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Chapter 1: The Portfolio Management Process
1. The Importance of the Portfolio Perspective

o Economic factors influence the returns of many assets, creating correlations

between risk and return.

o Analyzing assets in isolation ignores these interrelationships and may lead to

misunderstanding the total risk and return of the portfolio.
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2. Steps in the Portfolio Management Process
o The Planning Step:

1. Identify investor objectives and constraints.

2. Create the Investment Policy Statement (IPS).

3. Form capital market expectations.

4. Create the strategic asset allocation.
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o The Execution Step:
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1. Select specific assets and implement decisions.
2. Optimize the portfolio.
3. Determine the need for tactical asset allocation.
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o The Feedback Step:
1. Monitor and rebalance the portfolio.

2. Evaluate performance.
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3. Types of Investment Objectives
o Risk Objective:
1. Measures of risk include volatility, tracking error, and downside risk.
2. Depends on the investor’s willingness and ability to take risks.
3. Specific objectives might limit annual losses to a certain percentage.
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o Return Objective:
1. Measured as total return, nominal, or real, before or after tax.

2. Includes desired return (realistic and consistent with risk objective) and

required return (needed to achieve goals).
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4. Types of Investment Constraints
o Liquidity Constraint:
* The need for cash beyond savings or contributions at specific times.
» Requires allocation to liquid assets or strategies like insurance.
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o Time Horizon Constraint:
= Short-term (<3 years) or long-term (>15 years).
» Longer horizons allow higher risk tolerance and allocation to risky assets.
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o Tax Concerns: Different tax rates, tax-advantaged accounts, and estate taxes.
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o Legal and Regulatory Factors: Limits on certain assets or accounts.
o Unique Circumstances: Health needs, dependents, or ethical concerns.
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5. Investment Policy Statement (IPS)
o Central to the portfolio management process.
o Contains investor objectives, constraints, and manager responsibilities.
o Ensures all future decisions align with the outlined goals.
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6. Approaches to Investing
o Passive Investing:
* Does not react to market changes.
= Examples: Indexing or strict buy-and-hold strategies.
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o Active Investing:
= Actively adjusts holdings based on market conditions.
» Goal: Generate excess return (alpha).
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o Semi-Active Investing:
= Seeks positive alpha while tightly controlling risk factors.
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7. Strategic Asset Allocation

o Combines the IPS and market expectations to determine target weights for asset

classes.
o Considers single or multiple time periods, liquidity, and tax effects.
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8. Performance Evaluation
o Includes:

1. Performance Measurement: Rate of return.
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2. Performance Attribution: Sources of return (allocation, timing, security

selection).
3. Performance Appraisal: Comparison to benchmarks.
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Test Bank

1. A written document that clearly sets out a client's return objectives and risk tolerance
over the client's relevant time horizon, along with applicable constraints, such as liquidity

needs, tax considerations, regulatory requirements, and unique circumstances:
o Investment Policy Statement
2. Which option does not relate with "Planning Step" in the portfolio management process:
o Monitoring and rebalancing

3. An integrated set of steps undertaken in a consistent manner to create and maintain an

appropriate portfolio to meet clients' stated goals:
o Portfolio Management Process
4. Which of the following is an approach to manage equity portfolios?
o Passive approach
o Active approach

o Semi-Active approach
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o All of the above
5. Which one is the last step in the portfolio management process?
o Feedback step
6. Passive Investment approach strictly follows:
o Buy and hold strategy
7. The Investment constraint(s) is:
o Liquidity
o Tax concerns
o Time Horizon
o All of the above
8. Longer time horizon typically allows:
o Higher risk tolerance
o Higher allocation to risky assets
o Option a and b are correct
9. Which one is the Skill assessment component?
o Performance measurement
o Performance attribution
o Performance appraisal
o All of the above
10. What are the steps of the Portfolio Management Process?
o Planning, Execution, and Feedback

11. Under the execution cost, which of the following is NOT an implicit cost?
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o Taxes
12. Which of the following steps is not part of the Portfolio Management Process?
o Planning step
o Execution step
o Feedback step
o Managing step
13. Liquidity constraints assume an investor’s:
o Willingness to take risks.
o Ability to meet anticipated and unanticipated demands for cash.
o Ability to take risks.
o Expected rate of return on investment.
14. Which of the following terms is _ an approach to investing?
o Passive Approach

o Active Approach
o Fund Management Approach

o Risk-controlled Approach

15. Which of the following is not specifically considered for formulating an Investment risk

objective for an individual investor?
o How much volatility would inconvenience the investor?
o Wealth targets and achievability

o Financial strengths outside portfolio (income, ability to save)

o The total expected return from the underlying investment.
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16. Which of the following is an example of a passive investment approach?
o Indexing

17. What is the central role of the investment policy statement (IPS) in the portfolio

management process?

o It ensures future investment decisions are consistent with objectives and

constraints

18. Which of the following is NOT an'element of the feedback step in the portfolio

management process?
o Tactical asset allocation
o Rebalancing
o Performance evaluation
o Monitoring
19. What is the key determinant of an investor’s risk objective?
o Willingness and ability to bear risk

20. What does the liquidity requirement refer to in the portfolio management process?

The need for cash in excess of savings at specific times

Essay Questions
Chapter 1: Portfolio Management Process and Investment Policy

1. Describe the steps in the portfolio management process.

The portfolio management process has three steps:

1. Planning Step: Identify investor objectives and constraints, create the Investment Policy

Statement (IPS), form capital market expectations, and create strategic asset allocation.

2. Execution Step: Select specific assets, optimize the portfolio, and implement tactical

asset allocation.
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3. Feedback Step: Monitor and rebalance the portfolio and evaluate performance.

2. Describe the different types of investment constraints.

Investment constraints include:
1. Liquidity: Need for cash in excess of savings or income at specific times.
2. Time Horizon: Short, long, or mixed durations affect risk tolerance and asset allocation.
3. Tax Concerns: Tax-efficient investments.
4. Legal/Regulatory Factors: Compliance with laws and regulations.

5. Unique Circumstances: Specific investor requirements or restrictions.
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Chapter 2: Managing Individual Investor Portfolios

1. Situational Profiling

o Definition: Categorizing investors based on their life stage and economic

circumstances.
o Components of a situational profile:
1. Source of wealth
2. Measure of wealth
3. Stage of life
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2. Situational Profiling: Source and Measure of Wealth
o Source of Wealth:
= Entrepreneurs may take business risks but avoid risks outside their control.
= Heirs may lack experience and find it hard to recover from losses.
o Measure of Wealth:
= Investor perceptions of “how much is enough” can vary.

» Higher perceived wealth allows higher risk tolerance.
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3. Situational Profiling: Stages of Life
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o Foundation Stage:
= Building wealth through education, skill, or business formation.
* Young investors with a long time horizon and high risk tolerance.
= Need for liquidity may outweigh risk tolerance.
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o Accumulation Stage:
= Income and expenses rise (e.g., marriage, children).
= Later, income rises but expenses decline, increasing ability to save.

