Exam Review:

1.  Read “Investment Planning” and “Technical Analysis” under Readings.

2.  Make sure you can understand example questions.  Know how to work with moving averages.  Ex.  

Time Price

1
5

2
8

3
10

4
8.5

5
8

Based on a two period moving average, when would the first sell signal be?

Moving average values would 6.5, 9, 9.25, and 8.25.

At time 3, price = 10, moving average was 6.5, buy

At time 4, price = 8.5, moving average was 9 so sell, this is first sell signal

At time 5, price = 8, moving average was 9.25, so sell.  

Thus, should have sold at time period 4.

3.  Know how to interpret the tables below:

	Expected Return =
	10.00%
	
	

	Std. Dev =
	20.00%
	
	

	Confidence =
	60.00%
	
	

	Beginning Value
	1.00
	
	

	
	
	
	

	
	
	
	

	Time
	Expected
	Lower Limit
	Upper limit

	1
	$1.10 
	$0.93 
	$1.26 

	2
	$1.21 
	$0.95 
	$1.45 

	3
	$1.33 
	$0.97 
	$1.65 

	4
	$1.46 
	$1.01 
	$1.86 

	5
	$1.61 
	$1.06 
	$2.08 


	Expected Return =
	10.00%
	
	

	Std. Dev =
	20.00%
	
	

	Confidence =
	0.00%
	
	

	Beginning Value
	1.00
	
	

	
	
	
	

	
	
	
	

	Time
	Expected
	Lower Limit
	Upper limit

	1
	$1.10 
	$1.08 
	$1.08 

	2
	$1.21 
	$1.17 
	$1.17 

	3
	$1.33 
	$1.27 
	$1.27 

	4
	$1.46 
	$1.37 
	$1.37 

	5
	$1.61 
	$1.48 
	$1.48 


a. What is the expected return five years from now?

b. What is the probability of reaching $1.06 or more five years from now?

c.  What is the probability of making less than $1.01 four years from now?

d.   What is the probability of reaching 1.27 or more three years from now?

e.  What is the probability of ending up with less than $1.86 four years from now?

Answers:

a.  $1.61

b.  80%

c.  20%

d.  50%

e.   80%  

4.  Performance Measurement:

	
	Port. A
	Port. B
	Market

	Avg. Ret
	15
	10
	12

	Beta
	1.3
	0.8
	1

	Stand. Dev.
	24
	17
	20

	Systematic Risk
	23
	15
	30

	Unsystematic Risk
	1
	2
	0


Risk free rate is 5%.

a.  What are the Sharpe ratios?  Which portfolio preferred?  A, B, or Market?

b.  What  are the Treynor ratios?  Which one is preferred?

c.  What are the Jensen alphas?  Which one is preferred?

d.  What are the M2s?  Which one is preferred?

e.  What are the T2s?  Which one is preferred?

f.  What are the appraisal ratios?  Which one is preferred?

Answers:

a.  (15-5)/24 = .41,  (10-5)/17 = .29,  (12-5)/20 = .35, choose highest one, A wins

b.  (15-5)/1.3 = 7.69,  (10-5)/0.8 = 6.25, (12-5)/1 = 7, choose highest one, A wins

c.  15 – [5+1.3(12-5)] = 0.9,  10 – [5+.8(12-5)] = -.6, market has zero alpha.  A wins.

d.  [20/24*15 + 4/24 * 5] – 12 = 1.33 vs [20/17 * 10 + -3/17 * 5] – 12 = -1.1, A wins

e.  (15-5)/1.3-(12-5) = 0.69, (10-5)/0.8-7 = -0.75, (12-5)/1 – 7 = 0, A wins

f.  0.9/1,  -0.6/2, 0/0 (market has a 0 appraisal ratio, always), pick highest one, A wins.

5.  Example of Performance Attribution:  

	
	Actual Ret
	Act. Wt
	Bmk Wt
	Index Ret

	Equity
	2%
	0.7
	0.6
	2.5

	Bonds
	1%
	0.2
	0.3
	1.2

	Cash
	0.5%
	0.1
	0.1
	0.5


A.   What was the actual performance?  Under or over performance relative to benchmark?


Actual: (0.70  2.0%) + (0.20  1.0%) + (0.10  0.5%) = 1.65%


Benchmark: (0.60  2.5%) + (0.30  1.2%) + (0.10  0.5%) = 1.91%



Underperformance = 1.91% - 1.65% = 0.26%

b.
  What is contribution of security selection to performance?

Security Selection:

	Market
	Portfolio

Performance
	Index

Performance
	Excess

Performance
	Manager’s

Portfolio

Weight
	Contribution

	Equity
	2.0%
	2.5%
	-0.5%
	0.70
	-0.35%

	Bonds
	1.0%
	1.2%
	-0.2%
	0.20
	-0.04%

	Cash
	0.5%
	0.5%
	 0.0%
	0.10
	 0.00%

	
	
	Contribution of security selection:
	-0.39%


c.  What is contribution of asset allocation?

Asset Allocation:

	Market
	Actual

Weight
	Benchmark

Weight
	Excess

Weight
	Index

Return


	Contribution

	Equity
	0.70
	0.60
	 0.10
	 2.5%
	0.25%

	Bonds
	0.20
	0.30
	-0.10
	1.2%
	-0.12%

	Cash
	0.10
	0.10
	 0.00
	.5%
	0.000%

	
	
	Contribution of asset allocation:
	0.130%


	Summary
	

	Security selection
	-0.39%

	Asset allocation
	
 0.13%

	Excess performance
	-0.26%


Example 2 of Performance Attribution:  

	
	Actual Ret
	Act. Wt
	Bmk Wt
	Index Ret

	Equity
	12%
	0.6
	0.5
	11

	Bonds
	8%
	0.4
	0.5
	7


a.  What is actual performance?  Under/over vs benchmark?

b.  Return from security selection?

c.  Return from asset selection?

Answers:

a.  Portfolio:  .6*12 + .4 * 8 = 10.4

Benchmark:  .5*11 + .5 * 7 = 9

Portfolio outperformed by 1.4%

b. Security Selection:

	Market
	Portfolio

Performance
	Index

Performance
	Excess

Performance
	Manager’s

Portfolio

Weight
	Contribution

	Equity
	12.0%
	11%
	1%
	0.60
	0.6%

	Bonds
	8.0%
	7%
	1%
	0.40
	0.4%


Total contribution = 1.0%

c.  Asset Allocation:

	Market
	Actual

Weight
	Benchmark

Weight
	Excess

Weight
	Index

Return


	Contribution

	Equity
	0.60
	0.50
	 0.10
	 11%
	1.1%

	Bonds
	0.40
	0.50
	-0.10
	7%
	-0.7%


Contribution 0.4%.

