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16.0 Managing individual portfolios and institutional investors: 

16.1.1 Individual investors: overview 

- Investor characteristics: situational profiling (source of wealth, 

measure of wealth, stage of life); psychological profiling 

(traditional finance, behavioural finance, personality typing) 

- Investment policy statement for an individual investor 

- Strategic asset allocation for an individual investor: Monte 

Carlo simulation in personal retirement planning 

 

16.1.2 Institutional investors: overview 

- Pension funds: defined-benefit and defined-contribution 

plans; pension fund risk tolerance; defined benefit and 

defined contribution investment policy statement; risk 

management considerations; hybrid pension plans; employee 

share ownership plans 

- Other institutional investors: Foundations, endowments, 

Insurance industry (life and non-life insurance companies), 

banks, investment intermediaries and other institutional 

investors; their background and investment setting 

 

16.2 Asset allocation 

- Overview of asset allocation: role of asset allocation in portfolio 

management; strategic versus tactical asset allocation; Importance of 

asset allocation in portfolio performance; Steps involved in 

establishing an appropriate asset allocation 

- Asset allocation and investors and return objectives: Dynamic versus 

static asset allocation; factors affecting asset allocation policy(loss 

aversion; mental accounting; fear of regret); Return and risk 

objectives in relation to asset allocation 

- Selection of asset classes: criteria for specifying asset classes; 

inclusion of international asset assets (developed and emerging 

markets) 

- Optimisation approaches to asset allocation: mean-variance 

approach ( Its application when adding an asset class in an existing 

portfolio); resampled efficient frontier; experience based 

approaches; asset only, asset/liability management (ALM); ); Black – 

Letterman; Monte- Carlo Simulation 
- Nondomestic equities and bonds: Their associated risks, costs and 



 

 

opportunities 
- Conditional return correlations: their importance when evaluating 

the diversification effects of nondomestic investments 

- Integrating a segmented market with a global market: expected 

effects on share prices expected returns, and return volatilities 

- Formulation and justification of minimum-variance frontier given 

investment policy statement and capital market expectations 

16.3 Fixed income portfolio management 

- Use of liability as a benchmark and use of bond index as a 

benchmark with respect to investment objectives 

- Managing funds against a bond market: Classification of strategies ( 

Pure bond indexing/full replication approach, enhanced indexing 

and active investing, full-blown); selection of a benchmark bond 

index and factors to consider(market value risk, income risk, liability 

framework risk); Use of bond market indices 

- Techniques used to align the risk exposures of the portfolio with 

those of the benchmark bond index: duration matching technique, 

key rate durations technique 

- Assessment of the risk and return characteristics of a proposed 

trade: total return analysis, scenario analysis 

- Bond immunisation strategy: its formulation and evaluation under 

various interest rate scenarios 

- Spread duration and its importance 

- Extension of classical immunisation theory: introduction of 

contingent immunisation 

- Risks associated with managing a portfolio against a liability 

structure: interest rate risk, contingent claim risk, cap risk 

- Immunisation strategies for single liability, multiple liabilitiesand 

general cash flows: their advantages and disadvantages 

- Immunised portfolios: risk immunisation and return maximisation 

- Cash flow matching: its use in funding a fixed set of future liabilities; 

its advantages and disadvantages 

 

16.4 Relative value methodologies for global credit bond portfolio management 

- Classic relative value analysis based on top down and bottom up 

approaches to credit bond portfolio management 

- Cyclical supply and demand changes: their implications in the 

primary bond markets; impact of secular changes in the markets 

dominant structures 

- Investors short term and long term liquidity needs: their influence 



 

 

on portfolio management decisions 

- Common rationale for secondary market trading 

- Corporate bond portfolio strategies 

 

16.5 International and emerging market fixed-income portfolio management 

strategies 

- Effect of leverage on portfolio duration and investment returns 

- Use of repurchase agreements (repos) to finance bond purchases: 

Factors affecting the repo rate 

- Measures of fixed income portfolio risk: standard deviation, target 

semi variance, shortfall risk and value at risk (VaR) 

- Use of futures instead of cash market instruments to alter portfolio 

risk 

- Formulation and evaluation of an immunisation strategy based on 

interest rates 

- Use of interest rate swaps and options to alter portfolio cash flows 

and exposure to interest rate risk; use of credit derivative 

instruments to address default risk, credit spread risk and 

downgrade risk in the context of fixed income portfolio 
- Potential sources of excess return for an international bond portfolio 
- Effect of change in value for a foreign bond when domestic interest 

rates change, and the bond‟s contribution to duration in domestic 

portfolio, given the duration of the foreign bond and the country 

beta 

- Hedging currency risk in international bond markets; break even 

spread analysis in seeking yield advantages across international bond 

market; investing in emerging market debt: 

- Criteria for selecting a fixed income manager 

 

16.6 Equity portfolio management 

- Role of the equity in the overall portfolio 

- Equity investment approaches: passive approach; active approach; 

semi-active (enhanced- index ) approach; their relevance with 

respect to expected active return and tracking risk 

- Weighting schemes used in the construction of major equity market 

indices and the biases associated with each 

- Passive equity investing: alternative methods for establishing passive 

exposure to an equity market; indexed separate or pooled accounts, 

index mutual funds, exchange-traded funds, equity index futures and 

equity total return swaps 



 

 

- Approaches  to  constructing  an indexed portfolio: full replication, 

stratified sampling and optimisation 

- Active equity investing: equity investment–styles classifications and 

risks associated with each; techniques for identifying investment 

styles; equity style indices; equity style box analysis and style drift; 

long–short and long-only investment strategies; „equitised‟ market- 

neutral and short-extension portfolios; sell disciplines/trading of 

active investors 

- Semi-active equity investing (enhanced-index): derivatives-based and 

stock-based enhanced indexing strategies 

- Managing a portfolio of managers: core-satellite approach to 

portfolio construction; effect of adding a completeness fund to 

control overall risk exposures 

- Components of total active return (“true” active return and “misfit” 

active return) and their associated risk measures; alpha and beta 

separation as an approach to active management; 