= Risk tolerance increases with wealth and time horizon.
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o Maintenance Stage:
= Early retirement; focus on maintaining lifestyle and financial security.
= Shorter time horizon and lower risk tolerance.
= Risky assets may still be needed to preserve purchasing power.
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o Distribution Stage:
» Transferring wealth to heirs or charities.
» Requires early planning to address tax constraints.
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4. Psychological Profiling
o Personality influences risk tolerance and return objectives.
o Traditional Finance: Assumes rationality, risk aversion, and asset integration.
o Behavioral Finance: Accounts for investor biases:

1. Loss aversion (weighting losses more than gains).
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2. Biased expectations (overconfidence in predictions).
3. Asset segregation (viewing assets independently).
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5. Investor Personality Types
$ O paial) il g1 gl
o Methodical:

= Risk-averse and relies on hard facts.
* Emotionally conservative and less impulsive.
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o Cautious:

= Highly loss-averse and uncomfortable making decisions.

» May overanalyze and miss opportunities.
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o Individualist:
= Less risk-averse and confident in decision-making.
= Trusts hard work and insight.
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o Spontaneous:
= Constantly adjusts the portfolio and doubts others’ advice.
» Often overtrades, leading to high costs and lower profits.
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6. Benefits of a Formal Investment Policy Statement (IPS)
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o For Clients:
= Educates clients and reduces blind trust in advisers.
= A portable document if switching advisers.
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o For Advisers:
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= Protects advisers and clarifies decision-making motivations.
= Helps identify questionable situations early.
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Numerical Examples
Example 1: Return Objective
Data:
e Current portfolio value = $1,000,000
e Desired portfolio value in 10 years = $2,000,000
Solution:
1. Required Rate of Return = [(Ending Value +~ Beginning Value)®~Time)] .1

2. Required Return = [(2,000,000 =+ 1,000,000)* ~10] -1 =17.18%

Objective: Achieve a return of 7.18% annually.

Example 2: Liquidity Constraint
Data:

e Investor plans to buy a house in 2 years, costing $300,000.
Solution:

o Allocate $300,000 to liquid instruments like short-term bonds or money market funds to

meet the expense in 2 years.
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Example 3: Risk Objective
Data:
e Investor’s tolerable annual loss = 10%.
o  Current portfolio value = $500,000.
Solution:

e Specific risk objective: Ensure portfolio losses do not exceed $50,000 in any given year.

1. Revocable trusts are controlled by who pays relevant taxes.
o Grantor
2. In Traditional Finance, investors are assumed to be:
o Risk averse, hold rational expectations, and practice asset integration

3. An investor who frequently readjusts his portfolio holdings and doubts external

advice can be described as:

o Spontaneous

4. When investors do not view risk as uncertainty but rather as'the potential for gain

or loss, they will be called:
o Investors are loss averse.

5. The investors, who are self-assured, put faith in hard work and insight, and are

confident in the results of their efforts, are:
o Individualist Investor

6. bridges the gap between traditional finance and behavioral finance.

o Situational Profiling
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10.

11.

12.

13.

o Psychological Profiling
o Mentor Profiling

An investor who follows market analysis and researches trading strategies can be

described as:
o Methodical

An investor who gains information from a variety of sources, has faith in hard work,

and exhibits confidence in achieving long-term results can be described as:
o Individualist

Behavioral finance posits that investors view portfolios narrowly in pieces rather

than as:
o Mental accounting
When an investor is overconfident about future predictions, they will be called:
Investor expectations are biased.
In Behavioral Finance, investors are assumed to be:
Risk averse, hold biased expectations, and practice asset integration.
Choose the _ about situational profiling:
Categorizes investors by stage of life and economic circumstances.

Is a risky process of oversimplifying the complex behavior of an investor but can be a

useful step in the beginning.
Components include source of wealth, measure of wealth, and/or stage of life.
Is a measure of wealth in every situation of the life of an investor.

Which of the following is not an assumption of the Behavioral Finance Investment

Framework?
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14.

15.

16.

17.

18.

Investors are risk averse.
Investors are loss averse.
Investors’ expectations are biased.
Investors segregate assets.
Choose the - statement:

Psychological Profiling bridged the gap between traditional finance and behavioral
finance.

An investor who gains information from a variety of sources, has faith in hard work,

and exhibits confidence in achieving long-term results can be described as:
Individualist

In the behavioral finance framework, investors are often described as being loss-

averse. This means they:

Are willing to take risks to avoid a certain loss, even if it leads to lower expected

value.

Which of the following is - a typical stage in situational profiling for an individual

investor?
Distribution stage
Accumulation stage
Foundation stage

Wealth transfer stage

Which personality type is characterized by being risk-averse, making decisions

based on feelings, and often uncomfortable making decisions?

Cautious

FIN-424 FMW A+ CH2 DR PRINCE00201551190990



FIN-424 FMW A+ CH2

Essay Questions

1. Explain the situational profiling for individual investors and explain the source of
wealth, measure of wealth, and stage of life as approaches to situational profiling.

Situational profiling categorizes investors by life stage and financial circumstances.

e Source of Wealth: Entrepreneurs tolerate business risk but avoid uncontrollable risks;

heirs may lack recovery experience.
e Measure of Wealth: High perceived wealth allows higher risk tolerance.
o Stage of Life:
1. Foundation: Young, long-term horizon, higher risk tolerance.
2. Accumulation: Rising income, increased savings, and risk tolerance.
3. Maintenance: Retirement, lower risk tolerance.

4. Distribution: Wealth transfer with tax planning.

2.What are the different personality types of investors? As a portfolio manager, what type
of investment strategy would you formulate for "Spontaneous' investors?

Investor personalities:
1. Methodical: Risk-averse, analytical.
2. Cautious: Risk-averse, emotional.
3. Individualist: Confident, informed.
4. Spontaneous: Emotional, frequent portfolio changes.

For Spontaneous Investors, use a diversification strategy with liquid assets like ETFs to
minimize trading costs and ensure adaptability. Encourage long-term focus to avoid overtrading

and eroding returns.
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Chapter 3: Managing Institutional Investor Portfolios

1. Defined-Benefit (DB) vs. Defined-Contribution (DC) Plans
Key Differences:
1. Promise of Benefits:
o DB Plans: Guarantee a specific benefit in the future.

o DC Plans: Specify a fixed contribution by the employer today without

guaranteeing future benefits.
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2. Investment Risk:
o DB Plans: Employer bears the investment risk.
o DC Plans: Employees bear the investment risk.
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3. Portability:
o DB Plans: Less portable if the employee changes jobs.

o DC Plans: More portable for employees.
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2. Defined-Benefit Plan Objectives and Constraints
Objectives:
1. Risk Objective:

o Must consider the funding ratio, sponsor’s financial status, and workforce

characteristics.
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2. Return Objective:

o Achieving inflation-adjusted returns to meet pension liabilities.
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Constraints:
1. Liquidity:
o Difference between annual contributions and disbursements.
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2. Time Horizon:
o Generally long-term but depends on the plan's average workforce age.
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3. Legal and Tax:
o Returns are tax-exempt, and policies must comply with regulations.
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3. Risk Tolerance for Defined-Benefit Plans
Factors Affecting Risk Tolerance:
1. Plan Surplus:
o Higher surplus increases risk tolerance.
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2. Sponsor Financial Status:
o A financially strong sponsor can tolerate more risk.
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3. Workforce Characteristics:
o Younger workforce allows for higher risk tolerance.
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4. Hybrid Pension Plans and Employee Stock Ownership Plans (ESOPs)

