater Sharpe ratio



Open Yale

i y 2012, Most of the lectures and course material within Open Yale Courses are licensed
I e Commaons Attribution-Nonocommencial-Share Alike 3.0 license, Unless explicitly set forth in

the app redits sectiol ecture, third-party content is not covered under the
icense. Flease consult the Open Yale Courses Terms of Use for limitations and further e

set forth
Creative Commaons
xplanations on the

* The CAPM mmplies that the expected return
on the 1th asset 1s determined from 1ts beta.

» Beta (j3,) 1s the regression slope coefficient
when the return on the 1th asset 1s regressed
on the return on the market.

* Fundamental equation of the CAPM:
v=rpt lgi(rm_ f)
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