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Asset Allocation with Real World Constraints
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2.1 2.2 2.3 2.4
Asset Size Liquidity Time Horizon

Regulatory & Other
External Constraints

Limited no. of potential asset classes for asset

owners with:

e too large portfolios due to lack of availability of

investment

e too small portfolios because some investments

vehicles.

require a minimum amount.

Managing a large asset pool requires: engagement
of no. of asset-managers and supervision of their

performances.

Investment managers generally have decreasing
return to scale due to: large trade sizes, greater
price impacts, forced pursuit of investments outside

their expertise

Asset owners have increasing return to scale due to:
cost savings related to internal management and
ability to allocate to asset classes unavailable to

and slow decision-making.

small funds (for example private equity).

Owners of very large portfolios generally invest
passively in developed market equities and allocate

assets to private equity, hedge funds and

infrastructure where having large size of investment

is an advantage.

asset classes.

e Two dimensions of
liquidity are investor’s
liquidity needs and
liquidity features of

owner’s:

e Astime passes,
characteristics of asset-

e Human capital changes
o Liabilities changes

24.1
Insurance Companies

2.4.2
Pension Funds

2.4.3
Endowments &
Foundations

24.4
Sovereign
Wealth Funds

p

ri

Major concerns for Insurance
co.
e matching assets to the

are:

rojected cash flows of the
sks being underwritten.

e Paying claims to policyholders

e maintaining co.’s financial
strength

Factors that directly affect the

insurance businesses are:

Risk-based capital measures
Yield

Liquidity

forced liquidation of assets

Asset allocation for

pension funds are

subject to constraints

such as:

e limiting allocation to
certain asset classes

e taxrules,

e other accounting,
reporting and
funding restraints.

General features include:

e Long-term time-horizon

e no obligations

e in addition to common
constraints, these funds
are subject to broad
public scrutiny and
constraints such as
adopting lower risk asset
allocation, cultural,
religious factors, ESG
(environmental, social &
governance)
considerations

Asset allocation of
endowments and

foundations is influenced by:

e Tax Incentives: tax
benefits tied to certain
minimum spending rules
or relaxed spending
requirements for
investing in socially
responsible stocks.

e Credit Considerations:
Lenders often place
covenants to maintain
certain min. liquidity and
balance sheet ratios.
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3. ASSET ALLOCATION FOR TAXABLE INVESTORS

Some factors that affect the tax efficiency of asset returns include:
e Contribution of interest,
e Dividends
e Realized or unrealized capital gains
e Jurisdictional rules (regarding how returns of certain assets are taxed)

e Capital losses usually offset capital gains.

Some commonalities across many jurisdictions regarding how investment returns are taxed are:
e Interest income is taxed at progressively higher income tax rates in many countries.
e Lower tax rate for dividend income and capital gains compared to interest income and earned income.

e Entities and accounts can be subject to different tax rules (tax-deferred, tax exempt, taxable accounts),

31 3.2
After-tax Portfolio Taxes & Portfolio
Optimization Rebalancing
e When cost basis of assets is <(>) its market The equivalent rebalancing
value, taxable assets have unrealized capital range for the taxable
gains (losses) and embedded tax liability investor is derived by
(asset) is formed. adjusting the pre-tax
e Three ways to adjust the current market value deviation by the tax rate.
to reflect embedded tax liability or assets are: After-tax rebalancing range
1. Subtract the value of the embedded =Ryt = Rpre tax
capital gain tax from the market value as 1-tax
if it were sold today.

2. Assume the asset is sold in the future and
discount the tax liability to its PV using
the asset’s after tax return as the discount
rate.

3. Assume the asset is sold in the future and
discount the tax liability to its PV using
the asset’s after tax risk-free rate.

e Expected after tax standard deviation = g, =

th(l —t)

33
Strategies to
reduce Tax Impact

To reduce tax cost other

strategies include:

» Tax-loss harvesting-

» Strategic tax location. Two
types of account that offer
tax benefits are:

i. Tax-exempt accounts
ii. Tax-deferred accounts

4.REVISING THE STRATEGIC
ASSET ALLOCATION

The circumstances that may initiate a special
review of asset allocation policy are:

. Change in goals

. Change in Constraints

. Change in Beliefs
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5. SHORT-TERM SHIFTS

IN ASSET ALLOCATION

conditions.

markets.