1. Hybrid Pension Plans:
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o Combine features of DB and DC plans (e.g., benefit guarantees and asset

portability).
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2. Employee Stock Ownership Plans:

o Encourage employees to own company shares but require diversification to

mitigate risk.
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5. Types of Foundations
Independent Foundations:
e Funded by individuals or families and must spend at least 5% of assets annually.
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Company-Sponsored Foundations:
e Funded by corporations and controlled by their executives.
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Operating Foundations:
e Use resources for operations like research or museums.
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Community Foundations:
e Publicly funded and not subject to minimum spending requirements.
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6. Investment Objectives for Foundations and Endowments
Risk Objective:
o High risk tolerance as spending levels are often discretionary.
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Return Objective:
e Must preserve real asset value and sustain spending rates.
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7. Banks and Insurance Companies: Investment Objectives and Constraints
Banks:
1. Risk Objective:
o Constrained by short-term deposit liabilities.
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2. Return Objective:

o Achieve a positive spread over depositor rates.
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Insurance Companies:
1. Risk Objective:
o Life insurers have low risk tolerance due to long-term liabilities.
o Non-life insurers face higher liquidity needs and unpredictable claims.
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Numerical Examples
Example 1: Defined-Benefit Plan Funding Ratio
Data:
e Plan assets = $10,000,000
e Plan liabilities = $8,000,000
Solution:
1. Funding Ratio = Plan Assets +~ Plan Liabilities

2. Funding Ratio = $10,000,000 + $8,000,000 = 1.25
Interpretation: The plan is 125% funded, indicating a surplus.

Example 2: Required Return for Endowment
Data:

e Spending rate = 5%
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o Inflation rate = 3%
e Investment expenses = 1%
Solution:
1. Required Return = Spending Rate + Inflation Rate + Investment Expenses

2. Required Return = 5% + 3% + 1% = 9%

Interpretation: The endowment requires a 9% annual return to sustain its spending.

Test Bank

1. DC plan bear investment risk, DB plan bear investment risk

participants, sponsor

2. DB plans promise certain benefit DC plans promise a certain

contribution

In the future, Today

3. Foundations is
a. Independent
b. Company sponsored

c. Community sponsored

d. All options are correct [

4. For which foundation, there is no minimum annual spending requirements?

Community

5. market is the combinations of other types of markets.

Hybrid

6. Among following three possible explanations for a correlation between variable A
and variable B, which option is INCORRECT?
A predicts B
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B predicts A
A third variable (C) predicts both B and A
7. A predicts C only

8. Which statement is correct?

Defined Benefit plans promise a certain benefit in the future.

Essay Questions

1. Explain defined contribution and defined benefit pension plans.

A Defined Contribution (DC) Plan involves employer and employee contributions to an
account, where the employee receives the account value at retirement. It shifts investment risk to
employees.

A Defined Benefit (DB) Plan promises a fixed retirement income based on salary and service
years, with the employer bearing the investment risk. DB plans provide predictable benefits,

while DC plans depend on investment performance.

2.Distinguish among the types of foundations with respect to their description, purpose,

source of funds, and annual spending requirements.

1. Independent (Private/Family): Supports social causes; funded by individuals; must

spend 5% of assets annually.

2. Company-Sponsored: Funded by corporations; supports aligned causes; 5% spending

rule applies.

3. Operating Foundations: Conduct research or services; must use 85% of income for

operations.

4. Community Foundations: Publicly supported; no minimum spending requirement.
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Chapter 4: Capital Market Expectations

1. The Role of Capital Market Expectations

e Definition:
Capital market expectations are the investor’s expectations regarding the risk and return

of various asset classes (macro-level), rather than specific securities (micro-level).
:&LAM‘J” é}uﬂ QL%AJS 294
iy pdll o
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e Purpose:

Capital market expectations are critical for formulating a strategic asset allocation that

aligns portfolio risk and return with the investor’s objectives.

HE 8-
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2. Framework for Setting Capital Market Expectations

1. Define Expectations:

Specify the required expectations, including the time horizon.
stland 1 (3 gaud) Cilad g5 aail Jaal) )
sl il aaas ]

el 8T iy Ly Ay sllaall el gill agans

2. Research Historical Data:

Study past trends to understand historical risks and returns.
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3. Select Methods/Models:

Choose appropriate models (e.g., statistical tools, discounted cash flow models) to

generate expectations.
:G:\Laﬂ\/é‘)m‘ Jlaal
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4. Analyze Current Environment:
Interpret current market conditions using selected methods.
sdllald) Al Jalas
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5. Document and Monitor:

Record conclusions and compare actual outcomes to improve future expectations.

248) ya g (a5
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3. Limitations of Economic Data

1. Time Lag:

Economic data often suffers from delays, making it less useful for real-time decisions.

sAalaidy) clilud) 3 g8
sl ]
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2. Revisions:
Data is frequently revised, which can lead to inconsistencies.
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3. Definition Changes:

Definitions and calculation methods may change over time, complicating comparisons.

s jadl) &) yuadd
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4. Biases in Analysts’ Methods

1. Data Mining:

Analysts may find random correlations that are not economically meaningful.

:Ollaall 3ok & jaad
calilal) e udnl) ]
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2. Anchoring Bias:
Placing too much weight on initial information.

sullll) jaal
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5. Tools for Setting Capital Market Expectations
1. Statistical Tools:
o Sample Estimators: Use historical data to estimate future means and variances.
o Time-Series Models: Forecast future values based on past trends.
dailas) < gai
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2. Discounted Cash Flow Models:

Calculate the present value of future cash flows.
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3. Risk Premium Models:

Estimate expected returns as a sum of the risk-free rate and a risk premium.
: Jhlial 3 e z 3l
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6. Business and Inventory Cycles
1. Inventory Cycle (2-4 years):
o Rising inventories indicate confidence; excess inventories lead to price cuts.
(S g 2-4) Qg Al 592
¥ s ) g 051 (5 ) AED ) 5 0551805 o
2. Business Cycle (9-11 years):
o Recovery, Upswing, Slowdown, Recession.
1 9-11) Jlee) 393
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7. Inflation and Asset Classes
1. Cash: Positive relationship with inflation due to rising interest rates.
B2 sl ) ey il e dlay] A8e s SR
2. Bonds: Negative relationship as inflation erodes fixed coupons.
A G 5K A (e adeadl) By G Al A8De 3 i)

3. Stocks: Perform poorly in high inflation or deflation.
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Numerical Examples
Example 1: Sharpe Ratio for Asset Addition
Data:
e Portfolio Sharpe Ratio =0.15
e New Asset Sharpe Ratio = 0.20
o Correlation between Portfolio and New Asset = 0.9
Solution:

1. Calculate the threshold Sharpe ratio = Portfolio Sharpe Ratio x Correlation.
Threshold =0.15 x 0.9 =0.135

2. Compare new asset Sharpe ratio (0.20) to threshold (0.135).
Since 0.20 > 0.135, the asset should be added to the portfolio.

