
G U I D E

Postgraduate Certificate in Hedge Fund Management

Portfolio Management

Portfolio Management is the art and science of making decisions about investment mix and policy,
matching investments to objectives, asset allocation for individuals and institutions, and balancing risk
against performance. The objective of portfolio management is to maximize returns and minimize risk,
taking into account the specific goals and constraints of the portfolio owner.

The key terms and vocabulary in Portfolio Management are essential for understanding how to effectively
manage a portfolio of assets. These terms are used to analyze, evaluate, and make informed decisions
about investments. Let's delve into some of the most important terms in Portfolio Management:

1. Asset Allocation: Asset allocation is the process of dividing an investment portfolio among different asset
classes such as stocks, bonds, and cash equivalents. It is a crucial decision that determines the overall risk
and return of the portfolio.

2. Diversification: Diversification is a risk management technique that involves spreading investments across
different asset classes, industries, and geographic regions. The goal of diversification is to reduce the risk of
loss by not putting all your eggs in one basket.

3. Modern Portfolio Theory (MPT): Modern Portfolio Theory is a framework for constructing efficient
portfolios that maximize returns for a given level of risk. It was developed by Harry Markowitz and
emphasizes the benefits of diversification.

4. Efficient Frontier: The efficient frontier represents the set of optimal portfolios that offer the highest
expected return for a given level of risk. Portfolios that lie below the efficient frontier are suboptimal, while
those that lie above it are unattainable.

5. Capital Asset Pricing Model (CAPM): The Capital Asset Pricing Model is a model that describes the
relationship between systematic risk and expected return for assets. It is widely used in portfolio
management to estimate the expected return of an asset given its risk.

6. Sharpe Ratio: The Sharpe Ratio is a measure of risk-adjusted return that calculates the excess return per
unit of risk. A higher Sharpe Ratio indicates better risk-adjusted performance.

7. Alpha: Alpha is a measure of an investment's performance relative to a benchmark. Positive alpha
indicates outperformance, while negative alpha indicates underperformance.

8. Beta: Beta measures the sensitivity of an investment's returns to market movements. A beta of 1 means
the investment moves in line with the market, while a beta greater than 1 is more volatile, and a beta less
than 1 is less volatile.

9. Portfolio Optimization: Portfolio optimization is the process of selecting the optimal mix of assets to
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achieve the desired risk-return profile. It involves balancing risk and return to maximize portfolio efficiency.

10. Market Timing: Market timing is the strategy of buying and selling assets based on predictions of future
market movements. It is a controversial strategy as it is difficult to consistently time the market correctly.

11. Style Analysis: Style analysis is a method used to understand the underlying investment style of a
portfolio manager. It involves decomposing the returns of a portfolio to identify the sources of
performance.

12. Value at Risk (VaR): Value at Risk is a measure of the maximum potential loss that a portfolio could incur
over a specified time horizon at a given confidence level. It is used to quantify and manage the risk of a
portfolio.

13. Drawdown: Drawdown is the peak-to-trough decline in the value of a portfolio. It measures the extent of
loss experienced by an investment over a period.

14. Tracking Error: Tracking error measures the deviation of a portfolio's returns from its benchmark. It is
used to evaluate the performance of a portfolio manager relative to a benchmark.

15. Active Management: Active management involves making investment decisions to outperform a
benchmark index. It requires research, analysis, and trading to generate excess returns.

16. Passive Management: Passive management involves replicating the performance of a benchmark index
rather than attempting to outperform it. It is a low-cost strategy that aims to match the market return.

17. Liquidity: Liquidity is the ease with which an asset can be bought or sold in the market without
significantly affecting its price. Liquid assets are easily tradable, while illiquid assets may be harder to sell.

18. Rebalancing: Rebalancing is the process of realigning a portfolio's asset allocation back to its target
weights. It involves buying or selling assets to maintain the desired risk-return profile.

19. Black-Scholes Model: The Black-Scholes Model is a mathematical model used to calculate the theoretical
price of European-style options. It is widely used in options pricing and risk management.

20. Hedging: Hedging is a strategy used to reduce the risk of adverse price movements in an asset. It
involves taking offsetting positions to protect against losses.

21. Derivatives: Derivatives are financial instruments whose value is derived from an underlying asset.
Common types of derivatives include options, futures, and swaps.

22. Margin Trading: Margin trading is the practice of borrowing funds to buy securities. It allows investors to
leverage their investments but also involves a higher level of risk.

23. Risk Management: Risk management is the process of identifying, assessing, and mitigating risks in a
portfolio. It involves setting risk limits, monitoring exposures, and implementing strategies to protect
against losses.
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24. Performance Attribution: Performance attribution is a technique used to analyze the sources of a
portfolio's returns. It breaks down performance into factors such as asset allocation, security selection, and
market timing.

25. Scenario Analysis: Scenario analysis is a technique used to assess the impact of different market
scenarios on a portfolio. It involves modeling various scenarios to understand how the portfolio may
perform under different conditions.

26. Yield Curve: The yield curve is a graphical representation of interest rates on bonds of different
maturities. It is used to analyze the relationship between short-term and long-term interest rates.

27. Factor Investing: Factor investing is an investment strategy that focuses on specific factors such as value,
growth, momentum, and quality. It seeks to capture premia associated with these factors to enhance
portfolio returns.

28. Quantitative Analysis: Quantitative analysis involves using mathematical models and statistical
techniques to analyze investment data. It is used to identify patterns, trends, and relationships in financial
markets.

29. Qualitative Analysis: Qualitative analysis involves assessing non-quantitative factors such as
management quality, industry trends, and competitive positioning. It provides insights that complement
quantitative analysis.

30. Drawdown Risk: Drawdown risk is the risk of experiencing significant losses in a portfolio due to market
downturns. It is important to manage drawdown risk to protect the portfolio from large losses.

Understanding these key terms and vocabulary in Portfolio Management is crucial for effectively managing
a portfolio of assets. By applying these concepts and techniques, portfolio managers can make informed
decisions to achieve their investment objectives while managing risk effectively.
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