FIN 377 - Investments
Exam 1 Study Guide

Topic 1- The Investment Setting Markets (Ch. 1 + Slides)
Key Concepts & Definitions

e Investment: Current commitment of dollars for future payments
compensating for time, inflation, risk. /Investor trades a known amount
today for an expected larger future amount.

« Pure rate of interest / time value of money: Exchange rate of current vs
future certain dollars. Nominal risk-free = real + expected inflation. Risk
premium covers uncertainty.

« HPR/HPY, mean (equal/weighted), variance/SD, skewness/kurtosis,
covariance/correlation.

Core Principles
e Required return = real rf + expected inflation + risk premium.
o Risk-return trade-off: Higher expected return requires higher risk; but
portfolio context matters.

Technical Details
e Holding Period Return (HPR)
o Arithmetic vs geometric mean; when evaluating multi-period growth, use
geometric.
o Variance/SD as total risk; covariance/correlation shape portfolio risk.

Real-World Applications
o Setting required returns for projects or securities; decomposing yield into
real, inflation, and risk components.
« Using correlation to pick funds that diversify each other.

Important Distinctions
« Nominal vs real rates; expected vs realized returns; total vs marginal
risk.

Visual Aids Summary (slides)
« Probability measures (center/dispersion/skew/kurtosis); worked
variance/SD examples; HPR examples and “make periods comparable”
emphasis.

Topic 2 - Organization of Securities Markets (Ch. 3 + Slides)
Key Concepts & Definitions
« Good market characteristics: Timely/accurate info; liquidity
(marketability, price continuity, depth); low costs; informational
efficiency.
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o Primary vs Secondary markets; money vs capital markets;
ECNs/ATS/dark pools.
o Decimalization: Smaller tick size — tighter spreads, more trades.

Core Principles
o Market structure influences execution quality and costs; efficiency links
information to prices.

Technical Details
o Order types, quote mechanics, spread economics, and microstructure
innovations (conceptual).

Real-World Applications
o Choosing venues/brokers; best execution; knowing when to use limit vs
market orders.

Important Distinctions
« Internal efficiency (low transaction costs) vs informational efficiency
(prices reflect info).

Visual Aids Summary
o Slide diagrams: market quality elements; EMH tiers (weak/semi-
strong/strong).

Topic 3 - Asset Allocation (Ch. 2 + Slides)
Key Concepts & Definitions
« Asset allocation: Distribute wealth across countries/asset classes
based on goals & constraints.
o Policy Statement (IPS): Objectives (risk/return) + constraints (horizon,
liquidity, taxes, legal, unique).
o Lifecycle phases: Accumulation, consolidation, spending, gifting.

Core Principles
o Four-step PM process: (1) Policy — (2) Capital market expectations —
(3) Portfolio construction — (4) Monitoring.
« Global diversification improves risk-return; currency adds risk/return
channel.

Technical Details
o Return objectives: capital preservation, income, growth, total return.
« Constraint translation to allocations (e.g., high liquidity needs — more
cash/bonds).
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Real-World Applications
« Building a basic 60/40 vs glide-path; adding international equities and
hedging FX.

Important Distinctions
o Strategic vs tactical allocation; benchmark-relative vs absolute return
goals.

Visual Aids Summary
« Lifecycle curves; IPS components; historical risk/return plots by asset
class.

Topic 4 - Portfolio Management (Ch. 6 + Slides)
Key Concepts & Definitions
« Risk aversion; expected return of a portfolio (value-weighted average);
portfolio variance depends on covariances.
« Efficient frontier; add risk-free asset — CML; market portfolio;
systematic vs unsystematic risk.

Core Principles
« Diversification reduces idiosyncratic risk; only market risk remains and
earns premium.
« Optimal mix is where your indifference curve is tangent to the
frontier/CML.

Technical Details

e Arithmetic Mean(y, X) = % or = ) w;iXx;

e Geometric Mean = T(/(l +r)A+7r).(A+nr)-—-1

« Variance, Sample (02) = Z(i‘—__lx)z

e Standard Deviation, Sample (o,) = \/0_,26
o Covariance (ox,y)= w

« Correlation (r,,)= ;:Uyy

Real-World Applications
o Two-fund separation: combine T-bills with a broad market index; lever
up via margin if risk tolerance is high.

Important Distinctions
o CML (total risk, diversified portfolios) vs SML (beta/market risk, any
asset). Cross-reference Topic 5.
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Visual Aids Summary
« Ball-bounce analogy for diversification; “non-market risk” shrinking as N7;
empirical example.