Example 2: Taylor Rule for Central Bank Rate
Data:
e Neutral Rate = 3%
e GDP Growth above Target = 1%
o Inflation above Target = 1%
Solution:
1. Formula: Rate = Neutral Rate + 0.5 x (GDP Growth) + 0.5 x (Inflation).

2. Rate = 3% + 0.5(1%) + 0.5(1%) = 4%.
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1. Which modeling quantifies the effect of changes in exogenous variables.

Econometric Modeling

2. Which methods weights historical estimate with other parameters in order to reduce

impact of extreme values?

Shrinkage Estimators

3. One advantage to the checklist approach to forecasting is:

Allows structural changes to be incorporated easily

4. The flat Yield curve depicts

Tight monetary policy, loose fiscal policy

5. During a business cycle, the period marked by rising confidence by businesses and

consumers while inflation is falling is known as:

Early upswing

6. Which factor is affecting Business Cycle?

Consumer
Business

Monetary Policy
All of these

7. has/have positive relation with Inflation.

Real Estate and cash both

8. Which one of the following is formal tool for Setting Capital Market Expectation
Risk Premium Approach

Discounted cash flow models

Financial Market Equilibrium Models

All options are correct
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9. Which model describes relationships between expected return and risk in which

supply and demand are in balance?

Financial Market Equilibrium Models

10. estimate future mean and variance on sample's past mean and

variance.

Sample estimators

11. The Steep Yield curve depicts

Loose monetary, loose fiscal policy

12. Errors in gathering and recording data (most serious if they reflect a bias) is called:

Transcription errors

13. Is the bias that leads individuals to give greater weight to information that supports

an existing or preferred point of view than to evidence that contradicts it.

The confirming evidence trap

14. The final step in developing capital market expectations is to-

Monitor outcomes and compare them to expectations

15. During business cycle, the period marked by falling confidence by businesses and

consumers, sharp profit declines, and a decline in business investment is known as:

Recession

Essay Questions

1.Distinguish between the inventory cycle and the business cycle.

Inventory Cycle (24 years): Inventories rise with sales confidence but fall with sales
disappointment. Excess inventory forces price cuts until demand rebalances.

Business Cycle (9—11 years): Includes recovery (low interest rates), early upswing (growth
without inflation), late upswing (overheating risk), slowdown (sensitive to shocks), and recession
(declining GDP and interest rates). Business cycles are longer and involve broader economic

trends.
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2.Describe the different stages of the business cycle.
1. Recovery: Low bond yields, stocks surge.
2. Early Upswing: Robust growth, rising profits, stable long rates.
3. Late Upswing: Overheating risks, inflation, rising interest rates.
4. Slowdown: Sensitive to shocks, peaking interest rates.

5. Recession: Declining GDP, falling interest rates, early stock market recovery.
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Chapter 5: Asset Allocation

1. The Function of Strategic Asset Allocation in Portfolio Management

e Definition:
Strategic asset allocation combines the investor's objectives and constraints with long-

term capital market expectations to build a portfolio of permissible assets.

e Adaine Ud JaI AL gha (5 guall ColaB 53 aa yaiiasall 358 5 (ol G pamy JeaDl ol YY) Ganadills Gy g
L2 7 sansall Jsuall)

e Purpose:
To align the portfolio with the investor’s goals, while considering risk tolerance and

return objectives.
el Calaal s Hhlaal) Jaaisle) je pe aisall Cilaaf ae ddaiaall dac) gz 2 i)

e Outcome:

Results in a “policy portfolio” that defines the portfolio's long-term asset allocation.

Jsad JaY) Jysh Gapadl) aaad 3l "elubud) Aaiaa (L) ) o5 Aagill)

2. Strategic Asset Allocation and Systematic Risk

e Systematic Risk:
Strategic asset allocation determines how much systematic (non-diversifiable) risk the

investor is exposed to.
el

o Distinct Asset Classes:
Each asset class has distinct risk exposures, and strategic allocation ensures proper

diversification.
el a5l a5 Ganadill ey s ccalise JSoy Hhlaall iy J sl 48 IS AR J gua) cilid
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3. Strategic vs. Tactical Asset Allocation

e Strategic Asset Allocation (SAA):

Focuses on long-term allocation based on the investor’s objectives and risk tolerance.
bl Jaat e a5 )08 i) Calaal e 2l Ja¥) Jish paradill e 58 5 gl i) Au) gamadil)

o Tactical Asset Allocation (TAA):

Involves short-term adjustments to asset weights based on expected market performance.

sl a8 giall ¢ 1Y) ) Bl Jseal) ) sl e Jal¥1 5yl bl Jady 1 guad SHESH (amadil)

4. Asset Allocation and Portfolio Performance

e Major Findings:
Asset allocation often explains the majority of portfolio returns compared to timing or

security selection.

Aol (315 63 il o (8 saal) g5y A e Aadaall i ge aliza Wl J ) (anadl i sy sdpu )l cildLiasy)

5. Asset-Only vs. Asset/Liability Management Approaches (ALM)

e Asset-Only Approach:

Focuses on maximizing portfolio returns without explicitly modeling liabilities.
e UK Gl 31 dadas () 50 ddadaall Xl e asdiet o Sy 1ha J pad) o Adinal) gl

e ALM Approach:

Models future liabilities and aligns asset allocation to meet those obligations.

el V) Gl Al J gaal) (anadd dee) oy Adiiall cilal JIYVI Aadal o aaiey scilal JN1/J gua¥) 30 gl

6. Risk and Return in Strategic Asset Allocation
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e Return Objective:
Quantitative (e.g., specific return rate) and qualitative (e.g., maintaining purchasing

power) goals are set.
(A0 5 8 e il Jie) de il (aanal) 2ilall Jane Jia) daaSll Cilaa¥) yas o) sailal) Cisa

e Risk Objective:

Includes acceptable volatility levels, shortfall risk limits, and safety-first criteria.
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7. Criteria for Specifying Asset Classes

1. Homogeneity:

Assets within a class should have similar characteristics.
oaibadll b dgline L) Jah Jsal) (585 of cang 1 ailadl)

2. Diversification:

Asset classes should be distinct and provide diversification benefits.
sl 0 55 aan J paa) il ) oS5 (o Cng s s

3. Liquidity:

The asset class should have sufficient liquidity to absorb portfolio investments.

Adassall ) Ll u@hy%ﬁﬁﬁﬁud}m‘!\hﬁcﬁaﬁu\uﬁ :M}M\

8. International Assets
¢ Considerations:
o Currency risk can affect returns and volatility.

o Emerging markets often have lower liquidity and higher risks.

A gal) J gua)
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9. Inflation-Protected Bonds and Alternative Investments

o Inflation-Protected Bonds:

Suitable for managing inflation-sensitive liabilities.
adoail] L) calal 313 5)0Y dualio sadulaill cpe dpanal) cilaiad)

e Alternative Investments:
Include real estate, hedge funds, and private equity. Require specialized resources for

analysis.

