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I .I .I .I .  BROADBROADBROADBROAD    THREETHREETHREETHREE----ASSETASSETASSETASSET----CLASSCLASSCLASSCLASS iiii    MODELMODELMODELMODEL     

Cash needs should be the start ing point of  

the investment pol icy review. Variables such 

as current portfo lio value and budget, as wel l 

as project ions for operating and capital 

draws, debt service, long-term total spending 

rate and fund rais ing drive base al locat ion 

f ixedf ixedf ixedf ixed ---- income income income income investments 1.  This al location is 

complemented by “risk moderators” such as 

long volati l ity and market stress strategies. 

The equ ity  equ ity  equ ity  equ ity  r isk premium 2 is captured by a 

global index fund. A lphaAlphaAlphaAlpha  generators 3 comprise 

act ive managers and alternative investments.  
    

        

                                                           
1 Higher  overa l l  f ixed  income a l locat i ons  decrease  the  need  fo r defaul t - r i sk - f ree ass ets  in  the port fo l io  
2 Adjust  for  Pr ivate  Equi ty exposure  
3 Each opportuni ty mus t possess  i ts  own id iosyncrat i c  mer i t  wi thout  regard  to  ca tegory     

Asset  Class  Asset  Class  Asset  Class  Asset  Class  

Mode lMode lMode lMode l

Beta  Beta  Beta  Beta  

Exposure sExposure sExposure sExposure s

PortfolioPortfolioPortfolioPortfolio

Liqu id ity L iqu id ity L iqu id ity L iqu id ity 

Constra intsConstra intsConstra intsConstra ints

•Fixed Income and Risk Moderators

•Equity Risk Premium

•Alpha Generators



 

I I .I I .I I .I I .  BETA EXPOSUREBETA EXPOSUREBETA EXPOSUREBETA EXPOSURE    

Beta can’t be located in isolated market segments

observed at the ful l portfo lio level .

process used to “disso lve” the diversif iable

 

Blend of stress tests and forecasted volat i l ity from histor ical return data

and determine the posit ion weights 

level .  

 

�  Equ ityEqu ityEqu ityEqu ity : Developed, Emerging

�  Nomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R isk

�  In f la t ion  In f la t ion  In f la t ion  In f la t ion  R iskRiskRiskRisk : Inf lat ion Linked Bonds, Commodities, Real Assets

�  Vola t i l i tyVo la t i l i tyVo la t i l i tyVo la t i l i ty     (S tr es s )(S tr es s )(S tr es s )(S tr es s ) ii: Long Volat il ity

 

I I I .I I I .I I I .I I I .  LIQUIDITYLIQUIDITYLIQUIDITYLIQUIDITY    CONSTRAINTSCONSTRAINTSCONSTRAINTSCONSTRAINTS

Analyze and evaluate both pre-exist ing sources

capital commitments, concentrat ion in i l l iquid holdings, contractual lockups

new contingencies such as increased 

redemptions, unexpected encumbrances on posit ions

il l iquidity from unacceptable trading spreads

Equity Interest Rates

Beta can’t be located in isolated market segments of  the portfol io . It  can only be 

portfo lio level . Beta exposures are created by the diversif icat ion 

the diversif iable sources of  r isk. 

 

tests and forecasted volat i l ity from histor ical return data

weights which create desired level of  r isk at the portfo lio 

: Developed, Emerging 

Nomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R iskNomina l  In te r es t  Rate  R isk : Developed, Emerging 

: Inf lat ion Linked Bonds, Commodities, Real Assets 

: Long Volat il ity/Credit Spread Strategies, Active Hedging

CONSTRAINTSCONSTRAINTSCONSTRAINTSCONSTRAINTS     

exist ing sources  of  l iquidity constraints such as pr ior 

tments, concentrat ion in i l l iquid holdings, contractual lockups

such as increased l iquidity needs, stretch-out of anticipated 

redemptions, unexpected encumbrances on posit ions presumed liquid, functional 

unacceptable trading spreads, etc. 

