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The basic principles of portfolio theory came to ome day while | was reading John
Burr Williams, The Theory of Investment Value. Williams proposed that the value of a
stock should equal the present value of its futlivieelend stream. But clearly dividends
are uncertain, so | took William's recommendatmbeé to value a stock as the expected
value of its discounted future dividend stream...Tacison based on expected return
only (like action based on certainty of the futuma)st be rejected as descriptive of actual
or rational investment behavior. It seemed obvibas investors are concerned with risk
and return, and that these should be measuretidqrdrtfolio as a whole. Variance (or,
equivalently, standard deviation), came to mind aseasure of risk of the portfoho.
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I Harry M. Markowitz, “Foundations of Portfolio Theg’ Journal of Finance, 1991, p. 470.
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“The process of substitution...is one form of comati...we do not assume that
competition is perfect. Perfect competition regaiaegperfect knowledge of the state of the
market...The older economists...partly for brevity aivdplicity, partly because the term
“free competition” had become almost a catchwoadltlyp because they had not
sufficiently classified and conditioned their dacgs, they often seemed to imply that
they did assume this perfect knowledge.”
A k33 B E LAY 2 (A) Adam Smith, (B) Ronald Coase, (C) Alfred Markha
(D) Friedrich Hayek, (E) John Maynard Keynes, (Fjtdh Friedman.

2 John L. Kelly, Jr., “A New Interpretation of Infmiation Rate,'Bell System Technical Journal, 1956,
917-926.

3 John Maynard Keyne3he General Theory of employment, Interest, and Money, Macmillan, 1936,
Ch. 11.



