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4 Learning Cutcomes, Summary Overview, and Problems

LEARNING OUTCOMES 5

After completing this chapter, you will be able to do the following:

. Fﬂmulnmﬁestepsuf&epxtfdiﬂm:nagcm:m process and the components of those
Stepa.

Compare and contrast the rypes of investment objectives.

Contrast the rypes of investment constraints.

Justify the central role of the investment policy statement in the portfolio management

process.

s Review the el ofan i policy and distinguish among the compo-
nents within (1) the risk objective, (2) the return objective, and (3) the time horizon con-
serain.

Compare and contrast passive, active, and semiactive approaches o investing,

Diiscuss the role of capital market expectations in the portfolio management process.

Diiscuss the role of strategic asset allocation in the portfolio management process.

Discuss the roles of portfolio selection/compasition and portfolio implementation in the

portfolio management process.

Contrast the elements of performance evaluarion.

Explain the purpose of menitoring and rcbalancing.

Formulate the elements of porefolio MAnagement as an ONgoing process.

Formulate and justify a risk objective for an investor.

Formulate and justify a return objective for an investor.

Determine the liquidity requirement of an investor and evaluare the effects of a liquidity

requirement on portfolio choice.

Contrast the types of time horizons, determine the time horizen for an investor, and

evaluate the cffects of the investor's time horizon nnpnrtﬁ:hnd’:mc:

*» Determine the tax concerns, legal and regulatory factors, and unique circumstances for an
investor and evaluare their effects on portfolio choice.

» Justify cthical conduct as a requircment for managing investment portfolios.

SUMMARY OVERVIEW

In Chapter 1, we have presented the portfolio management process and the clements of the
investment policy statement.

» According to the portfolio perspective, individual investments should be judged in the
context of how much risk they add to a portfolio rather than on how risky they are on a

stand-alone basis.
. Th:ﬂuc:sncpsmﬂ';cpmfdm management pmcﬂs:l.rclh:p]mm.u.gsmp {abjectives
and co de ination, i policy statement crearion, capiral marker expec-

tation formation, and stragegic asset allocation creation); the execution step (partfolio
selection/compaosition and portfolio implementation); and the feedback step (performance
evaluation and portfolio maonitoring and rcbalanﬂ.u.g}
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Chapter 1 The Portfolio Management Process and the Investment Policy Statement 5

Investment objectives are specific and measurable desired performance outcomes, and
constraints are limitations on the ability to make use of particular investments. The two
types of objectives are risk and return. The two types of constraines are internal (posed by
An investment policy statement (IPS) is a written plann.ing document thar governs all
investment decisions for the client. This document integrates a client’s needs, preferences,
and circumstances inko a statement of that client’s objectives and constraints.

A policy or stratcgic assct allocation establishes exposures to IPS-permissible assce dasscs ina
manner designed to satisfy the client’s long-run objectives and constraints. The plan reflecrs
the interaction of objectives and constraints with long-run capital market expectations.

In a passive investment strategy approach, portfolio compasition docs nor react ro du.u.g:
in expecrations; an example is indexing, which involves a fixed pordolio designed w
replicate the rerurns on an index. An active approach involves holding a portfolio different
from a benchmark or comparison portfolio for the purpose of producing positive excess
risk-adjusted returns. A semiactive approach refers to an indexing approach with controlled
use of weights different from the benchmark.

The portfolio selection/composition decision concerns portfolio construction and often uscs
portfolio optimizarion to combine assets efficiently ro achieve return and risk objecrives.
The portfolio implementation decision concerns the trading desk function of implementing
portfolio decisions and involves explicic and implicit transaction costs.

« The elements of performance evaluation are performance measurement, artribution, and
appraisal. Performance measurement is the calculation of portfolio rates of return. Per-
formance arribution is the analysis of those rates of rerurn to determine the factors
thar explain how the reurn was achieved. Performance appraisal assesses how well the
pnrtfulin manager pcrﬁ:nnnncl on ajisk-ad.iustcd basis, whether absolute or relative to a

benchmark.

. Portﬁjllnmummnngs.ndrrbsls.nanguscfc:dhad(m- o availabl
investment opporrunities in order to continually sarisfy d'|e du:nts ::u.rrcnt objectives and
constraints.

