Fina411
Exam format:
· Midterm: mcq/essay
· Final: caseprepare a portfolio

How does one build a portfolio?

Chap1:
Is investing an art?
Investment process
1-understanding the client
2-asset allocation: what proportion of your money to put in different assets 
equities allocation: 100-age  the rest in fixed income
3-security selection
4-(portfolio execution): bulk or 10 by 10
5-performance evaluation

what is an “asset class” ?
a group of assets:
· Similar features
· Similar behavior
· Subject to same laws and regulations
· Investable
Asset classes: money market, fixed income, equities, aternatives
· Money markets: any investment that will be converted in cash in 1 year
treasury bills, certificates of deposit, commercial paper, bankers’ acceptances, repos and reverses, federal funds, LIBOR
money market = short term, not to seek profit (just to keep safe)
uses: parking money and safe-keeping
· Fixed income     bonds (treasuries, note, bond), corporates
Debentures
Mortgages
Other
Debenture vs bond bond is guaranteed by a collateral and a debenture is not
Fixed income is the core of the portfolio. Equities are volatile but fixed income gives a predictable profit

· Equities: achieve extra returns. If you want to make more money you invest in equities. 
· Alternatives: for a typical institution money markets 5%, fixed income 40%, equities 50%, rest= alternatives
· Real estate
· Private equity
· Commodities
· Hedge funds
· Infrastructure








CAPM:
k= rf+B(rm-rf)
k is what you would expect before you write a cheque to buy a stock
rf= a floor that we would consider
rm= return that you would expect from the stock market
B= is the premium from investing in a specific company
rm-rf= premium from investing in the stock market

assumptions:
investors:
· Investors are rational
· Single period planning period
· Homogenous expectations and input
Market structure:
· All assets may be traded
· Short positions permitted
· Unlimited borrowing at rf
· All information is public
· No transaction costs
· No taxes

Multifactor Rt= alpha+beta GDP+ beta IR+ e1
Fama french ? CAPM does not predict the required rate of return: i.e. doesn’t work
CAPM= RF+ Bmkt,j (Rmkt – Rf)+ Bsmb,j (Rsmall-Rbig)+ Bhml,j (Rhbm-Rlbm)
Small cap premium
Value return premium
Hbm= high book value
Lbm= low book value

Pastor Stambaugh ? FFM forgot liquidity (how fast you can buy and sell)
If the company stock is more liquid, it is worth more because you can buy and sell faster. Liquidity is good. 
PSM= FFM+ liquidity factor

Management:
· Passive= we are trying to duplicate the market
· Active= do better in the market

-Passive bonds: bond index funds, immunization, dedication strategy
-Active bonds: sustitution swap, intermaket swap, rate anticipation swap, pure yield pick-up swap, tax swap

passive investment management ETF/index: stock exchange
+trade continuously throughout the day
+can be sold short or purshased on margin
+ potentially lower taxes
no fund redemptions
large investors can exchange their ETF
exchanges for shares in the underlying portfolio
+lower costs (no research andminimum marketing)

Black-Litterman(asset allocation) 5 steps:
1. Create covariance matrix  from historic data
2. Determine a baseline forecast
3. Integration of portfolio manager’s private views
“contrarian view of bonds. Stocks are ahead of themselves and bonds should outperform by 0.5%” 1xRb= (-1)Rs=0.5%
4. Revise forecast
5. Portfolio optimization

4000,5000 slots in stock exchange new york
70,000 slots in stock exchange in the world

chapter 6: efficient diversification
diversificationwin win situation
-higher return with same risk
-same return with lower risk

investment essentials: return and risk
return= 2 securities or moreweighted average
risk

traditional investment    
· Stocks
· Bonds

Benefits of alternative investments
-lower correlation with traditional investment returns
-higher average returns than traditional investment

risks of alternative investments ?
1- lack of transparency= not enough depth as a public company
2- liquidity
3- higher fees (management, incentive)
4- less regulated
5- different tax treatments
6- high due diligence costs
7- informationally inefficient-requires special skills
8- difficult appraisals-benchmarking is a challenge
9- use of derivatives (commodities)
10-correlations with traditional investment returns vary over time, may increase during crisis

