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Abstract: The paper presents the main portofolio objectives and constrain.There has been a trend toward passive portfolio management. Passive management implies a buy-and-hold policy, with no attempt to beat the market. A passively managed common stock portfolio is constructed in one of two ways: so it will closely track a broad index of the market, or so it will have a certain attribute, such as a high dividend yield or a high average beta, that is attractive to the investor. The desired attribute is not necessarily expected to lead to abnormally high risk-adjusted returns. We observwd that common stocks are less risky, in the sense of a lower risk of loss, for investors who hold a diversified portfolio for a long period of time than for investors with short time horizons. For example, an investor who holds a diversified portfolio of stocks for 10 years is less likely to sustain a loss than an investor whose average holding period for a diversified portfolio is only one year.
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1. INTRODUCTION 
Even in a world of highly efficient markets where few investors are able to earn exceptional returns on a consistent basis, portfolio managers have important work to de. They must still identify efficient portfolios and must face the challenge of assembling portfolios that are optimal for their clients. An optimal portfolio is the efficient portfolio that, in technical terms, maximizes the investor’s utility. In simpler terms, it offers the investor the most satisfying combination of risk and expected return.


The first task of a portfolio manager is to determine the investor’s financial objectives and to learn about any constraints that have to be observed in working towards those objectives. Investment objectives are goals; investment constraints are limits placed on the portfolio manager’s discretion in attempting to achieve those goals. Investment objectives are usually stated in terms of risk and return, the amount of risk the investor is willing to assume for a given amount of expected return. For example, the investor’s objective for a common stock portfolio might be an annual before tax return of at least 13% with an annual standard deviation of not more than 15%. It is up to the portfolio manager to determine how much risk the investor can tolerate for a given level of expected return.


Investment constraints relate to matters such as the minimum amount to be invested in highly safe and liquid assets and maximum amounts to be invested in certain other assets, such as equity securities, real estate, and metals such as gold and silver. An individual with an extremely high aversion to risk may have an optimal portfolio consisting entirely of risk-free asset and , obviously, such investors have little need for a portfolio manager. The risk/return preferences of most investors probably place their optimal portfolios in a region where portfolios are composed of a combination of risk-free asset and the market portfolio (Smith and Proffitt et al, 1992).


To assemble an optimal portfolio, the investment manager must have a clear understanding of the investor’s attitude toward risk and return. One way to assess investor’s risk tolerance is to ask them to examine subjective probability distributions for various portfolios and to indicate which combination of risk and return is most appealing. A similar way to evaluate an investor’s attitude toward risk and return is by simulation. The portfolio manager can show the investor what the risk and return various combinations of assets would have been during certain periods in the past. For example, suppose it was decided that investor’s portfolio will be composed of three types of assets-common stocks, high-grade corporate bonds, and a risk-free asset-but the appropriate proportions need to be determined. Through simulation, it can be shown to the investor how portfolios with various combinations of these three types of assets would have performed during past periods. This information may help the investor decide how to allocate her own funds among the three types of assets.


The management of portfolios can be actively or passively. Active management implies an effort to beat the market, either by selecting assets that are perceived to be under priced or by changing the asset mix, which usually means increasing or decreasing the proportion of fixed-income securities in a portfolio or fixed-income securities and common stocks (Peterson and Peterson, 2001). The decision as to how much of a portfolio’s total funds will be allocated to each type of asset is know as the asset allocation decision. Active managers of portfolios containing both common stocks and fixed-income securities often change the allocations because of changed expectations about the relative future performance of these two types of assets.


Changing the asset mix in an effort to beat the market is called “timing the market”. Another method of market timing involves shifting from low or medium beta stocks to high beta stocks when the market is expected to rise, and shifting from high betas to lower betas when the market seems likely to fall. With passive management, the mix of stocks and bonds or high and low beta stocks is changed only in response to change in the investor’s attitude toward risk and return.
2. SPECIFIC PORTFOLIO SELECTION STRATEGIES

The optimal portfolio solution is easy to obtain and provides a reasonable approximation of an efficient set of a limited number of risky securities. The inputs of the model may be derived from a reasonable security analysis. The expected return, variance of the return, and beta are three important statistical measures that come from security analysis. It is necessary to relate security return to the return of a broad-based market portfolio. Thus, additional inputs necessary to the portfolio-building process include the identification of an appropriate market portfolio along with its expected return and variation. Finally, it should be clear that the risk-free rate of return plays an important part in classical portfolio theory. Therefore, a final input is an estimate of an approach risk-free rate (Lumby, 1995).

We know that the total risk of a security is the sum of the systematic and unsystematic risk:
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In a well-diversified portfolio, unsystematic risk can be reduced to approximately zero, and in this case the equation below may be written as:
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Since 
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 is a constant for securities and portfolios, the standardized portfolio risk for a diversified portfolio may be written as:
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That is, when dealing with a well-diversified portfolio, 
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is an appropriate measure of risk. A portfolio with as few as 15 to 20 securities may allow this specification of risk.

3. THE INVESTMENT OBJECTIVE AND CONSTRAINS
A useful investment objective function that implicitly includes the trade-off between systematic risk and return is:
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Where 
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 is measure of investor risk preference (
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Lambda defines the importance of return relative to risk for an investor. At its extremes, 0 and 1, an investor is, respectively, risk indifferent and risk averse.

When 
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is equal to zero, 
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. In this case, maximizing the investment function is the same as maximizing expected return.

When 
[image: image13.wmf]l

 equals 0,5, return and risk are equally important. The plot of the 
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 function in this case is a 45-degree line.

The relationship between the objective function and the individual securities under consideration may be seen by substituting the usual definitions for 
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= weighted average of the individual securities betas
Then the objective function may be written as:
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Where 
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X

=the proportion of an investor’s available wealth invested in security 
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Regrouping to simplify the notation results in an objective function of the following form:


[image: image22.wmf](

)

(

)

[

]

(

)

(

)

[

]

(

)

(

)

[

]

n

n

n

R

E

X

R

E

X

R

E

X

z

lb

l

lb

l

lb

l

-

-

+

+

-

-

+

-

-

=

1

1

1

max

2

2

2

1

1

1

M


The investment objective 
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 may be written as a function of individual security risk and return trade-off objectives that are defined as:
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And that mean:
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Note that 
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 is the risk-return trade-off function for a security, while 
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 is the risk-return trade-off function for a portfolio.

The constrains of the objective function is both a minimum security and a maximum wealth allocation constraint. The simplest specification of the constraint occurs when the proportion allocated to the individual securities is limited to the minimum number of securities permitted in a portfolio. This constraint may be written as:


[image: image28.wmf]m

X

j

/

1

£


Where, 
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 is the minimum number of securities included in the portfolio.
4. CONCLUSIONS

Using portfolio principles, we have introduced an optimal portfolio-building model. The model is very useful since it makes practical, in relatively simple steps, most of the components of mean-variance analysis.

The principal focus was on methods of assembling optimal portfolios for specific investors. Based on historical returns, it seems likely that the efficiency of a common stock portfolio (or a stock and bond portfolio) can be increased by adding foreign stocks, real estate, or both. Sometimes, the addition of foreign stocks or real estate to a portfolio will both raise the expected return and lower the risk. The optimal mixture of assets for a given investor depends on four variables: the expected return for each class of assets, the estimated standard deviations of the returns, the estimated correlations between the returns, and the investor’s tolerance for risk. The optimal proportions will change with changes in these variables. Sometimes the optimal portfolio will contain only one or two classes of assets.
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