Portfolio management is an ongoing process in which the investment objectives and
constraints arc identificd and specificd, investment policies and stratcgics arc developed,
the partfolio composition is decided in detail, portfolio decisions are initiated by portfolio
managers and implemented by traders, portfolio performance is evaluated, investor and
market conditions arc monitored, and any necessary rcbalancing is implemented.

The steps to determine a risk objective include: (1) specify a risk measure (or measures) such
as standard deviation, (2) determine the investor's wi“in.gnr_is to take risk, (3) determine
the investor's ability te take risk, (4) synthesize the investor's willingness and ability inte
the investor's risk tolerance, and (5) specify an objective using the measure(s) in the first
step above.

The steps to determine a retumn objective include: (1) specify a return measure such as
toral nominal return, (2) determine the investor's stated rerurn desire, (3) determine the
investor's required rate of rerurn, and (4) specify an objective in terms of the return measure
in the first step above.

A liquidiry requirement is a need for cash in excess of the contribution rate or the savings
rate at a specified point in time. This need may be either anricipated or unanticipared.

* A time horizon is the time period associated with an investment objective. Invesrment
objectives and associated time horizons may be short term, long term, or a combination
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of these two. A multistage hori is a combination of shorter-term and longer-term
horizons. A time horizon can be considered a constraint because shorter rime horizons
generally indicate lower risk tolerance and henee constrain portfolio choice, making it more
conservarive.
» A tax concern is any issue arising from a rax structure thar reduces the amounr of the rotal
return thar can be used for current needs or reinvested for furure growth. Tax concerns
constrain portfolio choice. If differences exist berween the tax rates :pplymg o Investment
income and capital gains, tax considerations will influence the choice of investment.
Legal and regulatory factors are external considerari that may co in inv 13
decision making. For example, a government agency may limic the use of cermin asset
classes in retirement portfolios.

(3

Unique circumstances are internal factors (other than a liquidity requirement, time
horizon, or tax concemns) that may constrain portfolio choices. For example, an investor
secking to avoid investments in tobacco companics will place an internal constraint on

portfolio choice.

PROBLEMS

1. A Anindividual expects tns:lv:if!ﬂ,ﬂﬂﬂdurin.g lh:cnmi.u.gyu.rfmm income from non-
portfolio sources, such as salary. She will need €95,000 within the year to make a down
payment for a house purchase. What is her liquidity requirement for the coming year?

B. Endowments are funds that are typically owned by nonprofit institutions involved in
educational, medical, cultural, and other charitable activiries. Classified as institurional
investors, endowments are almost always established with the intent u”sstm.g into

The Wilson-Fowler Endowment was established in the United States to provide
financial support to Wilson-Fowler College. An endowment's spending rate defines
the fraction of endowment assets distributed to the supported institution. The Wilson-
Fowler Endowment has established aspmdingm:nfli percent a year; the endowment
follows the simple ruleufsp:ud.in.g. in a given year, an amount equal to 4% x (Marker
value of the endowment ar the end of the prior year). This amount is commitred to
the budgerary support of the college for the coming year. At the end of the prior year,
the marker value of the Wilson-Fowler Endowment's asscts stood at $75 million. In
addition, the Wilson-Fowler Endowment has commirted to contribure $1 million
in d}euumin.gym:mﬂmmnmucﬁonuf:nwsmdmtdumﬁmq. Planners ar the
endowment expect the endowment to receive contributions nrgiﬂs (from alumni and
other sources) of $400,000 over the coming year. What is the anticipared liquidity
requirement of the Wilson-Fowler Endowment for the coming year?

2. The Exccutive Director of the Judd University Endowment estimates that the capital
nmhcmwiﬂpcmjd:a9p:m:ntupccwdmumfnrmcuduwmmtpnnfulinmidng
above-average risk, and a 7 percent expected return for an endowment portfolio raking
average risk. The Judd Endowment provides tuition scholarships for Judd University
students. The spending rate has been 4 percent, and the expected wition inflation rate
is 3 percent. Recently, university officials have pressured the endowment to increase the
spending rate to 6 percent. The endowment has an average to below-average ability to
accept risk and only an average willingness to rake risk, bur a university official claims

-

Az Iy pEEE BEEIE 8% O—s—O0 7




BGeHBEROO-

HOME COMMENT WVIEW

Maginn3e_SM.pdf - Foxit Reader

=]

g o= = £3

FORM FPROTECT SHARE FOXIT CLt HELP fGlFd Q@4 D Fl-e

Chapter 1 The Portfolio Management Process and the Investment Policy Statement 7

-

that the risk tolerance should be raised because higher returns are needed. Discuss an
appropriate return objective and sk rolerance for the Judd Endowment.