Common risk constraints:

i. Sharpe ratios

Characteristics of TAA are as follows:
e capturing temporary return opportunities regarding financial or economic market

e Assumes that investment returns are predictable in the short-run.
e Finding cyclical variations within a secular trend or short-term price changes in capital

e Short-term adjustments to broad asset-classes, sectors or risk factor premiums

e acceptable range around each asset class policy weights
e predicted tracking error budget versus range of targeted risk
TAA Evaluation: comparison of TAA and SAA with respect to

ii. information ratio or t-statistic of excess return
iii. realized risk and return of TAA portfolio and the realized risk and return of
portfolios along the SAA’s efficient frontier.

iv. performance difference using the attribution analysis
TAA Drawbacks:
. Higher trading costs and higher taxes (for taxable investors).
. Higher concentrated asset class risk
5.1 5.2
Discretionary Systematic
TAA TAA

Discretionary TAA typically focuses on:

. asymmetric return distribution

. skilled managers

o temporary market movements

Short-term forecasts require number of inputs that
provide relevant information about:

1. Current and expected political, economic and
financial market conditions: Valuation measures
(such as P/E, P/BV, Div. yield), term & credit
spreads, central bank policy, GDP growth, earnings
expectations, inflation expectations, leading
economic indicators.

2. Economic sentiment indicators: Consumer
spending, level of optimism regarding economy and
personal finances.

3. Market sentiment: Sentiments of financial market
participants. Three key indicators are:

o Margin Borrowing: Higher prices boost
confidence and trigger more buying on
margin that in turn spur higher prices.

o Short interest- indicates current & future
bearish sentiment

o Volatility Index: (fear index), indicates
market expectations of near-term volatility.

Systematic TAA captures asset class anomalies that
have shown predictability and persistence historically.

1. Valuation signals: Different asset classes have their
own value signals.

Equity Classes: Valuation ratios for equities
include: dividend yield, cash flow yield and
Shiller’s earning yield
Fixed Income: yield-to-maturity and term
premiums (yield in excess of the risk-free rate).
Commodities: comparing roll yields (+ve is
backwardation, -ve is contango)
Currencies: comparing short-term interest rate
gaps to determine which currency to overweight
or underweight.

2. Trend Signals:
Most recent 12-month trend-
Moving average cross-over
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6. DEALING WITH BEHAVIORAL

BIASES IN ASSET ALLOCATION

6.5 6.6
Framing Bias Availability Bias

6.1 Loss 6.2 lllusion of 6.3 Mental 6.4

Aversion Control: Accounting Representative
[ Bias

suggests that losses are

significantly more powerful e investors categorize assets .

than gains and liabilities into arbitrary

investor’s fail to maintain their groups.

asset allocation when returns e Goal-based investing .

are —ve. incorporates mental

Goal-based investing alleviates accounting by linking each

loss-aversion bias by: goal with a separate sub-

o Funding high priority goals portfolio. .
with less risky assets: e Associated issues include:

o Framing risk in terms of Concentrated stock positions
shortfall probability: & Endowment Effect. .

In institutional investors, loss e Assign concentrated assets to

aversion can be observed in meet less important goals.

the form of herding behavior.

a person’s response is
dependent on how the question
is framed.

In asset allocation, investor’s
choice is dependent on how the
investment’s risk and return are
presented,

Some portfolio risk measures
other than variance are VaR,
CVaR, Shortfall probability

The best approach to scale down
the effects of framing bias is to
provide a full range of pertinent
information.

e individuals overestimate their ability to control
events
e Some common behaviors attributed to this bias
are:
» Alpha-seeking behaviors, frequent trading and
tactical allocation shifts,
» Institutional investors who believe that their
internal resources are superior,
» Excessive use of leverage or short selling
» Concentrated stock positions
e To alleviate the bias, use global market portfolio
as a starting point in developing the portfolio.

e tendency to give more

weight to recent events as
compared to long-term
events

Objective asset allocation
policy with pre-specified
allowable ranges and strong
governance framework can
help overcome the bias.

e people give more importance to
easily recalled info.

e |n asset allocation, two biases
stem from availability biases are
familiarity bias and home bias

To mitigate the effects:

e use the global portfolio as a
starting point and properly
evaluate all deviations

e avoid comparison of investment

returns or allocation decisions
with others.

objectives.

governance are:

1. Clearly stated long-term and short-term investment

Six important features of effective investment

2. Allocation of rights and duties in the governance hierarchy
based on their knowledge, expertise and designation.

3. Articulate procedures for developing and approving the IPS.

4. Articulate procedures for developing and approving the
strategic asset allocation.

5. Areporting framework to monitor the performance for
attaining the goals and objectives.

6. Periodic governance audits.
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