Beta Exposures

Portfolio

Interest Rates Inflation Volatlity

of the portfol io . It  can only be 

iversif icat ion 

 

tests and forecasted volat i l ity from histor ical return data measure risk 

at the portfo lio 

Active Hedging 

such as pr ior 

tments, concentrat ion in i l l iquid holdings, contractual lockups, and from 

out of anticipated 

presumed liquid, functional 

 

Volatlity



 

Construct liquidity “heat map” database and classi fy assets using “ l iqu id i ty/beta  l iqu id i ty/beta  l iqu id i ty/beta  l iqu id i ty/beta  

mat r ixmatr ixmatr ixmatr ix iii as being: 1) cash- like with lower returns and less beta-sensitivity, 2) beta-

sensit ive but potentially l iquid through their “cashabil l ity”, 3) il l iquid but beta sensit ive , 

and 4) il l iquid and beta insensit ive. 
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Premium Market Part ic ipation 
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Market Defense Satisfy Cash Needs 

 

Market Defense 

Long-term diversif ication potential 

 

 

 

 

TACTICALTACTICALTACTICALTACTICAL    ASSET ALLOCATIONASSET ALLOCATIONASSET ALLOCATIONASSET ALLOCATION    

When compared to a f ixed-weight investment pol icy (with regular rebalancing) dynamic 

policies add value at times, but at the cost of more consequential changes in the asset 

mix. However, value can be gained by introducing a short-term r isk management  program 

as long as a robust governance structure is in place that can accommodate such a 

program. Also, the viabi l ity of  a short-term risk management program should be assessed 

against the alternative of rebalancing and simply reducing the level of  total portfo l io risk 

in t imes of  market uncertainty. 

 

                

        MARKET RISK AND THE "IDEALIZED" MARKET CYCLEMARKET RISK AND THE "IDEALIZED" MARKET CYCLEMARKET RISK AND THE "IDEALIZED" MARKET CYCLEMARKET RISK AND THE "IDEALIZED" MARKET CYCLE             

    

  Marke tMarke tMarke tMarke t     Macro  Macro  Macro  Macro  Uncer ta intyUncer ta intyUncer ta intyUncer ta inty     Marke t  Uncer ta intyMarke t  Uncer ta intyMarke t  Uncer ta intyMarke t  Uncer ta inty       

  Risk Economy Inflat ion Monetary VIX Credit Spread   

  Low Growing Low Neutral Low Narrow   

  Rising Slowing Rising Tightening Rising Widening   

  High Contracting Fall ing Easing High Wide   

  Fall ing Recovering Fall ing Easing Fall ing Narrowing   

                

 

 

  



 

MISCELLANEOUS IDEAS AND CONCEPTSMISCELLANEOUS IDEAS AND CONCEPTSMISCELLANEOUS IDEAS AND CONCEPTSMISCELLANEOUS IDEAS AND CONCEPTS    

 

REBALANCINGREBALANCINGREBALANCINGREBALANCING    

�  Rebalance when actual allocat ions deviate mater ial ly from target al locations, 

rather than rebalancing at specif ied t ime intervals.  

�  Rebalancing to the edge of  the range as opposed to the target provides a superior 

risk control/cost outcome. 

�  Evaluate use of  over lays strategies to gain or reduce exposure to Beta factors 

during transition phase. 

 

INVESTMENT MANAGERSINVESTMENT MANAGERSINVESTMENT MANAGERSINVESTMENT MANAGERS iv    

Systematically terminating underperforming managers might not be the optimal strategy. 

In other words, an effect ive managers’ se lection/termination process should not focus 

so le ly on attr ibute (performance) but also consider the c ircumstance (“bad break” vs. bad 

process) that shaped performance. 