- Identifying, selecting, and contracting with equity managers 

- Structuring equity research and security selection: top-down and 

bottom-up approaches to equity research 

 

16.7 Alternative investments portfolio management 

- Introduction to alternative investments portfolio management 

- Selection of active managers of alternative investment scheme 

- Alternative investment benchmarks: construction and interpretation; 

benchmark bias 

- Return enhancement and risk diversification effects of adding an 

alternative investment to a reference portfolio(for instance a 

portfolio of bonds and equity only) 

- Venture capital: major issuers and suppliers; purpose of venture 

capital; buyout funds; use of convertible preferred stock in direct 

venture capital investment 

- Private equity fund: typical structure and timelines; formulating 

private equity investment strategy 

- Commodity investments: direct and indirect commodity investment; 

components of return for commodity futures contracts; role of 

commodities in a portfolio 

- Hedge funds: typical structure; high water- mark provisions; fund-of-

funds; performance and evaluation 
- Managed futures: trading strategies; role in a portfolio 
- Distressed securities: risks associated with investing in distressed 



 

 

securities including event risk, market liquidity risk, „J-factor‟ risk 

 

16.8 Currency portfolio management 

- Effects of currency movements on portfolio risk and return 

- Strategic choices in portfolio management 

- Active currency trading strategies based on economic fundamentals, 

technical analysis, curry trade and volatility trading 

- Adjusting the hedge ratio using forward contracts and foreign 

exchange (FX) swaps 

- Trading strategies used to reduce hedging costs and modify the risk 

return characteristics of a foreign currency portfolio 

- Portfolios exposed to multiple foreign currencies: use of cross-

hedges ratio, macro-hedges ratio, minimum-variance-hedge ratio 
- Challenges for managing emerging market currency exposures 

16.9 Execution of portfolio decisions 

- The context of trading: market microstructure: order types and their 

price and execution uncertainties, their effective spread and their 

quoted bid ask spread ; types of markets and their quality; roles of 

brokers and dealers 

- Costs of trading: transaction costs components (explicit and implicit 

costs); implementation shortfall and volume weighted average price 

(VWAP) as measures of transaction costs; use of econometric 

methods/models in pre-trade analysis to estimate implicit transaction 

costs 

- Major types of traders: their motivation to trade, time versus price 

preferences and preferred order types; major trading tactics 

;algorithmic trading strategies and determining factors including 

order size, average daily trading volume, bid–ask spread and the 

urgency of the order 

- Trade execution decision and tactics: meaning and criteria of best 

execution; firm‟s investment and trading procedures, including 

processes, disclosures and record keeping with respect to best 

execution 
- Role of ethics in trading 

 

16.10 Portfolio monitoring and rebalancing 

- Monitoring : fiduciary‟s responsibilities in monitoring an investment 

portfolio; monitoring of investor circumstances, market/economic 

conditions and portfolio holdings; revisions to an investor‟s 

investment policy statement and strategic asset allocation, given a 



 

 

change in investor circumstances 

- Rebalancing: benefits and costs of rebalancing a portfolio to the 

investor‟s strategic asset allocation; calendar rebalancing; percentage-

of-portfolio rebalancing; optimal corridor width of an asset class; 

target portfolio rebalancing versus allowed range portfolio 

rebalancing; rebalancing strategies (linear, concave, and convex 

rebalancing strategies); constant mix, buy-and-hold, and constant 

proportion portfolio insurance (CPPI) rebalancing strategies 

 

16.11 Evaluating portfolio performance 

- Importance of performance evaluation from the perspective of fund 

sponsors and the perspective of investment managers 

- Components of performance evaluation: performance 

measurement, performance attribution and performance appraisal 

- Performance measurement: total, time-weighted, money-weighted 

rates of return, linked internal rate of return and annualized return 

- Benchmarks: concept of a benchmark; properties of a valid 

benchmark; types; steps  involved in constructing a custom security-

based benchmark; validity of using manager universes as 

benchmarks; tests of benchmark quality; hedge funds and hedge 

fund benchmarks 

- Performance attribution: inputs for micro and macro attribution; use 

of macro and micro performance attribution methodologies to 

identify the sources of investment performance; use of fundamental 

factor models in micro performance attribution 

- Performance appraisal: risk-adjusted performance measures, 

including (in their ex post forms) alpha, information ratio, Treynor 

measure, Sharpe ratio and Modigliani-Modiglian measure(M2 ) 

;incorporation of portfolio‟s alpha and beta into the information 

ratio, Treynor measure, and Sharpe ratio; use of performance 

quality control charts in performance appraisal 

- Practice of performance evaluation: noisiness of performance data; 

manager continuation policy decisions 
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CHAPTER ONE 
 

MANAGING INDIVIDUAL PORTFOLIOS AND 

INSTITUTIONAL INVESTORS 

INDIVIDUAL INVESTORS 

What characteristics of individual investors distinguish them from other investors in 

ways that may affect the strategic asset allocation decision? Individual investors are 

taxable and must focus on after-tax returns. Tax status distinguishes individual 

investors from tax exempt investors (such as endowments) and even other taxable 

investors such as banks, which are often subject to different tax schedules than 

individual investors. Other, inherent rather than external, differences exist, however, 

asset allocation for individual investors must account for: 

 The part of wealth flowing from current and future labor income, and the 

charging mix of financial and labor-income-related wealth as a person ages 

and eventually retires. 

 Any correlation of current and future labor income with financial asset 

returns. 

 The possibility of outliving one‟s resources. 

Psychological factors may also play a role. Behavioral finance points to a variety of 

issues that individual investors and their advisers face when determining the asset 

allocation. 

