
ADVANCED PORTFOLIO MANAGEMENT 
 

www.masomomsingi.co.ke Page 1 
 
 

 

KASNEB 
 

PART 3 

SECTION 6 
 

ADVANCED PORTFOLIO MANAGEMENT 

 
 

REVISED ON: APRIL 2020 

 

 

STUDY PACK 
 

 

PAPER NO 16 

 

07
28

 7
76

 3
17



ADVANCED PORTFOLIO MANAGEMENT 
 

www.masomomsingi.co.ke Page 2 
 
 

INTRODUCTION 

 

Following our continued effort to provide quality study and revision materials at an 

affordable price for the private students who study on their own, full time and part time 

students, we partnered with other team of professionals to make this possible.  

 

This Study Text covers KASNEB syllabus and contains past examination past papers and 

our suggested answers as examples which are provided by a team of lecturers who are 

experts in their area of training. The book is intended to help the learner do enough study 

and practice on how to handle exam questions and this makes it easy to pass kasneb 

exams.  

Special appreciation and recognition goes to FA Kegicha William Momanyi (MBA 

Accounting, CPA, CISA and CCP), Johnmark Mwangi (MSc Finance, CPAK, BCom 

Finance), and FA Bramwel Omogo (B.sc Acturial Science, CIFA, CIIA final level and 

ICIFA member) 

 

 

 

 

 

 

 

 

 

 

 

07
28

 7
76

 3
17



ADVANCED PORTFOLIO MANAGEMENT 
 

www.masomomsingi.co.ke Page 3 
 
 

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 
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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 
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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 
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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 
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- 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 
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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. 
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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 
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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. 

Liquidity constraint is mainly a function of the average age of employees. A 

younger employee base means less liquidity is needed; an older employee base 

generally means more liquidity is needed to pay current pension obligations to 

retirees. The time horizon constraint is also affected by the average age of 

employees. Taxes are not a major concern to the plan, because they are tax exempt. 

The major legal constraints are that the plan must run in accordance with the 

retirement benefits authority (RBA). 
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ii. Defined benefit contribution 

As individual worker decides how his contributions to the plan are to invested, the 

objectives and constraints for defined contribution plans depend on the individual. 

Because the worker carries the risk of inadequate retirement funding rather than 

the firm, they are more generally conservative in investing. Time horizon and 

liquidity needs for the plan differs depending on the average age of the employees 

and the degree of employee turnover within the firm. It is tax exempt. 

 

Mutual Funds 

Mutual fund pools sums of money from investors, which are then invested in 

financial assets. Each mutual fund has its own investment objective, such as capital 

appreciation, high current income, or money market income. A mutual fund states 

its investment objective, and investors choose funds in which to invest. It faces 

legal constraints. 

 

Endowment funds 

They arise from contributions made to charitable or educational institutions. Rather 

than immediately spending the funds, the organization invests the money for the 

purpose of providing future stream of income to the organization. The investment 

policy of endowment fund is the result of “tension” between the organization‟s 

need for current income and the desire to plan for a growing stream of income in 

the future to protect against inflation. Return objective is often set by adding the 

spending rate and inflation rate. 

Funds have risk-tolerance trustees and may have higher spending rate. The risk 

tolerance of an endowment fund is largely affected by the collective risk tolerance 

of the organization‟s trustees. 

Due to the fund‟s long-term horizon, liquidity requirements are minor except for 

the need to spend part of the endowment each year and maintain a cash reserve for 

emergencies. It is tax exempt, although income from private foundations can be 

taxed. Regulatory and legal constraints arise on the state level, where most 
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