[image: image1.png]The data that follow (and in file 5TOCKARB) give the rates of return over a 50-year pe-
riod for two stocks, which we'll call stock A and stock B. The rate of return is defined
as the increase in value of the portfolio (including any dividends or other distributions)
during the year divided by its value at the beginning of the year. That's the fraction by
which your wealth would have changed had it been invested in that particular combi-
nation of securities. The rate of return may be either positive or negative.

‘What was the average return for stock A? Stock B? In the theory of finance, the
standard deviation of the retun s often used as a measure of the risk associated with
investing in a given security. What are the standard deviations of the returns for stocks
Aand B?

Assume that the history of stocks A and B is a useful guide to what may be expected
of them in the foresceable future. (That may seem like  big assumption, but assume it
anyway.) Suppose you want to use this history as a suide to making an investment deci-
sion for the long run. Based on this history, and assuming that standard deviation of re-
turm is the appropriate measure of risk, does it make any difference whether you invest
wholly in stock A, wholly in stock B, or half in stock A and halfin stock B? Assume that
average return is to be maximized and risk is to be minimized, if that i jointly possible.
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