Human capital 

An individual investor‟s ability and willingness to bear risk depends on; 

i. Personality makeup 

ii. Current and future needs 

iii. Current and anticipated future financial situation, considering all sources 

of income. 



 

 

Earning ability is important in determining capacity for risk. People with high 

earning ability can take more risk because they can readily recoup financial losses 

than lower-earning individuals. 

Human capital, the present value of expected future labor income, is not readily 

tradable. In addition to human capital, an individual has financial capital, which 

consists of more readily tradable assets such as stocks. Human capital is often 

investor‟s single largest asset. Young investors generally have far more human capital 

than financial capital. 

iv. Investors should invest financial capital assets in such a way as to diversify 

and balance out their human capital 

v. A young investor with relatively safe human capital assets and/or greater 

flexibility of labor supply has an appropriate strategic assets allocation with 

higher weight on risky assets such as stocks than an older investor. The 

allocation to stocks should decrease as the investor age increases. 

vi. An investor with human capital that has high correlation with stock market 

returns should reduce the allocation to risky assets for financial assets and 

increase the allocation to financial assets that are less correlated with the 

stock market. 

Other considerations in asset allocation for individual investors include; 

1. Mortality risk (death) – risk of loss of human capital if an investor dies 

prematurely 

2. Longevity risk – risk that the investor will outlive his or her assets in 

retirement. 
 

Strategic asset allocation for institutional investors 

In recommending a strategic asset allocation, we should seek a comprehensive 

picture of the investor‟s characteristics and choose our models and inputs 

appropriately. The following sections introduce institutional investors‟ characteristics 

and concerns as they affect asset allocation. 

Pension funds 

Are major components of retirement planning of individuals. It receives 

contributions from firms, its employees or both. The funds are invested with the aim 



 

 

of giving workers either a lump sum payment or the promise of an income stream 

after retirement. Defined benefit pension plans promise to pay retirees a specific 

income stream after retirement. The company and employee contribute certain 

amounts each year. The pension plan firm carries risk of paying the future pension 

benefit to retirees; should investment performance be poor, or should the company 

be unable to make adequate contributions to the plan, the shortfall must be made up 

in future years. 

Defined contribution pension plan do not promise set benefits; rather, employees‟ 

benefits depend on the size of the contributions made to the pension fund and the 

returns earned on the fund‟s investments. Thus, the plan„s risk is borne by the 

employees. Unlike defined benefit plan, employees‟ retirement income is not an 

obligation of the firm. Plan‟s objectives and constraints depend on whether the plan 

is defined benefit plan or a defined contribution plan. 

i. Defined benefit 

The plan‟s risk tolerance depends on the plan‟s funding status and its actuarial rate. 

For underfunded plans, a more conservative approach towards risk is taken to 

ensure that the funding gap is closed over time. This may entail a strategy where the 

firm makes larger plan contributions and assumes a lower actuarial rate. Overfunded 

plans allow a more aggressive investment strategy in which the firm reduces its 

contributions and increases the risk exposure of the plan. The return objective is to 

meet the plan‟s actuarial rate of return, which is set by actuaries who estimate future 

pension obligations based on assumption about future salary increases, current 

salaries, retirement patterns etc. 
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CHAPTER TWO 
 

ASSET ALLOCATION 
 

Asset allocation (AA) is the process of deciding on how to distribute an investor‟s 

wealth among different countries and asset classes for i9nvestment purposes. An 

asset class is comprised of securities that have similar characteristics, attributes and 

risk/return relationships. A broad asset class such as bonds can be divided into 

smaller asset classes such as T-bonds and asset bonds. 

The AA decision is not an isolated choice rather it is a component of a structured 4-

step portfolio management process. The process involves: 

1. Creating an investment policy statement-which is a road map that investors 

specify the type of risk they are willing to take and their investment goals and 

constraints. All investment decisions are based on quality statements to ensure 

these decisions are appropriate for the investor. 

2. Examine current and projected financial, economic, political and social 

conditions 

Here the portfolio manager forecast future trends based on the current 

market conditions which will determine the investment strategy to be applied 

by the manager. Economies are dynamics and are affected by numerous 

industry struggles, politics and changing demographics as well as social 

attitudes. 

3. Construct the portfolio with the investor‟s policy statement and financial 

market forecasts as inputs. The advisors implement the investment strategy 

and determine how to allocate portfolio across different countries, asset 

classes and securities. 

4. Continuous monitoring of the investor‟s needs and capital market conditions 

and when necessary updating policy statements. This investment strategy is 

expected to be monitored effectively. An important component in monitoring 

process is to evaluate the portfolio‟s performance and compare the relative 



 

 

results to the expectations and the requirements listed in the investment policy 

statement. 

 

In SAA, the investor‟s return objective, risk tolerance and investment constraints are 

integrated with long run capital market expectations to establish exposures to IPS 

permissible asset classes. The aim is to satisfy the investor‟s investment objectives 

and constraints thus SAA can be viewed as a process with well-defined steps. 

Performing these steps produces a set of portfolio weights for asset classes called 

SAA. 

TAA which involves making short-term investments to asset class weights based on 

short-term expected relative performance among asset classes. 

 

STRATEGIC ASSET ALLOCATION (SAA) Vs TACTICAL ASSET 

ALLOCATION (TAA) 

SAA sets an investor‟s desired long-term exposures to systematic risk. TAA involves 

making short-term adjustments to asset class weights based on short-term predictions 

on relative performance among asset classes.  

TAA can subsume a range of approaches from occasional and ad hoc adjustments to 

frequent and model based adjustments. 

TAA is an active investment strategy choice that has evolved into a distinct money 

market discipline. 

