


Efficient portfolios: When combining assets into portfolios,
Markowitz showed how unsystematic risk can gradually be
diversified away by adding assets (see Diversification).

Using mean, or average, return and standard deviation to describe
return and risk, Markowitz, in what is termed mean variance
analysis, also showed how some portfolios were more ‘efficient’
than others. In other words, for every level of risk there will be one
combination of assets that will produce the highest return, and this
portfolio would be more efficient than all the others with the same
degree of risk. Conversely, there will be one portfolio that generates
a specific return but with lower risk than all other portfolios that
produce this same amount of return; this portfolio would be
efficient compared with the others with the same level of return.

This analysis gave rise to the concept of an efficient frontier. That
is, by combining asset classes and exploiting the different risk and
return characteristics of each asset, one can identify the best trade-
off between risk and return.

A typical efficient frontier is shown in the figure below. Only
portfolio combinations that plot on the efficient frontier (shown in
blues) are efficient. Why would investors wish to hold a portfolio
that generates a return of 10% with a standard deviation of 5%,
if they could hold a portfolio that generated return of 10% with a
standard deviation of 3%?
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An efficient frontier of risky assets

Efficient frontiers are constructed by combining individual assets, or
by using the risk and return characteristics of broad asset categories
like equities, bonds, property etc. Asset allocators make use of
efficient frontier analysis when constructing strategic benchmarks
in the asset allocation process.

In addition, many of the risk tools used by fund managers have
“optimiser routines” that are designed to help managers choose
combinations of assets that produce the highest return for a given
risk tolerance.
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