10. Numerical Examples
Example 1: Sharpe Ratio for Adding an Asset
Data:
e Portfolio Sharpe Ratio =0.15
e New Asset Sharpe Ratio = 0.20
e Correlation between Portfolio and New Asset = 0.9
Solution:

1. Calculate the threshold Sharpe ratio = Portfolio Sharpe Ratio x Correlation.
Threshold =0.15 x 0.9 =0.135

2. Compare new asset Sharpe ratio (0.20) to threshold (0.135).
Since 0.20 > 0.135, the asset should be added to the portfolio.
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Example 2: Unconstrained Mean-Variance Optimization
Data:
e Minimum Variance Portfolio A = (70%, 20%, 10%) with 10% return.
e Minimum Variance Portfolio B = (50%, 30%, 20%) with 8% return.
e Target Return = 9.5%.
Solution:
1. Weight Portfolio A: 75%
2. Weight Portfolio B: 25%
3. Calculate weights for individual assets:
o Asset 1: 0.7(0.75) + 0.5(0.25) = 65%.
o Asset 2: 0.2(0.75) + 0.3(0.25) = 22.5%.

o Asset 3: 0.1(0.75) + 0.2(0.25) = 12.5%.

1. Strategic asset allocation for Bank, must

Manage overall interest rate risk Maintain liquidity to satisfy liabilities
Produce income All options are correct

2. The most important decision in portfolio management is the:

Choice of the asset mix

3. Strategic allocation sets investor's exposures to systematic risk

Long term

4. Which approach does - consider links between time periods?
Static approach
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Dynamic approach

5. Which of the following is - the asset allocation step?

Consider advisor's net worth and risk attitudes
Consider investor's net worth and risk attitudes
Identify capital market conditions
Select asset mix
6. Which of the following is the criteria for specifying assets classes?
Assets within a class should be relatively homogeneous
Asset classes should be mutually exclusive

Asset classes should be diversifying

All options are correct

7. Asset/Liability Management used to control:
Shortfall risk Volatility of pension surplus
Volatility of contribution All of the above

8. The purpose of Capital Market Conditions in an asset allocation review is to-

Provide inputs to predict future returns and risks

Essay Questions

9. How does the Monte Carlo Simulation technique help in asset allocation?

Monte Carlo simulation evaluates portfolio outcomes under random scenarios for returns,
inflation, and other variables. It helps estimate the range of potential results and their likelihood,
aiding in strategic asset allocation by accounting for uncertainties. This technique allows better

decision-making for long-term planning and portfolio optimization.

10. What are the criteria for specifying asset classes?
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1. Assets within a class should be homogeneous.
2. Classes must be mutually exclusive and diversifying.
3. Classes as a group should cover most investable global wealth.

4. Each class should absorb a significant portfolio fraction without liquidity issues.

11. Explain an advantage and a disadvantage of implementing a dynamic versus a static
approach to strategic asset allocation.

Dynamic Approach: Considers linkages between periods, improving asset/liability
management. However, it is costly and complex.

Static Approach: Simpler and less expensive but ignores time-period connections,

potentially reducing optimization.
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Chapter 6: Fixed Income Portfolio Management

1. Liabilities as a Benchmark

e Definition: Some investors, such as pension funds and insurance companies, have

specific liabilities that must be met. These liabilities define the portfolio’s success.

el V) 038 23n3 Lgy o8 sl Cany Baaae el 3l agual ¢(paalill S i g ac ) Gaalia Jia ¢ paional) (s sy sl
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e Characteristics:
o Liabilities are both the objective and the benchmark for the portfolio.
o The investment strategy ensures liabilities are fully funded.
Lailaill
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2. A Bond Index as a Benchmark

o Definition: Investors like mutual funds, with no specific liabilities, use a bond market

index as a benchmark.

Gilatud) (3 pdiga cBadaa Slal ) agaal Gl (pAll S iRl i) Gasliva Jia () g palial) aodin iy 2l
S

e Objective: The goal is to meet or exceed the return of the bond index.

il i e slad o sdad s Caagll ichagh)

3. Strategies for Fixed-Income Portfolio Management

Pure Bond Indexing
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e Objective: Create a portfolio replicating the benchmark index exactly.
ALl e (3 Al ¢ L) g
o Disadvantages: Difficult to implement due to illiquidity and high costs.
LSl s ) g Al gl A1 sy 2a5l) 4 mia 1 guad)
Enhanced Indexing

e Matching Primary Risk Factors: Uses sampling to match the benchmark’s main risks

(e.g., interest rate changes, credit spreads).
Bl el <l s Jie) i pall Ayl lalaad) diaal ciligal) 340 axdiiey sdsulud) jlaliall Jal o Slaliaa
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o Small Risk Factor Mismatches: Allows minor mismatches to increase returns while

controlling risk.
bl aSal e ) gl 33l 35y (35 5k ransy 1 LA Jul 9o B B puall (39 Al
Active Management

e Objective: Actively exploit market opportunities by taking larger risk mismatches.
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4. Immunization Strategies

e Definition: Immunization ensures the portfolio’s total return meets a specific liability,

regardless of interest rate changes.
B3 e il yuas e il ek e ol 3L (A ddadsall JlaaY) diledl o Guasil) el sy gl
¢ Requirements for Single Liability:
o Duration of the portfolio matches the liability horizon.
o Present value of cash flows equals the liability’s present value.
1 AN o) AN cllaia
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5. Rebalancing an Immunized Portfolio

e  Why Rebalance?

Duration changes over time due to yield fluctuations, necessitating adjustments.

€05l Bate) 1iLal
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e Steps for Rebalancing:
o Calculate the current dollar duration.
o Adjust positions to restore the target dollar duration.
1001 Bale ) <l phad
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6. Spread Duration
o Definition: Measures the impact of credit spread changes on portfolio value.
Adsinall dad e QL) (558 ol it il Gy oy a0

o Portfolio Spread Duration: It is the weighted average of individual bond spread

durations.
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7. Risks in Asset/Liability Management
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1. Interest Rate Risk: Rising interest rates reduce asset values, creating potential shortfalls.
e Gsaal ddlaia) 31 Lae (Jsea) ad Jalis ) 52l el 30l ) o5 sB AN ] jlaliia

2. Contingent Claim Risk: Early principal repayment or halted payments may disrupt cash

flow.
Aol sl Judaed ) e shaall (il g5 ol Juadl Gl )1 Sal) alad) (sa 5 38 2dda g pdiall cildlnal) i
3. Cap Risk: Floating-rate assets may underperform due to capped interest rates.
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8. Numerical Example: Rebalancing Dollar Duration
Scenario:

e Portfolio Value = $5,000,000

e Target Dollar Duration = $400,000

e Current Dollar Duration = $350,000
Solution:

1. Calculate the rebalancing ratio:
Rebalancing Ratio = Target Dollar Duration / Current Dollar Duration

Rebalancing Ratio = $400,000 / $350,000 = 1.142857

2. Calculate the percentage change in portfolio positions:
Percentage Change = (Rebalancing Ratio - 1) x 100
Percentage Change = (1.142857 - 1) x 100 = 14.29%

3. Adjust portfolio positions by $5,000,000 x 14.29% = $714,500.

9. Breakeven Spread Analysis
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Scenario:

o Foreign Bond Duration = 6

e Yield Advantage = 200 basis points (50 basis points per quarter).
Solution:

Calculate the breakeven widening (W):
W = Yield Advantage + Duration
W =0.50 + 6 = 8.33 basis points.

