
    
      
        
          
        
      

    



    
        
          CFA 2025: level 1 Portfolio management

        

        
        
          CFA level 1

        

        
        
          M. Imran Ahsan

        

        
          Published by M. Imran Ahsan, 2024.

        

    



  
    
    
      While every precaution has been taken in the preparation of this book, the publisher assumes no responsibility for errors or omissions, or for damages resulting from the use of the information contained herein.

    
    

    
      CFA 2025: LEVEL 1 PORTFOLIO MANAGEMENT

    

    
      First edition. September 9, 2024.

      Copyright © 2024 M. Imran Ahsan.

    

    
    
      ISBN: 979-8227280657

    

    
    
      Written by M. Imran Ahsan.

    

    
      10 9 8 7 6 5 4 3 2 1

    

  



  	
	    
	      Also by M. Imran Ahsan

	    

      
	    
          
	      ACCA

          
        
          
	          ACCA: Business & Technology

          
        
      

      
	    
          
	      CFA level 1

          
        
          
	          CFA 2025: Level 1 corporate Issuers

          
        
          
	          CFA Level 1 Financial Statement Analysis

          
        
          
	          CFA level 1: 2025 Equity Investments

          
        
          
	          CFA 2025: Level 1  Fixed Income

          
        
          
	          Economics for CFA 2024: level 1 in just one week

          
        
          
	          CFA Level 1: Derivatives and Alternative Investments

          
        
          
	          CFA 2025: level 1 Portfolio management

          
        
      

      
	    
          
	      Investment series

          
        
          
	          Corporate Finance: A Beginner's Guide

          
        
          
	          Fixed Income Securities: A Beginner's Guide to Understand, Invest and Evaluate Fixed Income Securities

          
        
      

      
	    
          
	      Personal Finance

          
        
          
	          Side Hustle Success: Unlock Your Earning Potential

          
        
      

      
    
    



  	
  	
			 

			
		
    To all smart learners

      

    


CFA level 1, 2025

Portfolio management

Complete portfolio management in just one week

By

M. Imran Ahsan



	[image: ]

	 
	[image: ]





[image: ]


Learning Module 1

Portfolio Risk and Return: Part I
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1: Describe characteristics of the major asset classes that investors consider in forming portfolios

Investors always have a choice; they can either choose to invest in lower risk lower return assets or in higher risk with higher return assets. There is always risk-return trade off. 

Historic data of USA financial market suggests following 



	Asset class

	Expected average return

	Risk (standard deviation)

	Liquidity




	Large cap stocks

	Lower than Small cap stocks

	Lower than Small cap stocks

	Higher than Small cap stocks




	Small cap stocks

	Higher than large cap stocks

	Higher than large cap stocks

	Lower than large cap stocks




	Long-term corporate bonds

	Lower than Small and large cap stocks

	Lower than Small and large cap stocks

	Depends on credibility




	Long-term government bonds

	Lower than small cap, large cap stocks and Long-term corporate bonds

	Higher than Long-term corporate bonds but lower than large and small cap stocks

	Higher




	Treasury bills

	Lower than all above

	Lower than all above

	Highest than all of above





––––––––
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2: Explain risk aversion and its implications for portfolio selection 

Risk aversion: In portfolio theory it is assumed that the investors are risk averse. They prefer less risky investment over a more risky investment if the outcomes are same or even less. It may also suggest that a risk averse investor gets highest utility when he invests in least risky assets.

Risk seeking: If an investor is risk seeking, it means she love to take risk and prefers more risk over less risk. A gambling behavior is risk seeking behavior. It may also suggest that the risk seeker gets highest utility when he invests in high risk assets with highest expected returns.

––––––––
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Risk neutral: Risk neutral behavior means the investor is indifferent about risk. It may also suggest that the risk neutral investor will get highest utility when he invests in highest return generating security (off course with highest risk).

––––––––
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For example there are two investments with same initial cost but one will definitely generate $ 50 while other can generate $70 inflow or 50$ loss. The risk averse investor will chose the investment which will certainly generate $50 while risk seeker investor tends to chose second investment. A risk neutral can chose any investment (or he can choose second security because it can produce higher return). 

––––––––
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3: Explain the selection of an optimal portfolio, given an investor’s utility (or risk aversion) and the capital allocation line 

Utility: Utility is the quality of anything which can satisfy a human want. In simple words we can say utility is the satisfaction. 

Indifference curve: Indifference curve is the combination of all portfolios which gives same level of satisfaction. According to indifference curve approach, utility cannot be measured but we can rank it as higher level of utility and lower level of utility. 

Higher Indifference curve (IC) shows higher utility while lower IC shows lower level of utility. 

When we combine utility with portfolio management we can express it as follows;

U=E(R) - [image: image])

Whereas 

U is the utility level of an investment

E( R) is the expected return

A is risk aversion coefficient

[image: image]is portfolio variance

A is the additional reward an investor want in order to accept additional risk so, “A” would be higher for more risk averse investor

”A” would be lower for less risk averse investor

“A” will be zero for risk neutral investor. The utility of risk neutral investor only depends on level of E( R)

And “A” will be negative for risk lover. 

––––––––
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We can see from above figure that, an investor who hates risk has steeper indifference curve because she needs higher reward for one unit of additional risk. 

Capital allocation line: The two fund separation theorem states that the optimal portfolio of any investor must have risk free and risky assets. 

Capital allocation line shows the risk of risk free assets and risky assets. It is created by combining all possible combinations of risky and risk free assets. It shows the expected return which an investor might earn by assuming certain level of risk. The slope of CAL is the trade-off between risk and return. 

––––––––
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Combining IC and CAL
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At point “a” of IC2 is the highest level of utility which an investor can gain given all these ICs and CAL.  IC3 is not attainable while IC1 is not optimal as the investor can increase her utility level by going to IC2 and attain extra return with same level of risk. 

––––––––
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4: Calculate and interpret the mean, variance, and covariance (or correlation) of asset returns based on historical data 

In finance, mean is used to estimate expected return, variance and standard deviation are calculated using mean to measure investment risk while covariance and correlation are used to measure the relationship between two securities. 

All these measures are calculated using historical data.

Mean/Arithmetic mean/Average return/Mean return: This is also a simple and easy to calculate measure. It can be used for multiple periods. We can use it to calculate average return of different periods (we can use average of holding period returns). Arithmetic mean is upward biased. It means it will give us higher average return if holding periods are not same. 
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