Modern Portfolio Management

FIN 1543

Spring 2001

Professor Paul Bolster


413 Hayden Hall





Office Hours:


373-5051






Tuesday 10:00-12:00


373-8798 (Fax)






Thursday: 2:00-4:00


E-Mail: p.bolster@neu.edu




 (or by appointment)


Website:  www.cba.neu.edu/~pbolster

Overview:  This course is design to provide you with a solid understanding of the requisites for portfolio construction, management, and protection.  You will be exposed to both the theory and practice of portfolio management, and will be able to synthesize the two in an international context.  The course will begin with a review of the risk-return behavior of basic securities and then will adopt a portfolio orientation for the rest of the quarter.  At the end of the quarter, you should be well equipped to design a portfolio which is commensurate with stated objectives and to consider actions which maintain focus on that objective.  You should also have a good sense of how to assess the performance of a portfolio.
Prerequisites:
You must have completed Investment Management (Fin 1346) or an equivalent course



to take this course.
Required Materials:




Reilly, Investments, 5th edition, Dryden, 1999.



A financial calculator or a calculator capable of doing roots, powers, and logarithms.



A subscription or regular access to the Wall Street Journal and access to at least one



other investment oriented periodical (e.g., Barrons, Investors’ Daily, Forbes, Money,



Smart Money, Worth).  I will assign articles from the WSJ and other sources as the



quarter progresses.
Grading:
Midterm


35%



Final Exam

10%



Term Project

25%



Case Writeups

15%



Class Participation
15%

What you should already know or need to familiarize yourself with:


Statistical concepts:  Expected return, variance, standard deviation, covariance,




correlation, linear regression.



Theoretical concepts:  CAPM, beta, systematic and unsystematic risk.



Financial concepts:  Risk-adjusted return, bond valuation, dividend discount models,




P/E models, financial statement analysis, nominal vs. real interest rates,




basics of options and futures.

Procedures and Policies:  Come to class.  Attendance is not required, but you will place yourself at a significant disadvantage if you skip class frequently.  Also, you can not participate if you are not there.  Come to class prepared.  You will note that there are assigned readings and suggested problems for each class session.  Read the material prior to class.  If you have questions about the suggested problems, be prepared to articulate them.

The computer is your friend.  You have a term project that requires significant use of spreadsheets to perform statistical analysis.  The software that came with your text will also be helpful in several places.  You should feel free to send me e-mail at the address given on the previous page.  I check these mail sources frequently and can respond quickly.

Don’t be passive.  Not in class. Not in your dorm room, apartment, the corridors, the library, or anywhere else.  Take control of your experience in this class.  Seek and use all resources you can find to better your understanding of portfolio management and investing.  Work with your colleagues to find interesting information and bring it to class.  The primary objective of this class is for each of us to learn as much as possible about portfolio management and we are all allies in the learning process.

About Class Participation:  Your class participation grade will ultimately be a subjective judgment made by me.  I will consider your contributions in terms of both frequency and quality.  I will also consider attendance.  You can't contribute if you're not there.  I am also aware that the size and duration of the class will frequently require discussion to be limited.  If you are uneasy speaking during class, let me know and I will try to help.  But I do expect everyone to participate.

About Case Analyses:  The purpose of the (3) written analyses is to focus your critical attention on the portfolio decision within the case.  Your analysis should contain, at a minimum, a discussion of the background, definition of the decision including alternatives, some analysis toward choosing an alternative and a recommendation for additional analysis if needed.  You should conclude with a specific, supportable recommendation.

The narrative for your analysis should be no more than one typewritten page in length
  You may attach an additional page of supporting calculations if appropriate.  Case analyses are due at the beginning of  the class when they are scheduled for discussion.  Late cases will be eligible for a maximum of 1/2 credit.  While you are welcome to discuss the cases with your colleagues, your narratives must be independent.  Identical (or nearly identical) narratives will receive no credit.

This written commitment on your part will ensure adequate preparation to contribute to class discussion of the case.  Make a copy of your analysis to keep with you during discussion.

Schedule of Topics and Assignments
Setting the Stage:
3/29
Introduction






What is Portfolio Management?  What am I in for?