1. The risk that portfolio value will fall below some minimum acceptable level over

some time horizon referred as:

Shortfall Risk

2. The goal of immunization is to:

Provide funding of a future liability from coupon and matured principal flows

3. Active management by larger risk factor mismatches of bonds horizon can best be

described as:

Making deliberately larger mismatches on primary risk factors

4. Immunization is a popular strategy for---a guaranteed rate of return over a

particular time

Locking in

5. To measure how a non-Treasury security’s price will change as the result of changes

in its yield versus a Treasury security, a portfolio manager will wish to know:

The spread duration of the portfolio

6. If funding a payment stream plays a role, the choice of a bond benchmark should be

guided by which factor?
Liability framework risk
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7. The general purpose of portfolio immunization is to —

Reduce risk

8. Spread duration is a measure of how the market value of a risky bond (portfolio)
will a change with respect to:
A parallel 100 bps change in its spread above the comparable benchmark
security (portfolio).

9. Dollar duration is a measure of the change in portfolio value for a 100 bps change in

market yields. It is calculated as:

Dollar duration = Duration X Portfolio value x 0.01

Essay Question

What are the sources of excess return in an international bond portfolio?
1. Bond Market Selection: Choosing favorable countries.
2. Currency Selection: Managing currency risk.
3. Yield Curve Management: Maximizing returns within markets.
4. Sector Selection: Allocating between government and corporate bonds.
5. Credit Analysis: Identifying issuer rating changes.

6. Off-Benchmark Investments: Adding risk for higher returns.
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Chapter 7: Equity Portfolio Management

1. The Role of Equities

e Definition and Importance: Equities represent a significant source of wealth and a large

percentage of total investable assets worldwide.
el elail aan 8 LeiindU ALY J paY) aa) (o b S A s 55 il Gl | 30me agasdl] Jiad 1AsaaY) 5 iy i)
o Key Benefits:
o Domestic and international equity markets offer diversification benefits.

o Common equities provide better inflation protection compared to conventional

bonds.
o Historically, equities have demonstrated high long-term real rates of return.
g 1) i) )
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2. Approaches to Equity Management
2.1 Passive Approach

e Definition: Passive management attempts to match the performance of a benchmark

index without active stock selection.
L agul JUEA) 053 (5 bma e ool Ailhae bl gl Jglay sy o)
e Characteristics:

o Best suited for investors who believe markets are relatively efficient.
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o Focuses on minimizing tracking risk.
o Requires monitoring of index changes (additions, deletions, corporate actions).
:paibadl)
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2.2 Active Approach

e Definition: Active management seeks to outperform the benchmark index by using skill

to select stocks expected to outperform or underperform.
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o Characteristics:
o Suitable for investors who believe market inefficiencies can be exploited.

o Prioritizes maximizing active return, not tracking risk.
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2.3 Semi-Active Approach (Enhanced Indexing)

o Definition: A hybrid strategy that seeks to outperform a benchmark while keeping

tracking error within acceptable limits.
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e Goal: To achieve the highest information ratio (active return divided by tracking risk).

(il hlae o 1 guise il ilall) il slae daus Sel st sdagl)

3. Equity Index Construction
3.1 Price-Weighted Indices
o Definition: Stocks are weighted based on their share prices.
Lengndl Jland o 2l a5l Ganads 2ty sy il
o Example and Bias:
o Simple to calculate but biased towards high-priced stocks.
o Example: Dow Jones Industrial Average.
2 3l g Jlal)
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3.2 Value-Weighted Indices
o Definition: Stocks are weighted based on their market capitalization.
Ll A o) Al e 2l agnDU ()50 (anads oty sody i)
o Characteristics:

o Automatically adjusts for value changes.

o Example: S&P 500.
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S&P 500. 133 :Jie o
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3.3 Equal-Weighted Indices
e Definition: Each stock has the same weight in the index.
Al G ()5 ) (ki s JSU iy a3
e Characteristics:
o Requires periodic rebalancing.
o May face liquidity challenges for smaller stocks.
1pailadl)
A o)lsisde) @iy o
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4. Methods for Index Tracking
4.1 Full Replication
e Definition: Every stock in the index is owned in exact proportion to its index weight.
el (B ) Al Gl p3sall (B g JS B oy sy i)
4.2 Stratified Sampling

e Definition: Divides the index into segments (e.g., by industry or size) and replicates each

segment proportionately.
cmilite (S5 g Ul JS ) K05 (aaad) f delivall Jia) cileld ) 5 sall audy sy o)
4.3 Optimization

e Definition: Uses mathematical models to minimize tracking error by selecting a subset of

stocks.

) n e i e e AT (st e el Uk i) Al 5l el i 1y 2l
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5. Equity Investment Styles
5.1 Value Investing

e Definition and Rationales: Focuses on finding undervalued stocks with low price-to-

earnings (P/E) or price-to-book (P/B) ratios.

5.2 Growth Investing

o Definition and Risks: Prioritizes stocks with high growth potential, often with higher
P/E ratios.

A e 2l (G e s <l ()5S L e 5 Allall saill L) Q3 agusdU Ay 5l 581 a1 shalial) g iy il

6. Numerical Example: Price-Weighted Index

Example:

Three stocks have the following prices and quantities:
e Stock A: Price = $50, Quantity = 100
e Stock B: Price = $30, Quantity = 200
e Stock C: Price = $20, Quantity = 300
Calculate the price-weighted index.
Solution:
1. Sum of stock prices = $50 + $30 + $20 = $100.

2. Index value = $100 +~ 3 = 33.33.

7. Socially Responsible Investing (SRI)

o Definition: Integrates ethical or societal concerns into investment decisions.

FIN-424 FMW A+ CH7 DR PRINCE00201551190990



FIN-424 FMW A+ CH7

i) il ) 8 8 el 5 AENAY) o glaall ey sy il
e Methods:
o Negative Screens: Exclude undesirable industries (e.g., tobacco).
o Positive Screens: Include companies with high labor standards.
sl
(&) Jie) Leb st pall e Cleluall sleiinl dplull Gl el o
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8. Alpha and Beta Separation
o Definition: Separates market return (beta) from manager skill (alpha).
() 2l e oo (W) (o8 sd) el Sy 2y o3
e Application:
o Use indexed portfolios for beta.

o Use long-short portfolios for alpha.

G o J peaall i jiall Bilaall alasinl
Wl e I pemall 3 jaail) ALyl Bilaal alidiud o

Test Bank

1. In an actively managed equity strategy:

The manager will identify stocks that will do well comparatively
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2. In a price weighted index:

The index is the sum of the share prices divided by the adjusted number of

shares in the index

3. In a market-capitalization weighted index:

Each stock the index is weighted according to its market Capitalization

4. (Manager's normal benchmark - investor's benchmark) is equation for:

Misfit active return

5. In an active equity strategy, growth investors:

Buy stocks that can deliver future growth in earnings

Essay Questions

1. Explain and interpret the style drift in equity portfolios.

Style drift occurs when a portfolio manager deviates from the initial investment style, such as
shifting from value to growth stocks. This inconsistency complicates planning and risk control,
as managers may lack expertise in the new style. It undermines investor confidence and affects

portfolio performance.

2. Write at least three advantages of returns-based style analysis.
1. Aggregates investment process effects.
2. Facilitates portfolio comparisons.