· better chance to find undervalued assets
· higher risk, higher return

alternative investments: real estate
direct investment  ownership of actual properties
indirect investment
· REITS
· CREFS, pooled, or separately managed accounts
· Companies involved in the RE business
· Infrastructure funds
Pros?
-tax deductible expenses
-potential for high leverage
-direct control
-diversification of total portfolio (geographix, location and property type)
cons?
-high unit costs, indivisible
-high costs to acquire and analyze info
-high commission and transaction costs
-seller has an information advantage
-requires hands on property management

valuation
1- comparable sales approach:
recent sales of similar properties
2- cost approach:
replacement cost to rebuild (- depreciation)
3- income approach:
a) multiplier
an office building generates $2.9 million of estimated gross income. Comparable office buildings sold for 3.5x average gross income. Compute market value.
MV= 2.9 x 3.5= 10.15 million
b) net operating income/capitalization rate
rental income if fully occupied
+other income
=potential gross income
-vacancy and collection loss
=effective gross income
-operating expense
=net operating income (NOI)
differences:
1- potential not actual income
2- depreciation not included 
3- interet expense not included
4- income taxes not included
capitalization rate= forecast NOI/ property value
property value= forecast NOI/ capitalization rate
cap rate= discount rate value= NOI/ cap rate
c) pv of cf from property

REIT valuation approaches:
1- net asset value
value of REIT assets to a private buyer
NAV= (market value of assets – market value of liabilities)/ number of REIT shares outstanding

 FFO adjustments
Accounting net earnings
+depreciation expense
-gains (losses) from sales of property and debt restructuring
=FFO (funds from operations)

2- price to funds from operations (P/FFO)
most common multiple method
3- price to adjusted FFO (P/AFFO)
4- discounted cash flow
applied in the same way


venture capital
1- formative stage
angel investing: business plans, mkt potential
	seed stage: product development, mkt research
	early stage: begin production and sales
2- later stage: company expansion
3- mezzanine stage: prepare for IPO

defintion and terms:
· committed capital: what a national bank commits to pay in total
· draw down  to invest in portfolio companies: the advances
· management fees: typically 1% to 3% of commited capital
· incentive fees: typically 20% of profits
· carried interest: an incentive fee that is collected after the investors capital has been returned
· clawback: allow investors to reclaim fees paid earlier if
· the fund does not later return the initial investment
· and a minimum return requires managers to return excess fees
· vintage year
· capital call
· PIC (paid-in-capital): % of capital used by GP
· DPI (distributed to PIC) LP’s realized return, cash –on-cash return
· RVPI (residual value to PIC) LP’s unrealized return
· TVPIC (total value to PIC)
-measures LP’s realized and un unrealized return
-sum of DPI, and RVPI




















Chapter 18: portfolio performance evaluation 
1- Sharpe
2- Treynor
3- M2
4- Jenson
5- Information return
6- Style analysis
7- Attribution

Types of management revisited:
· Passive management we want to take low risk
· Active management

Performance evaluation
· Purpose
· are the returns worth
· the risk
· and the fees

Factors that lead to abnormal performance
1- succesful across asset allocation
· money markets/ bonds/ equity/ alternative
2- superior allocation within each asset class
· sectors or industries (e.g. “financial)
· banks/insurance
3- individual security selection
· BMO / RBC/ td

1- Sharpe ratio
Sharpe ratios = (rp-rf)/
-Use when choosing among competing portfolios that will not be mixed.
-In practice used when one manager handles the (entire) portfolio
The weaknesses:
· it assumes that risk is the same as standard deviation
· it includes all the risks including unsystematic risk and systematic risk

2- Treynor
Treynor ratios= (rp-rf)/
-use evaluate a portfolio when portfolio is a piece of a larger portfolio that has different managers.
Does not compensate for the risk the investor took

3- M2   MEASURE
· Variation of the sharpe ratio that is easier to interpret
· concept of the sharpe is easy to interpret but the sharpe number is not
· developed by modigliani and Modigliani; hence M2
· use M2 to compare performance of a managed portfolio (MP) with a market index
· the M2 measure creates a hypothetical complete portfolio that is composed of T-bills and the managed portfolio that has the same standard deviation as the market index.
	