Srwe (1994) describes a country allocation strategy across five major equiry markers: the
United Seates, the United Kingdom, Germany, France, and Japan. In this strategy, a
measurc of relative artractivencss among the five equity markets is used as a factor in
determining the weights of the five cquity markets in the overall portfolio. The investment
in cach country, however, whatever the counery's w:ight, is an indexed investment in
the equity markee of thar country. The weights of the five equiry markets in the overall
portfolio generally are expected to differ from benchmark weights (the weights of the
‘countries in an appropriare benchmark for the internarional equity markert), within limirs.

A. Characterize the two compenents (portfolio weights and within-country investments)
of the country allocation straregy using the rext’s framewaork for dassifying invesrment
strategies.

B. Characterize the country allocation mmgycwcnll.

Characterize cach of the investment objectives given below as one of the following: an
absolure risk objective, a relative risk objective, an absolute rerurn objective, or a relative

A. Achieve a rate of return of 8 percent a year.

B. Limit the standard deviarion of portfolio rerurns to 20 percent a year or less.

C. Achieve rerurns in the top quartile of the portfolio’s peer universe (the set of portfolios
with similar investment objectives and characteristics).

D. Maintain a 10 percent or smaller probability that the portfolio’s return falls below the
threshold level of § percent per annum over a ane-year time horizon.

E. Achicve a tracking risk of no more than 4 percent per annum with respect to the
portfolio’s benchmark.

Questions 5 through 10 relate to James Stephenson. Select and justify the best

answer.

James Stephenson, age 55 and single, is a surgeon who has accumulared a sub: al
investment portfolic without a clear long-term strategy in mind. Two of his patients who
work in financial markets commene as follows:

* James Hrdina: ny investment firm, based on its experience with investors, has
standard investment policy statements in five categories. You would be better served to
adopr one of these standard policy statements msnmdufspcudm.g rime dcvclnpinga
policy based on your individual circumstances.”
Charles Gionta: “Developing a long-term policy can be unwise given the flucruations
of the market. You want your investment adviser to react continuously to changing
conditions and not be limited by a set policy.”

Stephenson hires a financial adviscr, Caroline Coppa. At their initial mecting, Coppa
cnmpil:s the fn"utwin.g notes:

Stephenson currently has a $2.0 million portfolio that has a large concentration in
small-capitalization U.S. equities. Over the past five years, the portfolio has avus.gcd
20 percent annual toral return on investment. Stephenson hopes that, over the IDn.g
term, his portfolio will continue to carn 20 percene annually., When asked abour his
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risk rolerance, he described it as "wcmg:_" He was surprised when informed thar U.S.
small-cap portfolios have experienced extremely high volariliry.

He does not expect to retire before age 70. His current income is more than sufficient
to meet his expenses. Upon retirement, he plans to sell his surgical practice and use the
proceeds to purchase an annuity to cover his postretirement cash Aow needs.

Both his income and realized capital gpmsmmmnd at a 30 percent rate. No pertinent
lcgs.lnrmylla(myi.amuapply. He has no pension or retirement plan bur does have
sufficient health insurance for postretirement needs.

5. The comments about investmene policy statements made by Stephenson's patients are

(3

best characterized as
Hrdina Gionra
Al Correct Correct
B. Correct Incorrect
. Incorrect Correct
D. Incorrect Incorrect

6. In formulating the return objective for Stephenson’s investment policy statement, the
mapplupﬂmdﬂmninjng&cmrfur&ppamﬁ:unmis

A. Rerurn desires

B. Ability to take risk

C. Rerurn requirement

D. Stephenson's returns over past five years

7. Stcpllcnsnn'swi“insnﬁs and al:i]it)r to accept risk can be fest characterized as

Willingness to Accepr Risk Abiliry to Accepr Risk

Al Below average Below average
B Below average Above average
C Above average Below average
D Above average Above average