3. Cost-effective with minimal information needed.

3. Write at least two characteristics of active and passive approaches to equity
management.

Active Approach:

1. Aims to outperform the benchmark by exploiting market inefficiencies.
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2. Focuses on maximizing active returns.
Passive Approach:
1. Matches the benchmark index performance.

2. Prioritizes low tracking risk and minimal costs.
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Chapter 8: Alternative Investments Portfolio Management

1. Types of Alternative Investments
Traditional Alternative Investments:
e Real Estate: Direct or indirect investments in properties or land.
U] B RERES -PON [P BN BN RV B BN R O PRLA P PN
e Private Equity: Investments in unlisted companies or through buyouts.
il Sllee JBA (e gl Aa aall e @IS HaN ol eyl Aaldd) agady)
o Commodities: Physical assets like oil, metals, or agricultural products.
Age) sl claaiall o ol i Jasill Jie ol J saa¥1z adead)
Modern Alternative Investments:
e Hedge Funds: Pooled investments using advanced strategies.
Aadie il il 230 dane <) jlatinl; Jagadl) Gl

e Managed Futures: Investments in futures contracts using systematic or discretionary

strategies.
A5 5l dpagie Cilaal i) 2l a8l bl 3 giall 8 ol LNz 3 )l Aol 3 gial)
o Distressed Equities: Investments in securities of companies in financial trouble.

Aalle JSLEe (e Jlad IS il Al (31 of 3 laiisY: B jfiatial) agud¥)

2. Common Features of Alternative Investments

o Illiquidity: Alternative investments are generally less liquid and require a return

premium.

Lile 3 e callati ¢ 4 e Jl sale () 5<8 Abad) ol jlainny)y A gandd) 418
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o Diversification Benefits: They provide significant diversification compared to traditional

stocks and bonds.
A il 5 w1l A e | 38 a5 5ip g o) i) g

o High Due Diligence Costs: Due to complexity, lack of transparency, and expertise

requirements.
B eal) cilllata g A8l alh g aial) Cunny dallad) daa) gl Agliad) Caullss
o Benchmark Challenges: Difficulty in appraising performance and creating benchmarks.

A jlire ) pdise o L) 5 oo a8 4 seaar Ay jlaal) &l pudigal) Cilgans

3. Real Estate Investments
Types of Real Estate Investments:
e Direct Investment: Purchasing residential, commercial, or land properties.
el DY) sl A ) of Al clShiaall o)y bl jlafiiud)
e Indirect Investment: Investing in REITs, real estate development companies, or CREFs.

& aadl LY Galia sl (g laadl Ly ghaill S 35 ol (g laadl Hlaiud) alia 8 laiin¥): pdlal) e jlaiiad)

Al
Advantages and Disadvantages of Real Estate Investments:
e Advantages:
o Tax benefits from subsidies.
o Leveraging through mortgages.
o Control over property decisions.
2Ll )
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o Disadvantages:
o High transaction and maintenance costs.

o Risk of neighborhood deterioration or political risks.

Al Aalal) s bl CallSs

Al Jllaall o cla¥) Heax i o

Numerical Example (Real Estate Investment Return):

Example:
A property is purchased for $500,000 and rented for $3,000 per month. Annual maintenance
costs are $5,000, and property taxes are $2,000. Calculate the annual return.

Solution:

1. Annual Rental Income:

$3,000 x 12 =$36,000

2. Annual Costs:
$5,000 (maintenance) + $2,000 (taxes) = $7,000

3. Net Income:

$36,000 - $7,000 = $29,000

4. Return:
$29,000 + $500,000 = 5.8%
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4. Private Equity Investments
Stages of Private Equity Financing:
e Seed Stage: Initial funding to establish the business.
sl oLy 3V o sl (A g0 o gl Al ya
e Start-Up: Funding for product commercialization.
il Gy saat) Jy saiy @YY A e
o Expansion Stage: Capital needed for scaling operations.

lbeal) a8 o llaall Ll (s e gl Al 3

Differences Between Venture Capital (VC) and Buyout Funds:
e VC: Focuses on small, high-growth companies with higher risk and return potential.
Al gl g alaall gl paill 3 5 psieaall S AN e S jaliall Jlal) i
e Buyouts: Typically involve established companies and use high leverage.

Ale Adla dad) AR 5 Al IS H4 ale (el ¢l pdd) (Gaaliua

Numerical Example (Private Equity IRR):

Example:
An investor commits $1,000,000 to a private equity fund. After 5 years, they receive $1,800,000.

Calculate the internal rate of return (IRR).

Solution:
Using the IRR formula:
IRR= (

Final Value _r
)Years — 1

Initial Investment

1,800,000, X
)s—1=12.5%
1,000,000

FIN-424 FMW A+ CH8 DR PRINCE00201551190990

IRR= (




FIN-424 FMW A+ CH8

5. Commodities
Components of Commodity Return:
e Spot Return: Price change in the physical commodity.
Al aludl a8 puaills g edl ) dile
e Collateral Yield: Interest earned on treasury bills held as collateral.
S Ly Jadtiacal) 450 A1) <l 63 e AnnaiKall saslally lasdall aile
e Roll Yield: Profit or loss from rolling futures contracts forward.

JoliEiiall o giall aaad (e jledll ol il dile

Numerical Example (Commodity Futures Return):

Example:
A commodity futures contract is purchased at $50 and sold at $55 after one month. The collateral

yield is 0.5%, and roll yield is -0.2%. Calculate the total return.
Solution:

1. Spot Return:
(55-50) =50 =0.1=10%

2. Total Return:
Total Return = Spot Return + Collateral Yield + Roll

=10% + 0.5% — 0.2% =10.3%

6. Hedge Funds
Types of Hedge Funds:
o Equity Market Neutral: Balancing long and short equity positions to reduce risk.
Ll i 8 il 5 ALy gl S 5l 5 5) gt a3 393
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¢ Global Macro: Exploiting large macroeconomic trends using currencies and futures.

Aoliiuall 3 giall 5 CiSlaal alasinly s Sl AslaBY) LSy Jaials allal) g SLall

Numerical Example (Sharpe Ratio):

Example:
A hedge fund has an annualized return of 12%, a risk-free rate of 2%, and annualized volatility

of 8%. Calculate the Sharpe Ratio.

Solution:

Return — Risk—Free Rate _ 12—2 —1.25
Volatility 8 ’

Sharpe Ratio =

7. Distressed Securities
Risk Factors:
e Event Risk: Unexpected company-specific events.
A a0l Adleidd) a8 gial) e Calaal)s Eaal) jhalia
e Market Liquidity Risk: Difficulty in selling securities during downturns.
S cl 5 JIA LI (3 ) V) s & graar A gl Jhalia
e J Factor Risk: Influence of court decisions on outcomes.

ol e Al ol ) A s L) jlalia
Test Bank

1. Which of the following is CORRECT option?

Derivative markets are zero-sum games
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2. What is the specific concerns for private wealth clients considering investment in

alternative assets?
Tax issues Suitability
Communication with client regarding complex investments and strategies
All of the above
3. Hedge funds, managed futures and are the examples of modern alternative investment.
Private equity

4. Which one is - the traditional Alternative Investments

Real Estate Commodities
Private Equities Hedge Funds
5. Buyout funds are market segment than venture capital

Much Larger
6. Alternative investments:

Provide diversifying potential relative to stocks and bonds.

