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Efficient Frontier Analysis
Question 1
How does efficient frontier analysis (EFA) differ from other forms of complex risk assessment techniques?
The efficient frontier analysis is said to be the origin of the other risk assessment techniques in use in the present day, such as the Foster-Hart portfolio, which capitalizes on the short-comings of EFA. Despite this fact, there exist several differences between EFA and other techniques. The first one is that EFA assumes risks to be overall merits that can be measured using standard deviation. Contrary to this, Foster-Hart portfolio assumes risk measure to be monotone, objective, and universal, which can be expressed in the currency and is reflected in numerical values. EFA assumes diversification is possible and risks can be reduced through index correlation. On the other hand, Foster-Hart portfolio downplays the possibility of diversification and risk reduction. Finally, efficiency portfolios in EFA do not take into consideration the investor's bankruptcy, while the Foster-Hart portfolio takes consideration of this happening and puts measures in place to avoid such (Halicki, 2016).
Question 2
What limitations might an analyst encounter through the use of EFA?
The efficient frontier analysis is a series of theories that predict the returns to be earned from a combination of securities. That being said, this analysis is bound to face various drawbacks when applied in the real world. The first drawback is that EFA is basically founded on theories which may not hold in the real world, therefore limiting its practicality. Another drawback is the assumption that the theory is based on that states that investors are rational thinkers who avoid risks as much as possible. This, however, is not the case since the modern market is full of irrational and high risk-taking investors with limited access to borrowing or lending money, who can influence the market. Finally, the theory also suggests that asset returns should follow a normal distribution curve. However, according to Baume (2016), asset returns should follow a leptokurtic distribution, otherwise known as a heavy trailed distribution.
Question 3
How can efficient frontier analysis results be communicated and utilized with non-mathematical decision makers?
As mentioned, the efficient frontier analysis compares the returns against potential risks. This information can be represented on a graph by plotting returns against possible risks. This form of displaying information allows investors to see expected returns with varying amounts of risks clearly. The graphical representation of the analysis results also makes it easier for the investors to identify the diminishing marginal return to risk. This is shown through the curved nature of the graph. Another use of the graphical representation of the analysis results is that investors can be able to easily construct a portfolio from potential investments which are visible on the graph with their corresponding potential risks. Finally, unlike mathematical formulas which could be cumbersome and complex to explain to investors, graphical representations are clear and easy to explain. This will boost the investor's confidence as they will an in-depth understanding of what they are investing in (Kumbhakar et al., 2015).
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