	Managed portfolio
	market
	t-bill

	return
	32%
	18%
	6%

	St deviation
	40%
	25%
	0%



Purpose: create a complete portfolio with same risk as the market
market= WMPMP+(1- WMP)T-BILL
25%= WMP40% + (1- WMP)0
WMP= 25%/40%=62% and WMP= 37.5%
E(rp complete)=(0.625)(0.32)+(0.375)(

4- Jenson


5- Information ratio
=
Jensen’s alpha of the portfolio divided by the nonsystematic risk (non systematic risk could, in theory be eliminated by diversification). It is the risk specific to the company.
Summary of measures:
	Performance measure
	definition
	application

	sharpe
	Rp/
	When choosing among portfolios competing as the optimal risky portfolio

	treynor
	Rp/
	When ranking many portfolios that will be mixed to form the optimal risky portfolio

	Information ration
	p/
	When evaluating



Rf=2%, which investment manager did better ?
	
	fidelity
	pershing

	return
	12%
	16%

	Risk 
	15%
	23%

	sharpe
	0.67
	0.61


Fidely because of the higher sharpe ratio

6- Style analysis
· Value
· Growth
· Mixed
· Money markets
· Small cap
· Large cap
· P/E’s

7- Attribution
Performance measurement

Asset allocation: change in weight x rmarket

A. Contribution of asset allocation to performance
	market
	(1) actual weight in market
	(2) benchmark weight in market
	(3) active or excess weight
	(4) market return (%)
	(5) contribution to performance (%) (5)=(3)x(4)

	equity
	0.70
	0.60
	0.10
	5.81
	0.5810

	Fixed income
	0.07
	0.30
	-0.23
	1.45
	-0.3335

	cash
	0.23
	0.10
	0.13
	0.48
	0.0624

	Contribution of asset allocation
	
	
	
	
	0.3099



	Selection: change in r x weightportfolio
B. contribution of selection to total performance
	market
	(1) portfolio performance (%)
	(2) index performance (%)
	(3) excess performance (%)
	(4) porfolio weight
	(5)=(3)x(4) contribution (%)

	equity
	7.28
	5.81
	1.47
	0.70
	1.03

	Fixed income
	1.89
	1.45
	0.44
	0.07
	0.03

	Contribution of selection within markets
	
	
	
	
	1.06



Summary 0.31+1.06=1.37
A. Contribution of asset allocation to performance
	market
	(1) actual weight in market
	(2) benchmark weight in market
	(3) active or excess weight
	(4) market return (%)
	(5) contribution to performance (%) (5)=(3)x(4)

	equity
	0.70
	0.60
	0.10
	5.81
	0.5810

	Fixed income
	0.07
	0.30
	-0.23
	1.45
	-0.3335

	cash
	0.23
	0.10
	0.13
	0.48
	0.0624

	Contribution of asset allocation
	
	
	
	
	0.3099


B. contribution of selection to total performance
	market
	(1) portfolio performance (%)
	(2) index performance (%)
	(3) excess performance (%)
	(4) porfolio weight
	(5)=(3)x(4) contribution (%)

	equity
	7.28
	5.81
	1.47
	0.70
	1.03

	Fixed income
	1.89
	1.45
	0.44
	0.07
	0.03

	Contribution of selection within markets
	
	
	
	
	1.06







Chapter 19: globalization and international investing
1- size of stock markets in world
United states has the largest stock market in the world
Us accounts for 40% of the total world stock market

2- risks of investing internationally
· country specific, GDP, event specific
· currency, the stronger the currency the stronger the stock market
int’l returns 1+r (domestic)= [1+r(foreign)] x (E1/E0)
If you invest in  a british security and earn 10%, find the return in U.S. dollars given. Initial exchange rate : pound= $2, final exchange rate: pound= $1.85
R(US)= 1.75%
· political: gov stability, socioeconomic conditions, investment profile, internal conflicts, external conflicts, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability, bureaucracy quality.
· Corruption
· technology
3- are emerging markets riskier
yes
4- are emerging markets more $
5- are there any diversification benefits
· evidence shows int’l diversification is beneficil
· possible to expand 
6- where should we invest
brazil, russia, india, china, south africa
7- how can you invest
· direct stock purchases
· ADRs depository receipts
· Fund managers/ mutual funds
· WEBS (world equity benchmark series)
8- is income gap (disparity) important
we want narrow disparity
Canada has the fairest wealth distribution
India has the evenest wealth distribution
Gini coefficient shows the distribution of income
9- is ethical behaviour profitable
most ethical: Denmark, Canada
most corrupt: Russia, vietnam, north korea, somalia
there is evidence showing that ethical managers benefit over the long-run
10- BRICS vs Next…?
Bangladesh, egypt, indonesia, korea, mexico, nigeria, pakistan, philippines, turkey, vietnam

United states has the largest stock market in the world
[bookmark: _GoBack]Us accounts for 40% of the total world stock market 
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