SAA are reviewed periodically or when an investor‟s needs or circumstances change 

significantly. Among institutional investors regular annual reviews are common and 

ad hoc reviews as well as changes to SAA in response to the news items of the 

moment which may lead to less thoughtful decisions. 

Asset allocation and the investor‟s risk-return objectives 

An investor‟s risk-return objective may be described in a number of distinct ways. 

The approach used in characterizing the objective determines type of analysis to 

perform, the way we model return and risk and ultimately our recommendation. 



 

 

The next sub-section outlines the major choice that we face in the overall approach. 

Asset only (AO) and Asset liability management (ALM) Approaches 

In the context of determining SAA, the ALM approach involves explicitly modelling 

liabilities and adopting optimal asset allocation in relationship to funding liabilities eg 

a Defined Benefit plan may want to maximize risk adjusted value of pension surplus 

(The present value of pension assets – PV pension liabilities). 

Investors other than those with significant mutual liabilities may adopt an ALM 

approach by treating future needs as if they were liabilities. 

In contrast to ALM, an asset only approach to SAA does not explicitly involve 

modelling liabilities. In an AO approach, any impact of the investor‟s liability on 

policy portfolio selection is indirect (eg through the level of return requirement) 

compared with ALM. AO affords much less precision in controlling risk related to 

funding the liabilities. A cash flow matching approach structures investment in bonds 

to match future liabilities or quasi-liabilities. When feasible, cash flow matching 

minimizes risk relative to funding liabilities. 

An Immunization approach structures investment in bonds to match the weighted 

average duration of liabilities (besides matching the weighted average duration of 

maturities. The investment in bonds must meet other conditions including having 

the same PV as the liabilities being immunized. 

Another dimension concerns static vs Dynamic approach and the contrast between 

there is important in understanding current practices in ALM investing. 
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CHAPTER THREE 
 

FIXED INCOME PORTFOLIO 

MANAGEMENT 
 

A Fixed income portfolio manager may manage funds against a bond market index 

or against the client‟s liabilities. In the former approach, the chief concern is 

performance relative to a selected bond index in the latter its performance in 

funding the payment of liabilities. Managing funds against a bond market index will 

be covered later and will address other fixed income strategies relating to 

international bonds. The investment management process follows the following 

steps; 

1. Select the investment objectives against constraints 

2. Developing and implementing a portfolio strategy 

3. Portfolio monitoring 

4. Portfolio review 

 

Using bond index as a benchmark 

Bond fund managers are commonly compared to a benchmark that is selected or 

constructed to closely resemble the managed portfolio eg assume a bond manager 

specializes in one sector of the bond market instead of simply accepting the return 

generated by the manager, investors want to be able to determine whether the 

manager consistently earns sufficient returns to justify management expenses. In this 

case, a custom benchmark is constructed so that any difference in return is due to 

strategies employed by the manager, not structural differences between the portfolio 

and the benchmark. 

Another manager might be compared to a well-diversified bond index. If the 

manager mostly agrees with the market forecasts and values s/he will follow a passive 

management approach. 



 

 

S/he constructs a portfolio that mimics or emulates the index along several 

dimensions of risk and return and the portfolio should track the return on the index 

closely. 

If the manager believes S/he has superior ability to forecast interest rates and or 

identify undervalued bonds, S/he follows an active management approach. 

S/he will construct the portfolio to resemble the index in many ways but through 

various active management strategies. S/he hopes to consistently outperform the 

index. 

 

Using liabilities as a benchmark 

The investment objective when managing a bond portfolio against a single liability or 

a set of liabilities is straightforward (manager must manage the portfolio to maintain 

sufficient portfolio value to meet the liabilities). 

 

BOND INDEXING STRATEGIES 

The strategies that can be followed when managing bond portfolio can be both active 

and passive. For passive where you don‟t have to forecast anything and for active 

where you have to forecast the yields. 

The difference between the various active management approaches are mostly 

matters of degree ie bond portfolio management strategies from more or less a 

continuum from an almost do nothing approach (pure bond indexing) to a do 

almost anything approach (full blown active management) as shown below; 

                                           

Pure bond  

indexing                      Increasing tracking error           Full blown  

                                     Increasing expected return 

                                   Increasing active management 

You will notice the increase of 3 characteristics as you move from pure indexing to 

full blown active management. 



 

 

The 1st, increasing active management, can be defined as gradual relaxation of 

restrictions on the manager‟s function to allow him to exploit his superior forecasting 

abilities. 

With pure bond indexing, the manager is restricted to constructing a portfolio with 

all securities mimicking the index and in the same weights as the index. This means 

that the portfolio will have exactly the same risk exposure as the index. 

Increasing expected return refers to the increase in portfolio expected return from 

actions taken by the management unless the manager has superior ability that 

enables him to identify profitable situations, s/he should stick with pure bond 

indexing or at least match primary risk factors. 

Increasing tracking error refers to the degree to which the portfolio return tracks that 

of the index. With pure bond indexing, even though management and transaction 

fees are incurred, the reduced return on the portfolio will closely track the return on 

the index. 

As you move to the right, the composition and factor exposures of the portfolio 

differ more and more from the index. Each enhancement is intended to increase the 

portfolio return but is not guaranteed to do so. 

 

CLASSIFICATION OF BOND PORTFOLIO MANAGEMENT 

1. PURE BOND INDEXING 

It is the easiest strategy to describe as well as understand. The manager replicates 

every dimension of the index. Every bond in the index is purchased and its weight in 

the portfolio is determined by its weights in the index. Due to varying bond 

liquidities and availabilities, this strategy is difficult and costly to implement. 

2. ENHANCED INDEXING BY MATCHING PRIMARY RISK FACTORS 

Due to the number of different bond issues in the typical bond index as well as the 

inefficiencies and costs associated with pure bond indexing that strategy is rarely 

implemented. Managers will enhance the portfolio return by utilizing a sampling 

approach to replicate the indices primary risk factors while holding only a percentage 



 

 

of the bonds in the index. Sampling reduces the costs associated with constructing 

the portfolio and matching the risk factors means that the portfolio is exposed to the 

same risk factors as the index. 