4/3
Risk, Return, and Duration:  A Review
Chapters 1 (including 1A) & 16 (pp. 587-592)

What are the fundamental measures of risk and return?  How do these measures change when


viewed in a portfolio context?


(Suggested Problems (P) / Questions (Q):  C1P: 6,8; C1AP: 1-3; C16Q: 6,7,8; C16P: 3-5)


Form Groups for Portfolio Project.
4/5
Investment Objectives


Skim Chapter 2

What is it that my clients want to achieve?  Why are some investment vehicles more suitable


than others?  What are the elements of a good investment objective?

Portfolio Theory:
4/10
The Role of Efficient Markets

Chapter 8

What are characteristics of an efficient market?  How does market efficiency (or lack thereof)


influence portfolio management decisions?


(Suggested Problems (P) / Questions (Q):  C8Q: 17-20, 25; C8P: 1-4)

4/12
Risk and Efficiency (I)


Chapter 6

Why does diversification happen?  How can we assess it mathematically and conceptually?


How can we exploit the potential for diversification in our security selection?  What role does


international investing play?


(Suggested Problems(P) / Questions (Q):  C6Q: 2,3,4,7; C6P: 3,6,7)

Initial Portfolio Prospectus due.
4/17
Risk and Efficiency (II)


Chapter 7

How does the world change if we have both risky and risk-free assets?  What are the real


world implications of portfolio theory?  Where does beta really come from?


(Suggested Problems(P) / Questions (Q): C7Q: 2,4-6;  C7P: 11,13,14)
4/20
Asset Pricing Models


Chapter 7

What are the CAPM and APT trying to tell us?  What is the link between common risk 


measures and market efficiency?


(Suggested Problems(P) / Questions (Q): C7Q: 14,15;  C7P:  1-3)

Case:  Beta Management
Assembling the Portfolio:

4/24
Security Selection and Screening

Chapter 13 (review)

How does the portfolio objective condition the choice of individual securities?  What does


diversification mean in the context of a bond portfolio?  What makes a screen effective?


What are the costs and benefits of screening? Can systematic risk be managed?


(Suggested Problems(P) / Questions (Q):  C13P: 6)
4/26
Equity Portfolio Management

Chapter 19 (pp. 668-680)


Can you really time the market?  Do the costs associated with active management outweigh


the benefits?  How do you make disciplined choices?  What is quantitative investment 


management?

(Suggested Problems(P) / Questions (Q):  C19Q: 2-4; C19P: 2)
5/1
Bond Portfolio Management

Chapter 20 (pp. 697-716)

Why are bond portfolios different from stock portfolios?  How are bond markets and stock


markets different?  What is interest rate risk?

(Suggested Problems(P) / Questions (Q):  C20Q: 14,16; C20P: 4,5)

Case:  Fidelity Investments
5/3
Performance Evaluation (I)

Chapter 22

How do you distinguish between superior performance and luck?  How do you develop


reward systems that encourage managers to maintain your objectives?

(Suggested Problems(P) / Questions (Q):  C22Q 21-22; C22P: 4,6,7)
5/8
Performance Evaluation (II)

Chapters 22

How can we decompose performance into decision categories?  What additional measures of


performance qualify the international component of a global portfolio?  How do you measure


and manage risk for international investments?  What are the costs and benefits of using 


benchmarks for performance?

5/10
Midterm Exam
Hedging Risk:
5/15
Review of Options and Futures

Chapter 17

What are these contracts?  How are they priced?  What’s available?

5/17
Using Options and Futures

Chapters 17 (681-690), 20 (716-727)

How can you protect your portfolio with derivatives?  How can you determine the best way


to hedge with the available instruments?  Why are interest rate futures so popular?

5/22
Using Options and Futures (II)

Readings to be assigned

What are the proper uses of index options and futures? How does Portfolio Insurance work?


What is Program Trading?

Strategic Issues: 
5/24
Asset Allocation



Chapters 19 (690-691), 2 (55-62)

What is Asset Allocation?  What is Global Asset Allocation?  What is a “long-short” portfolio?

