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Competitive Advantage from Operations  Professor Juran





Solodrex

The Solodrex Investment Bank has $100 million available to invest in a portfolio of four corporate bonds. The expected and worst-case returns on each bond are given in the table below.

	
	Expected
	Worst-Case
	Duration

	
	Return
	Return
	(years)

	Enron
	13%
	6%
	3

	WorldCom
	8%
	8%
	4

	Tyco
	12%
	10%
	7

	eToys
	14%
	9%
	9


Solodrex would like to maximize the expected return from its portfolio, as long as the worst-case return is at least 8%. In order to diversify away the non-market risk of its securities, Solodrex has a strict policy of not investing more than 40% of its portfolio in any single bond.

The final column in the table defines the “duration” of the bond. Roughly speaking, the duration of a bond is the average time at which its payments are received. (More formally, it is “the time-weighted average of the bond’s discounted payments as a proportion of the bond’s price.” [p. 366 of Financial Modeling (2nd ed.) by S. Benninga].) The duration of a bond measures the sensitivity of its value to changes in the interest rate, and so defines the riskiness of the bond’s stream of certain payments. In order to match its own anticipated stream of payments, Solodrex requires the average duration of its portfolio to be between five and six years.

Assume that Solodrex cannot take short positions in bonds, and that bonds can be purchased in any amount.







� This problem was lightly adapted from Question 3-13 of Practical Management Science (1st ed.) by Winston and Albright (Prentice-Hall, 1997).
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