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Step 1: Identify the risks.

Step 2: Quantify and estimate the risk exposures

Risk Management Process Step 3: perform a cost-benefit analysis on risk transfer methods.

Step 4: Develop a risk mitigation strategy

Step 5: Assess performance and amend risk mitigation strategy as needed.
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Uses systematic risk(SML)

R Measure of Risk  ©
Portfolio Management Theory fo Uses standard deviation(CML)

Tool used to determine the appropriate expected returns for securities(SML)

Application ©

Tool used to determine the appropriate asset allocation(CML)
Difference between SML and CML  ©

CAPM

Graph of the CAPM(SML)

Definition ©
Graph of the efficient frontier(CML)

Market risk premium(SML)
Slope ©

Market portfolio Sharpe Ratio(CML)

Formula ©
Sharpe Ratio ©

f Application ©  Applied to all portfolios and is a better method for measuring historical performance

Formula ©
Treynor Ratio ©

©  For well-diversified portfolios

‘\ Performance Measurement Formula ©

Sortino Ratio ©,

Application ©  Return distribution is skewed to the left

Formula ©

Information Ratio ©,
Application © A measure of how well the manager has acquired and used information compared to the average manager

Formula ©  aP = E(RP) - {RF + BP[E(RM) - RF]}

| Jensen Alpha ©

Application ©  The Jensen measure is the asset' s excess return over the return predicted by the CAPM

Expected return for the stock.

Factor betas, also known as factor sensitivities

Inputs
Deviation of macroeconomic factors from their expected values

Multifactor Models O Firm-specific return

Equation ©  Ri=E(R)+ByFy+BoFo+.. + BuFy+ e

Equation ©,
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The Fama-French Three-Factor Model
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