8. Stephenson's rax and liquidity constraints can be fest characrerized as

Tax Constraing Liquidity Constraint

A Significant Significant
B. Significant Insignificant
. Insignificant Significant
D Insignificant Insignificant

9. Stephenson's time horizon is best characrerized as

A. Shore-term and single-stage
B. Short-term and multistage

A 415/29  -[p DA
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Chapter 1 The Portfolio Management Process and the Investment Policy Statement 9
D. Long-term and multistage |j
10. Stephenson’s return objecrive and risk rolerance are most appropriately described as
Rerurn Objective Risk Tolerance
A Below average Below average
B. Below average Above average
[ Abave average Below average
D. Above average Above average
11. James Stephenson Investment Profile
Case Facts
Type of investor Individual; surgeon, 55 years of age, in
good health
Asset hase £2 million
Stated return desire or investment goal 10 percentage poines above the average
annual return on U.S.
small-capiralizarion stocks
Annual spending needs $150,000
Annual income from nonpartfolio £350,000 from surg.c:] practice
sources (before rax)
Other return facrors Inflation is 3%
Risk considerations Crwns ]:u'g: concentration in U5,
small-capitalizarion stocks
Specific liquidity requircments £70.000 charirable donation in 10
mﬂﬂd'ls
Time specifications Retirement ar age 70
Tax concerns Income and capital gains taxed ar 30
percent
Qestions
1. Underline the word at right that best describes the client's:
A Whllingness to accept risk Below average Above average
B. Ability te accepi risk Below average Above average
C. Risk tolevance Below average Abaove average
D. Liguidity requirement Significant Mot significant
E. Time horizon Single stage Multistage
F. Overall time bovizan Shorr to intermediate rerm Long term
(. Tax concerns Significant Not significant
2. Discuss appropriate client ohjectives:
A Risk
B. Return
4l 4 16/ 239 Iy I B B E 908 Q——@@ 4
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12. Foothill College Endowment Fund

Case Facts 3
Type of investar Institutional; endowment

Purpose Provide annual scholarships currently totaling $39.5 million

Asser base $1 billion

Seated rerurn desire 6 percent, calcl.llat:d:lsqxndi.ngmof‘é percent plus
previously expected college tition inflation of 2 percent
Otther rerurn factors Revised expectation of college tuition inflation is 3 percent

Tax concerns Tax exempt
Questons
1. Underline the word at right that best describes the client’s:
A Risk talerance Below average Above average
B. .[Hj‘ﬂ'ldlg‘ requirement Sigu.iﬁcant Mot sig:.ﬁcan(
C. Time horizon Single stage Mulristage
D. Overall time horizen Short to intermediate term Long term
E. Tax concerns Significant Nor significant
2. Discuss appropriate client objectives:
A, Risk
B. Return

13. Vincenzo Donadoni Investment Profile (adapred from 1998 CFA Level 111 exam)

Case Facts

Type of investor Individual; 56 year ald male in gchl
health

Asset base 13.0 million Swiss francs (CHF)

Stated return desire ar investment Leave a trust fund of CHF 15.0 million

goal for three children
Annual spending needs CHF 250,000 rising with inflation
Annual income from other sources CHF 125,000 consulting income for
{afrer tax) next two years only

Ability to generate additional income No

W':lli.ngnﬁs to accept risk Impulsive, opinionared, successful wich
l:rg: bets as a businessman, believes
success depends on taking initiative

Specific liquidity requirements CHF 1.5 million immediately to
renavate house

CHF 2.0 million in taxes due in nine

maonths

Time specifications Long term excepe for liquidity concerns

Legal and regulatory factors None

Unique circumstances None

A 417729 -y WA
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Chapter 1 The Portfolio Management Process and the Inoestment Policy Statement 11
Questions 3
1. Underline the word at right that best describes the client’s:
A, Willingness to accept risk Below average Above average
B. Ability te accepe risk Below average Above average
C. Risk tolerance Below average Above average
D Ltqaaéq requirement Signiﬁc:mt Mot sigu.iﬁcs.nt
E. Time horizon Single stage Mulristage
F. Overall time harizon Short to intermediare term Long term

2. Diiscuss appropriate client objectives:
A. Risk
B. Return
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