3. ENHANCED INDEXING BY SMALL RISK FACTOR MISMATCHES 

It is designed to earn about the same return as the index while maintaining the 

exposures to large risk factors such as duration, the manager slightly tilts the portfolio 

towards other smaller risk factors by pursuing relative value strategies or identifying 

other return enhancing opportunities. The small tilts are only intended to 

compensate for fees. 

4. ACTIVE MANAGEMENT BY LARGER RISK FACTOR MISMATCHES 

The only difference between this strategy and enhanced indexing by small risk 

factors mismatches is the degree of mismatches. In other words, the manager 

pursues more significant quality and value strategies (over weight quality sectors 

expected to outperform, identify undervalued securities). In addition, the manager 

might alter the duration of the portfolio somewhat. 

5. FULL BLOWN ACTIVE MANAGEMENT 

The manager actively pursues tilting relative value and duration strategies. 

Advantages and disadvantages of bond portfolio management 

Strategies Advantages Disadvantages 

Pure bond indexing 

 

1. Low advising and 

administrative fees 

2. Same risk factor 

exposures as the 

index 

1. Costly and difficult 

to implement 

2. Lower expected 

return on the index 

Enhanced indexing by 

matching primary risk 

factors 

 

1. Less costly to 

implement 

2. Increased expected 

return 

1. Increased 

management fees 

2. Reduced ability to 

track the index 

Enhanced indexing by 

small risk factor 

mismatches 

 

1. Same duration as 

index 

2. Increased expected 

return 

1. Increased risk 

2. Increased tracking 

error 



 

 

Active management by 

larger risk factor 

mismatches 

 

1. Increased expected 

return 

2. Reduced manager 

restrictions 

1. Increased risk 

2. Increased tracking 

error 

FULL BLOWN ACTIVE 

management 

1. Increased expected 

return 

2. Less restriction. 

 

3. Increased risk 

4. Increased tracking 

error 

 

Selecting a Benchmark Bond Index 

Outperforming a bond index on a consistent basis is difficult at best especially when 

risk and net return are considered. Regardless of the above strategies employed, the 

manager should be judged against a benchmark and the benchmark should match 

the characteristics of the portfolio. 

Among others, there are 4 primary considerations when selecting a benchmark; 
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CHAPTER FOUR 
 

RELATIVE VALUE 

METHODOLOGIES FOR GLOBAL 

CREDIT BOND PORTFOLIO 

MANAGEMENT 
 

In relative value analysis, assets are compared along readily identifiable 

characteristics and value measures. With bonds, some of the characteristics used 

include sector, issuer, duration, and structure, which are used to rank the bonds 

across and within categories by expected performance. You are familiar with two of 

these methodologies: 

1. In the top-down approach, the manager uses economy-wide projections to 

first allocate funds to different countries or currencies. The analyst then 

determines what industries or sectors are expected to outperform and selects 

individual securities within those industries. 

2. The bottom-up approach starts at the bottom. The analyst selects undervalued 

issues. 

Classic relative-value analysis combines the best bond investment opportunities using 

both the top-down and bottom-up approaches. The methodology combines many 

sources of information from portfolio managers, quantitative analysts, credit analysts, 

economists, strategists, and CEOs. 

Any bond analysis should focus on total return. The analyst performs a detailed 

study of how past total returns for markets or individual securities were affected by 

macroeconomic events, such as interest rate changes and general economic 

performance. 



 

 

Any trends detected are used to estimate future total returns, based upon predictions 

for those same macro-trends. 

 

IMPACT OF CYCLICAL SUPPLY AND DEMAND CHANGES IN THE 

PRIMARY CORPORATE BOND MARKET 

Cyclical changes. Supply and demand analysis can be used to understand bond price 

and resulting spread changes, with sometimes surprising results. Increases in the 

number of new corporate bond issues are sometimes associated with narrower 

spreads and relatively strong returns. Even though this seems counter-intuitive, 

corporate bonds often perform best during periods of heavy supply. A possible 

explanation is that the valuation of new issues validates the prices of outstanding 

issues, which relieves pricing uncertainty and reduces all spreads. Another way to 

think of this is that the increase in supply attracts attention and could be associated 

with an even larger increase in demand. That demand raises the corporate bond 

prices relative to treasury bonds, resulting in lower relative corporate bond yields and 

spreads associated with the increase in supply. 

In similar fashion, corporate bond returns on both the relative and an absolute basis 

sometimes decline when supply falls unexpectedly. An explanation for this 

occurrence uncertainty and declines in value with accompanying higher spreads. 

 

IMPACT OF SECULAR CHANGES IN THE MARKETS DOMINANT 

PRODUCT STRUCTURES 

In all but the high-yield market, intermediate-term a bullet maturity bonds have 

come to dominate the corporate bond market. Bullet maturities are not callable, 

putable, or sinkable. Callable issues still dominate the high-yield segment, but this 

situation is expected to change as credit quality improves with lower interest 

financing and refinancing. There are at least three implications associated with these 

product structures: 

1.  Securities with embedded options may trade at premium prices due to their 

scarcity value. 



 

 

2. Credit managers seeking longer durations will pay a premium price for longer 

duration securities because of the tendency toward intermediate maturities. 

3. Credit-based derivatives will be increasingly used to take advantage of return 

and/or diversification benefits across sectors, structures, and so forth. 

 

Rationale for secondary Bond Trades 

Yield/spread pickup trades 

The most common rationale for trading is the pickup of additional yield, which is 

possible within specified duration and credit-quality bonds. For example, suppose 

that a 10-year. A-rated bond is trading at a spread of 93 basis points, and a 10-year, 

BBB-rated bond is trading at a spread of 98 basis points. A bond portfolio manager 

holding the A-rated issue could consider the quality difference virtually meaningless 

and swap for the BBB issue and pick up a yield of five basis points. 

