Cliff Swatner is single, 33, and owns a condominium in New York City worth $250,000. Cliff is an attorney and doing well financially. His income last year exceeded $90,000, and he has sufficient liquid assets to supplement his condominium and other tangible assets. Several years ago, Cliff began investing in stocks and bonds. He made his selections on the basis of articles he read describing good investment opportunities. Some have worked well for Cliff, but others have not. Cliff has never taken the time to evaluate his portfolio performance, but he feels it isn't very good. Cliff currently has about $90,000 invested. He has been dating a woman lately and hopes to marry her in three years, at which time he will need $20,000 for marriage expenses and a honeymoon. Cliff's only other objective is to accumulate funds for retirement, but he does not have a specific dollar target for this goal. Cliff feels that he has a moderate risk-tolerance level.
Explain some disadvantages of Cliff's current investment approach. 

Ans. 

Investing is an important need for all of us. Cliff’s current investment approach is that he has never taken the time to evaluate his portfolio performance. This approach is an adhoc approach. It has got serious consequences.

· He may not achieve his financial objectives at all.

· Portfolio Strategy may become inconsistent with the changes in need or financial situation and market conditions.

· No revision of portfolio may make portfolio redundant.

There is no statutory amount that an investor needs to invest in order to generate adequate returns from his savings. The amount of investment will eventually depend on factors such as:

· Risk profile

· Time horizon

· Savings made

Portfolio needs to be continuously evaluated.  Therefore it is important for an investor to do active portfolio analysis and management. Portfolio analysis takes the ingredients of risk and return for individual securities and considers the blending effect of combining securities. Portfolio management is the dynamic function of evaluating and revising in terms of stated investor objectives. Therefore portfolio rebalancing is necessary to ensure that the strategy stays consistent and current with changes in their needs, financial situation and market conditions.

Various kinds of financial instruments:

a. Equities: Investment in shares of companies is investing in equities. There are two streams of revenue generation from this form of investment.

1. Dividend: Periodic payments made out of the company's profits are termed as dividends.

2. Growth: The price of a stock appreciates commensurate to the growth posted by the company resulting in capital appreciation.

On an average an investment in equities in has a given higher return with higher risks attached to it.

b. Bonds: It is a fixed income (debt) instrument issued for a period of more than one year with the purpose of raising capital. The central or state government, corporations and similar institutions sell bonds. A bond is generally a promise to repay the principal along with fixed rate of interest on a specified date, called as the maturity date. Other fixed income instruments include bank fixed deposits, debentures, preference shares etc.

Certificate of Deposits: These are short - to-medium-term interest bearing, debt instruments offered by banks. These are low-risk, low-return instruments. There is usually an early withdrawal penalty. Savings account, fixed deposits, recurring deposits etc are some of them.

c. Mutual Fund: These are open and close ended funds operated by an investment company which raises money from the public and invests in a group of assets, in accordance with a stated set of objectives. It’s a substitute for those who are unable to invest directly in equities or debt because of resource, time or knowledge constraints. Benefits include diversification and professional money management. Shares are issued and redeemed on demand, based on the fund's net asset value, which is determined at the end of each trading session. The average rate of return as a combination of all mutual funds put together is not fixed but is generally more than what earn in fixed deposits.

d. Cash Equivalents: These are highly liquid and safe instruments which can be easily converted into cash, treasury bills and money market funds are a couple of examples for cash equivalents.

e. Others: There are also other saving and investment vehicles such as gold, real estate, commodities, art and crafts, antiques, foreign currency etc. However, holding assets in foreign currency are considered more of a hedging tool (risk management) rather than an investment.

After we zero in on your investments its time to decide on how much money we want to invest. Setting investment goals and checking out on allocable monetary resources go hand in hand. It is necessary to fix our monetary considerations as soon as we decide on the basic investment framework.

   2. Construct a portfolio for Cliff, limiting your selections to 5 mutual funds (assume that he sells his current stock and bond holdings). Make sure your plan indicates specific dollar amounts for each portfolio component. Make sure your plan also explains your selections for each portfolio component. Visit an investment firm that deals in mutual funds, such as, Vanguard.com, AmericanCentury.com, Fidelity.com, etc. and select 5 mutual funds that will diversify Cliff’s portfolio. Record the fund name, ticker symbol, 5 year average annual returns (can use 3 year if 5 year is unavailable), the amount to be invested in each fund, and the amount returned in 3 years using the 5 years average annual return for the wedding. 

Ans. 

Cliff feels that he has a moderate risk-tolerance level. Cliff is young unmarried. Therefore he has considerable investment needs. His main protection need is to protect his earning against disability resulting from injury or sickness. He has this short-term (after 3 years) need for marriage. His wish is also to take a long term saving plan for retirement. His portfolio will be of Moderate risk portfolio:

30% Equity Funds  
 

-            $30,000

30% Government Bond Funds   
-            $27000

20% Growth & Income Funds
-            $18000

10% Index Funds


-             $9000

10% Growth funds


-
 $6,000


   3. Explain how Cliff should periodically rebalance his portfolio, indicating how frequently rebalancing should be done.

Ans. 

The optimal frequency of portfolio rebalancing depends on his transaction costs, personal preferences and tax considerations, including what type of account he is selling from and whether his capital gains or losses will be taxed at a short-term versus long-term rate. Usually about once a year is sufficient; however, if some assets in his portfolio haven't experienced a large appreciation within the year, longer time periods may also be appropriate. Additionally, changes in an investor's lifestyle may warrant a change to his or her asset-allocation strategy. Whatever his preference, the following guideline provides the basic steps for rebalancing his portfolio:

   1. Record - If you recently decided on an asset-allocation strategy perfect for you and purchased the appropriate securities in each asset class, keep a record of the total cost of each security at that time, as well as the total cost of your portfolio. These numbers will provide you with historical data of your portfolio, so at a future date you can compare them to current values.

   2. Compare - On a chosen future date, review the current value of your portfolio and of each asset class. Calculate the weightings of each fund in your portfolio by dividing the current value of each asset class by the total current portfolio value. Compare this figure to the original weightings. Are there any significant changes? If not, and if you have no need to liquidate your portfolio in the short term, it may be better to remain passive.

3. Adjust - If you find that changes in your asset class weightings have distorted the portfolio's exposure to risk, take the current total value of your portfolio and multiply it by each of the (percentage) weightings originally assigned to each asset class. The figures you calculate will be the amounts that should be invested in each asset class in order to maintain your original asset allocation. 

You may want to sell securities from asset classes whose weights are too high, and purchase additional securities in asset classes whose weights have declined. However, while selling assets to rebalance your portfolio, take a moment to consider the tax implications of readjusting your portfolio. In some cases it might be more beneficial to simply not contribute any new funds to the asset class that is overweighed while continuing to contribute to other asset classes that are underweight. Your portfolio will rebalance over time without you incurring capital gains taxes.

Portfolio rebalancing will be done as per the following criterion:

· If the market overall appears overvalued in terms of fundamental and historic valuations

· When he attained his goals and need the money for the purpose for which he had been investing. Example on his marriage.

· On setting of the new goal.

· On change of his financial situation

Therefore portfolio rebalancing is necessary to ensure that the strategy stays consistent and current with changes in their needs, financial situation and market conditions.

Conclusion

Rebalancing his portfolio will help him maintain his original asset-allocation strategy and allow him to implement any changes he makes to your investing style. Essentially, rebalancing will help him stick to his investing plan regardless of what the market does.
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