    Good OutcomeGood OutcomeGood OutcomeGood Outcome     Bad OutcomeBad OutcomeBad OutcomeBad Outcome     

    

Good Proces sGood Proces sGood Proces sGood Proces s     

 

Deserved Success 

 

 

Bad Break 

    

Bad Proces sBad Proces sBad Proces sBad Proces s     

 

Dumb Luck 

 

 

“Poetic Justice” 

 

ALPHA ALPHA ALPHA ALPHA GENERATORS (ACTIVE MANAGERS AND ALTERNATIVE INVESTMENTS)GENERATORS (ACTIVE MANAGERS AND ALTERNATIVE INVESTMENTS)GENERATORS (ACTIVE MANAGERS AND ALTERNATIVE INVESTMENTS)GENERATORS (ACTIVE MANAGERS AND ALTERNATIVE INVESTMENTS)     

�  Evaluate al locat ion to currency managers (especial ly unfunded mandates) and 

CTAs to al leviate some of  the l iquidity constraints while retaining acceptable 

levels of expected returns. 

�  Diversify by investment style (top-down, bottom-up), performance under different 

market regimes (momentum, mean reversion), and t ime horizon. 

�  Avoid short-volati l ity strategies.  

 

TACTICAL ALLOCATIONSTACTICAL ALLOCATIONSTACTICAL ALLOCATIONSTACTICAL ALLOCATIONS v    

 

�  Build a list of  r isk factors and systematically regress these factors against pr ice 

performance. FFormulate a view of the world from outside the model , however. 

Don‘t look for the precise and the local and look for off-model r isks when 

expressing tact ical bets.  

�  Look for distressed pric ing and opportunities.  



 

�  Relate the price cycle to the sentiment cycle.  

 

 

 

INVESTMENT PHYLOSOPHY AND PERSONAL BELIEFSINVESTMENT PHYLOSOPHY AND PERSONAL BELIEFSINVESTMENT PHYLOSOPHY AND PERSONAL BELIEFSINVESTMENT PHYLOSOPHY AND PERSONAL BELIEFS     

“The only certainty is that there is no certainty. With both uncertainty and r isk, 

outcomes are unknown. But with uncertainty, the underlying distribution of outcomes is 

undef ined, while with r isk, we know what that distribution looks l ike.” 4 

“In any probabilistic f ie ld, you’re better of f focusing on the decis ion-making process than 

on the short-term outcome.” 5 

“Categoriz ing is necessary for humans, but it  becomes pathological when the category is 

seen as def initive , preventing people from consider ing the fuzziness of  boundaries,  let 

alone revis ing their categories.” 6 

Invest ing has l ittle to do with predicting. Rather, focus on the construct ion of IF => 

THEN/ELSE scenarios 7. In other words, invest in preparedness, not in prediction. 

In general , I favor barbel l- ,  and core/sate ll ite-types of  portfol ios.  

                                                           
i “Pars imonious  Asse t Al locat ion”  Richard  M.  Ennis ,  CFA - Financia l  Analysts  Journal  
ii “Us ing  Vola t i l i ty  Regimes :  The  FQ MRI (Market  R isk Index)”  Ed Pete rs  –  FQ Perspect ives  
iii “Port fo l io  Liquid i ty”  Mart in Leibowitz –  Morgan Stanley  Port fo l io  S tra tegy  
iv “Sel ec t ion  and Terminat ion of  Investment  Management  Fi rms by Pl an Sponsors”  Amit Goyal  and  Suni l  

Wahal  -  The Journal  o f  F inance  
v “The Nature  o f  Ri sk” Jus t in Mamis  –  Fras er  Publ i sh ing Library  

                                                           
4 M.  J .  Maubouss in  
5 M.  J .  Maubouss in  
6 N.  S .  Taleb  
7 For  example ,  bui ld  a  database  that re la tes  managers ’  per fo rmance  to  d i f f e rent market  cyc les  and reg imes .  