Credit-upside traders 

The bond portfolio manager attempts to identify issues that are likely to be upgraded 

in credit rating before the upgrade is incorporated into their prices. When the 

upgrade is officially announced, the prices of the affected bonds will increase as their 

spreads narrow. Credit upside trades occur most often at the juncture of the highest 

speculative rating and the lowest investment rating. If the issues that warrant the 

highest speculative rating (eg BB) are considered creditworthy enough to be 

upgraded to investment grade (eg BBB or better), the bonds will benefit from the 

decreased credit spread and increased liquidity. 

Credit-defense trades 

The opposite of credit-upside trades, managers reduce exposure to (sell) sectors 

where they expect a credit downgrade. 

New issue swaps 

Managers often prefer to move into new issues, because new issues, particularly on-

the-run treasuries, are often perceived to have superior liquidity. 

 



 

 

Sector-orientation trades 

Similar to strategies in equity market, the idea behind the preferred sector trades in 

the corporate bond market is to shift out of a sector or industry that is expected to 

underperform and into one that is expected to outperform on a total return basis. 

Yield curve-adjustment trades 

It attempts to align the portfolio‟s duration with anticipated changes/shifts in the yield 

curve. That is, if long-term(only) interest rates are expected to fall, the manager may 

want to shift into a longer duration to maximize the positive effect of the change in 

interest rates. 

Cash flow reinvestment trades 

The need to reinvest cash flows is a common reason for portfolio managers to trade 

in the secondary market. This is particularly true when portfolio cash flows do not 

coincide with new issues in the primary market for corporate bonds. Based on 

interest rates expectations, relative-value analysis can be used to identify bonds that 

will have the greatest price change (and total return) in response to interest rate 

changes. Duration is a useful tool in application of relative-value analysis, since it is 

an approximate measure of bond price appreciation or depreciation due to interest 

rate changes. The following general rules apply; 

1. If interest rates are expected to rise, buy short-duration bonds and sell long-

duration bonds. 

2. If interest rates are expected to fall, buy long-duration bonds and sell short-

duration bonds. 
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CHAPTER FIVE 
 

INTERNATIONAL AND EMERGING 

MARKET FIXED-INCOME  

PORTFOLIO MANAGEMENT 

STRATEGIES 
 

Leverage refers to use of borrowed funds to purchase a portion of securities in a 

portfolio. Its use affects both the return and duration of a portfolio. 

Leverage effects 

If return earned on investment is greater than financing cost of borrowed funds. 

Return to investor will be favorably affected. 

Leverage is beneficial when strategy earns a return greater than the cost of 

borrowing. Although leverage can increase return, it also has a downside. If the 

strategy return falls below cost of borrowing, the loss to investments will be 

increased. 

                       Example 

A portfolio manager has a portfolio worth 100M, 30M of which is her own funds 

and 70M is borrowed. If the return on invested funds is 5%. Calculate return on the 

portfolio. 

                  Solution 

Return on overall fund = 100Mx6%=6M 

5%x 70M=3.5M which is cost of debt 



 

 

6M-3.5M =2.5M (net profit) 

Return on equity investment = 2.5/30 = 8.3% 

 

The table below shows the effects of leverage returns at combination of the return 

and leverage. 

                                                       Asset returns 

Leverage 

 

4% 6% 8% 

70M 1.67% 8.32% 15.0% 

170M -1.67% 11.67% 25.0% 

270M -5.0% 15.0% 35% 

 

The rows show how leveraged returns increase when asset returns increase. 

Columns show how leveraged returns either increase or decrease the leverage 

depending on whether the return is greater or less than cost of borrowed funds. 

Example 

1st row shows effect of asset returns on leveraged returns holding leverage constant at 

70M. Assuming 70M in leverage, leverage return increases from 1.67% to 15% as 

the return on assets increase from 4% to 8%. 

In summary, as leverage increases, the variability of returns increases and vice versa. 

As the investment return increases, the variability of returns also increases. 

 

Effect of leverage on duration 

Just as leverage increases portfolio return variability, it also increases the duration 

given that duration of borrowed funds is less than duration of invested funds. 

 

                  Example 

Using the above example, manager portfolio was worth 100M and 30M in equity 

and 70M was borrowed. If the duration of invested funds is 5 and duration of 

borrowed funds is 1. Calculate duration of equity. 



 

 

                   

     Solution 

        

 
  

Where 

D- duration of invested assets 

I- Amount of invested funds 

B-amount of borrowed funds 

E-amount of equity invested 

DB-Duration of borrowed funds 

DE=
            

   
 = 14.33 

Note: The use of leverage has resulted in duration of equity been greater than 

duration of invested assets. 
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CHAPTER SIX 
 

EQUITY PORTFOLIO MANAGEMENT 
 

Equities are substantial portion of investment universe and US equity typically 

constitutes about half of the world‟s equity. An inflation hedge is an asset where 

nominal returns are positively correlated with correlation. Bonds have a poor 

inflation hedge because their future cash flows are fixed which makes their value 

decrease with increased inflation. 

This drop in price reduces or eliminates return for current bonds holders. 

The historical evidence in the US and other countries that equities have been a good 

inflations hedge. There are some important qualifiers however. First because 

corporate and capital gains tax rates reduce stock investors returns unless this effect 

was priced into the stock when the investor bought it. 

Second, the ability of an individual stock to hedge inflation will depend on its 

industry competitive position, the greater the competition, the less likely the firm will 

be able to pass inflation to its consumers. 

 

ACTIVE, PASSIVE AND SEMI ACTIVE STRAEGIES 

Passive equity managers do not use forecast to influence investment strategies, most 

commonly implementation of passive management is indexing. This is where a 

management invests so as to mimic the performance of a security index. 