5/29
Investment Philosophy

Are the portfolio’s objectives reasonable?  Have decisions been consistent with that objective?


How should modifications be implemented?


Case:  Jupiter Management Company
5/31
To be announced.


Group Portfolio Reports due for all groups.
6/4 – 6/8  
Final Exam Week!
PORTFOLIO MANAGEMENT PROJECT
The purpose of this project is to give you some experience constructing a portfolio that addresses a specified objective and monitoring portfolio performance over the course of an approximately 8 week period.  You will also identify and track a professionally managed mutual fund that has a similar objective.

This project will be carried out by groups of 3 to 4 students.  All students are required to submit peer evaluations of group members.

Startup:
Each group must submit a "prospectus" for a seed mutual fund at the beginning of class on April 12.  A seed fund represents a proposal for a mutual fund.  Many firms (Fidelity, Dreyfus, Putnam, etc.) provide modest resources for new funds that attract a particular segment of the market and provide a platform to examine the performance of new portfolio managers.  After a trial period, the firm may elect to market the fund in earnest or to liquidate it.  Your prospectus should contain the following information:


-- A description of the portfolio's objective(s).  Do not pick a strategy to fit the 7-week period!


-- A list of at least 8 positions which constitute the portfolio.  You must specify the number of 


    shares (or units) and the dollar value of each position.  You must also provide me with a brief 


    explanation for each choice.


-- Identify 3 publicly listed mutual funds with similar objectives.  These funds, along with the


    S&P500 index, will serve as benchmarks for performance. Since you are required to


    invest a significant amount outside of the U.S., you may want to build benchmarks by


    combining domestic funds with appropriate international funds.

Three other important pieces of information:  


(1) Your fund will be passive.  This means that the 8 positions you take will be with


      you throughout the quarter.


(2) You have $1,000,000 at your disposal.  There is no point in holding a cash balance.  So, 


      use it all!  Don't worry about investing the exact amount, but try to come close.   If you are


      shorting stocks, assume an initial margin requirement of 50%.  You may not buy stocks on


      margin.


(3) At least 25% of your funds must be invested outside of the U.S.  

Administration:
You need to track prices, compute other performance statistics, and organize this data for your final report.  You will also need to locate historical data on all of your securities for the identical period one year ago.

Track your individual securities, your portfolio, three benchmark mutual funds, and the S&P500 on a daily basis.  You will buy at the closing price on Wednesday, April 11.  The cutoff date for your final report is Friday, May 25.  (This represents 32 trading days.) Use a spreadsheet to retain this information.  Watch for dividend payments (or interest payments or mutual fund distributions) and convert prices into daily holding period returns.  Reinvest dividends or other payments into the security that produced them.

Final Report:
Due at 1:45PM on Thursday, May 31.

The final report should contain:


-- A copy of the prospectus submitted earlier in the quarter.  This copy should specifically address 


    any concerns that I raised when you initially submitted it back in April.


-- A detailed statistical appendix for analysis of your portfolio's performance that contains the 


    following results:



-- over the quarter (total HPY, average daily HPY, std. dev. of daily HPY, portfolio



    beta;  Sharpe, Treynor, and Jensen statistics)



-- with respect to other benchmarks (same stats)



-- over the historical 7-week period you have chosen (again including benchmarks and 


    reporting the same statistics)



-- a correlation matrix for your 8 securities derived using daily HPYs.



-- a correlation matrix relating your portfolio



    and other benchmarks.



-- be sure to include basic data regarding your individual positions (total HPY, daily



    HPYs, etc.)

This statistical abstract goes at the back of your report, but you need to complete it before you can write the following sections.



-- A brief narrative report on your performance.  (How did your portfolio do?)



-- Discussion of your performance and suggestions for future management of the



    portfolio.  (Why was your performance what it was?  Which securities were the



    drivers of your performance?  How could you improve it in the future? What 



    role did exchange rates play?  What instructions would you give to the manager



    who is taking over this portfolio?)  This discussion should draw upon your quantitative

    evaluation of the portfolio.

�Given the ability to produce very tiny fonts using computers and laser printers, you should assume that one page equals a page of characters that are no smaller than this. (Times New Roman 12)





