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COURSE DESCRIPTION

Strategic Asset Allocation is a course which faces the real challenges faced by chief investment officers when allocating savings in global portfolios.  This course will not deal with the art of stock selection, not with the art of specific bond selection.  It will just deal with the big global flows based on top down investment.  To achieve this, the course will start to describe the main asset classes available to trade ideas, and how these classes behave to data.  It will then describe the main macro factors impacting the financial markets.  In a third module, the course will brief students on the valuation tools that strategists use to allocate funds on a global basis.  Finally, the course will explore the risk management mechanisms available for the asset allocate through the use of derivatives, as well as a discussion on volatility as an asset class.
Course Objectives
· To understand the real links between macroeconomics and financial markets
· To have a clear understanding on the working of the asset classes traded in the financial markets, and how this trading relates to opinions driven by macro and micro fundamentals
· To understand the important distortions existing today in the financial markets: impact of hedge funds in the fx market, impact of Asian reserves in the yield curve, impact of Asian industrialization in the commodities market, impact of risk appetite in asset volatility.
· To have a clear view on the derivatives strategies which allocators can implement to manage their risk positions.
· To comprehend the working of alternative investment assets, such as volatility (&variance swaps), Real Estate Investment Trusts & Commodities.
· To analyze the relationships between equity and credit asset classes.
· To summarize the key instruments investors can use to trade asset classes: ETF, futures, index, fund of funds...
PROGRAM 

A lot of quality information is provided in the readings.  Full reading of these documents is not assumed.  Yet, the executive summary of these reports should be read and understood in order to profit from the class discussion.  The remainder of the document could prove very useful in your future careers.
SESSIONS 1-2
Asset classes in the financial markets
This introductory session will deal with the main assets investors use to trade ideas driven by macro factors.  In concrete, the following assets will be covered:
· Government Bonds – Developed and emerging market bonds
· Corporate Bonds – High Yield and investment grade
· The Credit Default Swap market.
· Inflation linked bonds

· Cash
· Equities – regional allocations
· Commodities – Oil, Precious Metals, Other commodities
· Real Estate Investment Trusts
· Other alternative investments: hedge funds and private equity
Readings:
· Methodology Overview, UBS, October 2003
· European rainmakers, UBS, April 2004 
· The crude oil curve, UBS, May 2006

· Watching Flows, UBS, December 2002.

SESSIONS 3-4
Economics for asset allocation decision

This introductory session will deal with the relationships between the financial markets and the macro data.  The following concepts will be discussed:
· US: Fed policy setting.  Core CPI.  Core PCE.  Impact of Fed in financial’s markets.
· Capacity utilization, NAIRU and impact on profit margins.
· ECB policy setting.  The relevance of M3 growth.  Financial liquidity vs. economic liquidity.
· How investors react to rate decisions.  Economic optimism vs. pessimism.
· Globalization and inflation.
· Bretton Woods II system – APAC – US 
· Impact of reserve accumulation on the financial markets: the real interest rate.
· Petrodollars and Chinese sterilization policies – impact on the treasuries market
· Analyzing growth data.  Relevance of the consumer.
· The FX market.  Fundamentals & impact of hedge funds.
· Elasticity of exports.
· The carry trade.  Currency mismatching.  Readings of the yield curve shape
· Emerging markets, risk appetite and emerging spreads.
· Fiscal policy.

· The importance of productivity.  Unit Labor Costs. Impact on earnings growth.

Readings:
· Emerging Markets FX Opportunities, February 2007.

· Capital flows and the world economy: petrodollars, Asia and the Gulf, UBS, July 2006

· China’s True Growth: NO Myth or Miracle, Jonathan Anderson, Far Eastern Economic Review, September 2006.

· The Myth Behind China’s Miracle, George J. Gilboy, Foreign Affairs, July/Aug 2004

· Europe and the Spectre of Globalisation, UBS, October 2005

· How are demographics changing the global economy? UBS, April 2006

Back Up Optional Readings:

· An Investor Guide to the US Economy, UBS, April 2002

· Euro Area Data Decoder, UBS, March 2003

SESSIONS 5-6

Valuation tools for strategic asset allocation

These two sessions will discuss the valuation tools asset allocators use to take investment views.  In concrete, we will explore:
· Price to Book vs. Real ROE
· PE vs. Earnings growth

· Assessing corporate health

· Synchronization of markets

· Default cycle

· Tactical risks

· Equity vs. credit: the CDO market

· Oil shocks
· Correlation between asset classes
· Valuation of bonds.  Real interest rates, inflation, volatility of inflation.
· Asset-liability management – impact on asset allocation
· Measuring risk in the financial markets- impact on asset classes
· Risks and rewards of introducing alternative investments in the portfolio: REIT, TIPS, Commodities
· Instruments to take views: ETF, Fund of Funds, Index, Warrants, options
Readings:

· Should Pension Funds Invest in Equities? UBS, September 2003

· Equity versus credit revisited, UBS, May 2003
· Should asset prices move together? UBS, May 2006

· Exchange Traded Funds, The European Reference Guide, June 2002

SESSIONS 7-8

Risk management

The last two sessions will explore real risk management tools asset allocators use to manage portfolios.  We will cover:

· Option strategies for investors
· Risk and benefits of using protective puts in index.  Financing these positions through selling other options (put and call)

· Variance swaps

· The importance of gamma positions

· Volatility as an asset class.  Short and mid term drivers of volatility
Readings:

· Managing the curve, UBS, September 2002

· Is volatility an asset class?, UBS, October 2005

· Volatility and asset allocation, UBS, November 2002

· Panic, Fear, and Sector Diversity: Volatility Trades, UBS, April 2004

· The volatility puzzle, UBS Asset Allocation, February 2007.

· The volatility puzzle, UBS Equity Derivatives, September 2002.

EVALUATION CRITERIA

Grades will be assigned following a Gauss distribution.  Hence, average score of the class and its standard deviation will be key for the grades (hence there will always be one C+, whereas C will only happen if plagiarism occurs, hopefully not, in these cases further action will be undertaken).  
The following criteria will be taken into account to determine the grades which will be entered in the Gauss distribution:

Value Added Class participation

25%

Individual project:



75%

The individual project will consist of an investment recommendation on an asset class.  You could justify buying Korean government bonds, or selling futures on the Vietnamese stock market, or playing relative long US high yields short European high yields.  You will have to pretend this investment recommendation is going to be evaluated by an investment committee of a pension fund.  After a brief executive summary, you will discuss your recommendation, your investment thesis, the valuation which supports your recommendation, the macro backdrop behind your recommendation and the catalysts which could make the asset you recommend move towards your target.  You will have to decide your recommendation after session 1, and email the Professor with the title of your work.  Start to work on the project early! Work is due in session 8.  Maximum length 3 pages, single space, font 12, or 5 pages double space font 12.
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