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		Abstract

		This paper analyzes the economic cost of Mean-Variance portfolios that involve asset returns which are smoothed. In this situation, variance and covariance of returns will be understated, resulting in sub-optimal allocation. Certainty equivalent loss (CEL), associated with this â€˜smoothedâ€™ portfolio, is analytically derived as a function of the smoothing parameter alpha. The results show that CEL grows hyperbolically with alpha. The paper shows further that the practice of unsmoothing asset returns before constructing portfolios helps reducing CEL, but is unlikely to solve the problem completely. This is due to the risk of mis-unsmoothing that also escalates with the parameter alpha. 
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