Essay Questions

7. As a portfolio manager, what strategy would you prepare for private equity investment?

Focus on due diligence:
1. Evaluate market success prospects (competition, management, and customer opinion).
2. Conduct operational reviews (intellectual property, employment contracts).

3. Perform financial/legal reviews (tax returns, dilution risks). Emphasize management

commitment and long-term growth potential.
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8. Explain the types of alternative investments.
Traditional Investments: Real estate, private equity, commodities.
Modern Investments: Hedge funds, managed futures, distressed equities. Modern alternatives

focus on strategies rather than distinct asset classes.
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1.

Ali is expecting to save SR 50,000 during the coming year from income from non-
portfolio sources, such as salary. He will need SR 90,000 within the year to make a
down payment for a house purchase. What is his liquidity requirement for the
coming year?

SR40,000 (90000 — 50000)

Efficient portfolios:
Offer the maximum expected return for their level of standard deviation of

return

A life insurance company's net interest spread represents:

The difference between interest earned and interest credited to policyholders

Pension surplus refers to:

Pension plan assets at market value minus the present value of plan liabilities

In an active equity strategy, an investor instituting a substitution trade:
Wishes to replace an existing holding with one that has a better risk adjusted

return

An active management strategy essentially relies on the manager's ability for:

Forecasting

Institutional investors refers:
Are corporations or other legal entities that ultimately serve as financial

intermediaries between individuals and investment markets.

If Neutral rate is 4%, Inflation target is 3%, expected inflation is 7%, GDP long-term
trend is 2% and expected GDP growth is 0%, so what will be the short-term interest rate

target?

Inflation gap = Expected inflation - Inflation target = 7% - 3% = 4%

Output gap = Expected GDP growth - GDP long-term trend = 0% - 2% = -2%

Short-term interest rate = 0.04 + 0.5 (0.04) + 0.5 (-0.02) = 0.05
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Essay Questions
Q1: Describe the steps in the portfolio management process?

1. Planning Step: Identify objectives/constraints, create IPS, form expectations, and

strategic allocation.
2. Execution Step: Select assets, optimize portfolio, and implement tactical allocation.
3. Feedback Step: Monitor, rebalance, and evaluate performance.
LSl iY) Ganadill  ocilad i) QS ¢ laiinl) At Gl s L 0 5all/CalaaY) aaas: Jadadsl S ghad ]
(S anadidl) 3ds g ddadaall (et (Jpal) Lid): LAY Bghd D
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Q2: Describe the different types of investment constraints?
1. Liquidity: Need for cash at specific times.
2. Time Horizon: Short or long-term affects risk tolerance.
3. Tax Concerns: Tax obligations affecting returns.
4. Legal/Regulatory Constraints: Compliance with rules.
5. Unique Circumstances: Personal or special requirements.
Baaase il 6 awl) ) daladl: gl ]
bl Jasd Jle i dashall ol el ia Sl G818 2
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Q3: Explain the situational profiling for individual investors and explain the source of

wealth, measure of wealth, and stage of life as approaches to situational profiling?

1. Source of Wealth: Entrepreneurial wealth indicates higher risk tolerance; inherited

wealth may indicate lower tolerance.
2. Measure of Wealth: Perception of wealth affects risk-taking.
3. Stage of Life:
o Foundation: Young, long-term horizon, high risk tolerance.
o Accumulation: Rising income, moderate risk tolerance.
o Maintenance: Retirement, lower risk tolerance.
o Distribution: Gifting wealth, tax constraints.
T e 1) a5 5 pal) 550 el Shln Jond ) i Ay 85 0 B9 A e ]
B A3 e g5, 0 3 By gkl 2
cdballdla e 3
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Q4: What are the different personality types of investors? As a portfolio manager, what

type of investment strategy would you formulate for "Spontaneous" investors?
1. Personality Types:
o Methodical: Risk-averse, relies on data.

o Cautious: Risk-averse, emotional.
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o Individualist. Confident, independent.
o Spontaneous: Emotional, high portfolio turnover.

2. Strategy for Spontaneous: Diversification and liquidity, focus on ETFs or index funds to

reduce overtrading costs.
s Cbwadlil) g1 g ]
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QS5: Explain defined contribution and defined benefit pension plans?

e Defined Contribution: Employer/employee contribute to a retirement account. Final

value depends on investment performance.

e Defined Benefit: Employer promises fixed retirement income based on salary and

service years.
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Q6: Distinguish among the types of foundations with respect to their description, purpose,

source of funds, and annual spending requirements?
1. Independent: Funded by families, must spend 5% annually.

2. Company-Sponsored: Tied to corporate funding, must spend 5% annually.
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3. Operating: Conducts research/services; uses 85% of income.
4. Community: Publicly supported, no mandatory spending.
st %65 314 ang «ilall (o A gae; Alisa ]
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Q7: Distinguish between the inventory cycle and the business cycle?
o Inventory Cycle: Short-term (2-4 years), driven by inventory adjustments.

e Business Cycle: Long-term (9-11 years), includes recovery, upswing, slowdown, and

recession stages.
O Al COlaety de ghae o(l s 2-4) a1 5 jualds (gihall Bygd o
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Q8: Describe the different stages of the business cycle?
1. Recovery: Low inflation, rising stocks.
2. Early Upswing: Robust growth, stable rates.
3. Late Upswing: Overheating risks, rising inflation.
4. Slowdown: Peaking rates, slowing economy.
5. Recession: Declining GDP, falling rates.
) Ul (midie adal Aladl) ]
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Q9: How does Monte-Carlo Simulation technique help in asset allocation?

Simulates random scenarios for returns, inflation, and other variables to provide a range of

possible outcomes and their likelihood.

Aisan Adlainl g Alainall gl (pa (3Uai b il (s HAY) il kil 5 admil) 5 ) sall 200 e ila gy s SIad

Q10: What are the criteria for specifying asset classes?
1. Homogeneous assets within each class.
2. Mutually exclusive classes.
3. Diversifying characteristics.
4. Represent majority of global investable wealth.
5. Sufficient liquidity.
A K Jah At deal ]
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Q11: What are the sources of excess return in an international bond portfolio?
1. Bond market selection.

2. Currency selection.
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3. Duration/yield curve management.
4. Sector selection.
5. Credit analysis.
6. Investing outside the benchmark.
il @ Ll ]
Aleall jlial 2
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Q12: Explain and interpret the style drift in equity portfolios?

Style drift occurs when a portfolio manager deviates from their stated investment style, creating

planning and risk control issues.
Ll & S Cany Lan clrall L) coslud (e ddaiaall e Cajady Lesie aaill e Gl adV) duaay
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Q13: As a portfolio manager, what strategy would you prepare for private equity

investment?

Focus on market success, operational review, and financial/legal review. Evaluate management,

technology, and potential for dilution.
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Q14: Explain the types of alternative investments?
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1. Traditional: Real estate, private equity, commodities.
2. Modern: Hedge funds, managed futures, distressed equities.
bl alal) a1 ol Hlil); il ]
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