Though indexing is passive in the sense that the manager does not try to outperform 

index The execution of indexing requires that managers buy securities weights 

increases in the index eg the security is added to index or the firm sells new stock. 

Active equity management is the other extreme of portfolio management where 

managers buy, sell and hold securities in an attempt to outperform the benchmark 



 

 

even with growth of indexing active management still constitutes the vast majority of 

the assets and management. 

The middle road between the two extreme is semi active equity management. Semi 

active manager attempts to earn higher return than the benchmark will minimize the 

risk of deviating from benchmark. The scale below summarizes active return which 

is the excess return of the manager relative to benchmark. 

The tracking risk is the standard deviation of active return and is a measurement of 

active risk (volatility of the benchmark). 

 

Passive management                         semi-active mgt                                 Active mgt                                                              

 

Low                                                   Tracking risk                                          High                       

Low                                                   Active return                                          High                         

 

The information ratio combines expected active return and tracking risk into one 

risk adjusted return measure. 

IR=
             

           
 

 

Example 

Suppose there are two managers, C and M. Calculate their information ratio 

 C M 

Active return 0.4% 0.62% 

Active risk 5.6% 9.2% 

 

C= 0.4/5.6 =0.071                       M= 0.62/9.2= 0.067 



 

 

Even though M has the highest active return on a risk adjusted basis, it slightly 

underperforms C has its IR is lower. For every 1% in tracking risk, C delivered 

0.071% in active return whereas M delivered 0.067%. 

 

IPS MARKET EFFICIENCY AND EQUITY STRATEGIES  
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CHAPTER SEVEN 
 

ALTERNATIVE INVESTMENTS 

PORTFOLIO MANAGEMENT 
 

AIs offer diversification benefits and potential for active management. More modern 

AIs include Hedge funds, PE, commodities, structured products and real assets. 

Features of AIs 

1. Low liquidity 

2. Diversification- They generally have low correlation with and offer significant 

diversification to traditional stocks and bond portfolios 

3. Difficult performance evaluation 

4. The lack of unique futures and lack of transparency of AIs make it difficult to 

identify appropriate valuation benchmark. 

 

Due Diligence Check points 

a. Asses the market opportunity offered. Are there exploitable efficiencies in the 

market for the type of investment. Does the manager specialize in those 

strategies. 

b. Assess the investment process. What is the manager‟s competitive edge over 

others 

c. Assess the people. Are they qualified with high moral character or 

competence 

d. Assess the organization. Is it stable and well run. 

 

 

Special issues that AIs raise for investment advisors 

1.taxes – Most individuals must pay taxes and many AIs are structured as limited 

partnerships which require special tax expertise. 



 

 

2.Suitability – Many AIs require that funds stay invested for a minimum time period. 

This is compatible with the investors time horizon and needs 

3.Communication- Discussing complex strategies with the client is not easy. When a 

client is excited about a unique opportunity, how do you make sure they understand 

issues related to lock-out period. 

4.The risk – It‟s important to communicate the risks that befall AI strategies so as to 

allow investors to prepare themselves for acceptable tolerable risk. 

 

AI Classes 

1. Real assets 

One way to classify real estate investment is between direct and indirect. Direct real 

estate investment includes ownership of residences, commercial real estate or 

agricultural land. 

The ownership involves direct management of the assets. Indirect investment means 

there‟s a well-defined middle group that manages the properties. 

Examples of indirect Real estate includes: Companies that develop and manage real 

estates, REITs etc. 

2. Private Equity 

PE investment is an ownership interest in the publicly traded private company legal 

restrictions generally limit ownership to high net worth individuals or institutions 

often the investing is done through pooling funds with other investors in a PE fund. 

It is a highly diverse class that typically involves high risk with a significant number of 

investments that fall. 

3. Commodities 

Can include direct purchase of physical commodity or the purchase of derivatives on 

those assets. Indirect investment in commodities can include investment in 

companies whose principal business is associated with a commodity. 



 

 

Direct investment through commodity is more common as indirect investment has 

not tracked well with commodity price changes and direct investment in buying 

commodities creates issues to consider such as storage costs. 

4. Hedge funds 

Are a diverse group and the terminology used to describe them is flexible initially 

they were private pools of money that were both long and short the market. HFs 

utilize strategies that exploit perceived market opportunities often taking long and 

short positions. 

5. Structured products 

Follow securitization strategies and are useful for companies or institutions that want 

to convert debtors/assets into physical cash. They often utilize internal and external 

credit enhancement mechanism to ensure that credit protection is maintained. 
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CHAPTER EIGHT 
 

CURRENCY PORTFOLIO MANAGEMENT 
 

HEDGING THE PRINCIPAL 

In addition to the risk associated to uncertain future value of investment, foreign 

investing also exposes the investor to translation risk. The risk associated with 

exchanging the foreign currency back into the investor‟s domestic currency.  

Example 

Assume a US investor makes a 90-day Euro denominated investment valued at £ 

1M. the spot exchange rate is $ 1.2888/£, so the US investor must invest 

(1.2888x1M = 1,288,800) in 90 days, the spot rate changes to $ 1.2760/£ and the 

investment is valued at 1,050,000. When the investment is liquidated and translated 

back into US dollar, the investor receives (1,050,000x1.2760)= 1,339,800. 