Topic 5 - Asset Pricing Models through CAPM (Ch. 7 + Slides)
Key Concepts & Definitions
« CAPM: E(r) = 17 + B(E(ry) — 17); beta measures systematic risk
relative to market.
e SML (risk—return in beta space) vs CML (o-space).
o APT/multifactor mentioned as extensions (know conceptually).

Core Principles
e Investors earn premium only for market risk; use SML to price/assess
mispricing.

Technical Details
o Estimating beta via characteristic line regression; proxy choice & sampling
interval matter.
« Mispricing test: If E(r) > r¢ + B(E(ry) — 1) — undervalued (plots above
SML).

Real-World Applications
e Required return for DCF/valuation; cost of equity in WACC; screening for
alpha.

Important Distinctions
o Total risk (o) vs market risk (B); required vs expected returns; ex-ante
vs ex-post alphas.

Visual Aids Summary
e SML graph; worked B — required return examples; notes on data
frequency and market proxies.

Summary Tables

1) Return & Risk Measures (quick compare)
Measure What it captures Use case Caveat
Single-period total  Point-in-time

HPR . Not time-normalized
return comparisons
Arithmetic = Expected next- Forecasting one Overstates multi-
mean period return period period growth

Geometric Compounded multi- Performance over  Lower than arithmetic
mean period growth time when volatile
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Measure What it captures  Use case Caveat
Variance/SD Total dlsper5|.on Portfolio . Penalizes upside, too
(total risk) construction
Covariance / Diversification .
Co-movement impact Scale vs standardized

2) Market Structures

Area  Primary Secondary Quality drivers
New issues . - Info, liquidity, costs,
Purpose (IPO/SEO) Trading existing efficiency
Venues Underwriters Exchanges/ECNs/ATS Decimalization ls.pre.ads;
depth/continuity
3) CML vs SML
Line X-axis Applies to Risk measure Equation
CML o Efficient dlversn‘led Total risk
portfolios
e+ B(E(ry) —
SML 8 Any asset/portfolio Market risk 4 'B( (i)

r)

Cross-Topic Concept Map (textual)

« Investment setting — defines required return (time, inflation, risk).

o Markets enable price discovery & execution — underpin informational
efficiency feeding expectations.

o Asset allocation/IPS translates goals/constraints into policy mix.

o Markowitz/CML.: build efficient risk—return combinations; systematic
risk remains.

o« CAPM/SML: price expected returns from ; evaluate mispricing vs
required return.
(See Topic cross-refs above.)

Common Pitfalls & Misconceptions
e Using arithmetic mean to describe multi-period growth; use geometric
for compounding.
e Believing diversification can remove all risk; market risk remains.
o Comparing HPRs with different horizons without annualizing.
o Confusing primary issuance with exchange trading; IPO # listed trading.
e Applying CML to single securities; use SML/B.

Quick-Reference Glossary (selected)
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Investment: Commitment today for future payments covering time,
inflation, and risk.

Risk premium: Extra return above nominal risk-free to compensate
uncertainty.

HPR: Single-period total return measure.

Variance/SD: Dispersion; total risk.

Covariance/Correlation: Co-movement; drives diversification benefit.
Liquidity: Ability to trade quickly near prior prices; needs depth/continuity.
ECN/ATS: Electronic venues and alternative systems (incl. dark pools).
IPS/Policy Statement: Objectives & constraints governing portfolio.
Efficient Frontier: Portfolios with max return for given risk.

CML.: Line of efficient portfolios mixing risk-free and market portfolio.
Systematic vs Unsystematic risk: Market-wide vs diversifiable.

Beta (B): Sensitivity to market; measure of systematic risk.

SML: Expected return vs (3 line from CAPM.

Visual Aids Recap (by topic)

T1: Stats blocks (mean/variance/skew/kurtosis), HPR walkthrough.
T2: Market quality diagram; EMH tiers; market organization map.
T3: Lifecycle curve; IPS checklist; historical risk/return scatter.

T4: Diversification analogies; efficient frontier/CML sketches.

T5: SML diagram; B estimation notes; sample SML computations.

Final Key Takeaways

Master definitions and relationships (e.g., correlation — diversification
— frontier).

Always tie required return to risk type: o for CML portfolios; B for
SML/individual assets.

Anchor allocations in a written IPS; relate every choice to objectives &
constraints.

Market structure matters for execution & costs; efficiency underpins your
expectations.