The return on the investment in the local currency (Europe) is 

(1,050,000-1,000,000)/1,000,000 and the return in the dollars is 3.96% (1,339,800-

1,288,800)/1,288,800 

The total return on the portfolio which includes the asset and futures contract is 

RP = Unhedged return on asset in domestic currency – percentage change in future 

prices 

RP = {
           

     
} + {

              

     
} 

    = {
                   

         
} - {

                   

         
} = 0.0495 or 4.95% 

 

Notice in our example above that even though the investor hedged the principal, the 

portfolio return is still not the total 5% earned by the asset in the local currency. This 



 

 

loss on the 5% increase in the value of foreign asset. Had she hedged the entire 

1,050,000, the dollar return on futures contract would be; 

 

Rfut=1,050,000(-1.2763+1.2891) = 13,440 

And her portfolio return would be: (51,000+13,440)/1,288,800 = 5% 

The difference between total return when hedging the principal vs hedging the total 

value is (13,440-12,800) = 640 

 

Minimum variance hedge 

Its assumed that investors hedge only the principal component against translation 

risk associated on return of the asset. Also, its assumed that a given return on the 

asset is equal to the percentage changes in the spot and futures exchange rates. In 

other words, we assumed in the example above that any risk associating with the 

translating the principal as well as uncertainty in the return of the asset occurs. 

The translation loss is (5%-3.96%) = 1.04% 

Lets assume now the investor has utilized foreign exchange futures to hedge the 

translation risk. Because the investor was not sure of the future value of investment, 

she decided to hedge the future value (£ 1M). This could be achieved by selling £ 

1M in futures at 1.2891/£. At the time the investment is liquidated and the hedge is 

lifted, the spot exchange rate is 1.2760/£ and the futures exchange rate is 1.2763/£ 

(the dollar has strengthened) as it has moved from 1.2760/£ to 1.2763/£. As above, 

the unhedged return is 3.96%. since the investor is effectively in 2 separate contracts 

(futures and Euro denominated) we must calculate return on futures  
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CHAPTER TEN 
 

PORTFOLIO MONITORING AND 

REBALANCING 
 

The focus of this topic review is how to adjust for changes in client circumstances, 

capital market conditions and value of portfolio holdings in the period after initial 

calculations have been made. 

The rebalancing strategies that will be looked at include buy and hold, constant mix 

and constant proportion portfolio insurance. (CPPI). 

FIDUCIARY RESPONSIBILITIES IN MONITORING INVESTMENT 

PORTFOLIO 

A portfolio manager who is position of trust has a responsibility to monitor the 

portfolio and ensure it meets client‟s objectives with changing market conditions and 

expectations the portfolio holdings should be reviewed in line with the IPS. Changes 

in client circumstances may require an update in IPS changes in capital market 

conditions which may lead to changes in SAA. This may require rebalancing. 

Monitoring of investor circumstances, market conditions and portfolio holdings 

Over time, investor circumstances may change and portfolio managers must take 

account of these changes. Advisors may need to update the IPS for the investor 

whenever there are significant changes in the investor risk and return objectives, time 

horizon, tax, liquidity and legal changes. Changes in an investor‟s IPS will reflect 

changes in these objectives and constraints. Essentially this involves constructing a 

new IPS that reflects these changes and perhaps the SAA for the portfolio as well 

even in the absence in significant changes in an investment circumstances changing 

capital market conditions may requiring altering investment asset allocation. These 

changes may lead to a revised expected return and risk attitudes requiring updating 



 

 

the SAA investors IPS or SAA are exactly the once which were studied in previous 

chapter. 

Marriage is a change in circumstances that could affect multiple constraints as well as 

risk and return objectives. This will depend on age, wealth and the risk tolerance of 

each spouse. 

The birth of a child could add an investment horizon and change the investors 

liquidity needs as plans are made for the child‟s education. 

Benefits and costs of rebalancing a portfolio 

Over time, as market valuations change, the % of the portfolio value each asset class 

will change from the initial-asset allocation. If we assume that the initial asset 

allocation was optimal in terms of exposure to systematic risk factors and expected 

returns, deviations from the initial asset allocation % will deduce expected utility of 

the portfolio to the investor. 

Consider for simplicity optimal portfolio allocation of 60% equities and 40% to fixed 

increased securities. If equities are the riskier asset and have the greater mean return, 

the allocation to equities will tend to increase over time. The result is a portfolio that 

becomes more risky and has higher expected returns overtime and no longer 

satisfies the investors risk and return objectives. In absence of changes in asset class 

returns distributions and correlations, rebalancing the portfolio to the 60/40 mix will 

restore the portfolio‟s risk and return characteristics to their optimal level of 

investors. 
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CHAPTER ELEVEEN 
 

EVALUATING PORTFOLIO 

PERFOMANCE 

Portfolio performance 

It improves the effectiveness of a fund‟s investment policy by acting as a feedback 

and control mechanism. 

It does the following: 

1. It shows where the policy and allocation is effective and where it is not. 

2. Directs management to areas of value added and value lost 

3. It quantities the results of active management and other policy decisions. 

4. It indicates whether other additional strategies can be successfully applied. 

Components of performance evaluation 

1. Performance measurement- to calculate rates of return based on changes in 

the account‟s value over specified time period. 

2. Performance attribution – to determine the sources of account‟s performance 

3. Performance appraisal – draw conclusions regarding whether performance 

was affected primarily by investment decisions, by overall market or by 

chance. 

Return calculations with external CFs. The rate of return on an account is the 

percentage change in the accounts market value over a defined time period. An 

account‟s rate of return needs to factor in external CFs. External CFs refers to 

contributions and withdrawals made to and from an account as opposed to internal 

CFs eg interests or dividends. If there is an external CF at the beginning of the 

evaluation period, the accounts return is calculated as follows: 

 



 

 

r = 
            

        
 

Where 

MV1-Value at the end 

MVO-value at the beginning 

CF-cash flows 

If there is external CF at the end of evaluation period, formula now comes to: 

 

r = 
            

   
 

 

Example 

The K account was valued at 12M at the start of the month (before any 

contribution). At the month end, its value was 12,260,000. During the month the 

account received a contribution of 40,000,000. Calculate the rate of return if the 

contribution was received on; 
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