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Introduction

 Objectveof Portoio Insrance Methodology
 Ensure a guarntes (or protetion) of he captl, and deliver a peformance nked o the
undeling market perormance.

 Commontechmiques.
~ CRPI (Constant Proporon Portlo surance)
~ OBP! (Option Based Portoo nsurance)

« These are the main proctucts curenty sokd by Asset Managers and Investment Banks, i the field
of equiy nked stuctured prociucls
— Everyyear ings new stuctured products based on theses models.
~ Forcxample, new funds ar faunched wit raichls, perormance averages, bestof, et
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Constant Proportion Portiolio Insurance (CPPI)
« st managament prcess o aloceteassels yraricalycver e
— Risky assets (e.g. equities or inear expasure like equity baskets, futures.. ETFs, etc ) and.
~ ke fow k) st s, T, . )

@ Allcaton o the risky assets depending on
— The lowest accepabl vl of he pora—the Floor

~ Cushion defed asthe iflrence beween the NAY and th acuaril oo, . the et present vae of e
guaraies &t maturty

~ Maltiple,prdtemined by mvestors
+ Dependingon  sop oss v ™
 nked ot ol of sy asets
'
Sap s
- Exposue toRA = Custion x Mulile

Multiple ~ Loetptectos

 The remaining funcs are nvested nthe reserve assefs.




[image: image6.jpg]Constant Proporiion Portflio Insurance (GPPI)

‘= Portioiols ebalanced periodially (contnuotusy i thecry) o respect th Ivestment prcporton:
— Atincepion he nd managerdefies the mulpe, o example
— The quty axposurswil e campued s -Nll x Cushon
— Remoiing captal  obligtion or maney matkt st

me——

e

[ S
[— 3, Wi
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T higher the Witipl, he more he investor vilpartcpate in & sustaned ncrease n equiy prces,
yet e faster the portiolowil approach the flor when thro s a sustained decrease in equiy pices

Final paricipation s inked 1o market condions during al und'sife
~ Itrest el evluton
— Undetying's vrinion
~ CPPlica path dope

The capta invested n fxed income o ates nstuments, can be nvest ther i bonds orn maney
market nsruments (orbotn). This choloe mpacts th fna paricpaton, especialy in case of interest
rates varaiors.
~ I case ofnvestmentin money ket nstument NAV i ot sensite {0 nterest e varitons. Cushion
(a0 han exposute) icreae when norest e raises

Monetisation: The porto i not allwed o fal below e focr. When cushion approaches o zero,
exposure o ik assets approsches to 2ro, the portoio wilonly invest i is ree assets il
maturty o deiver he guarantee or protectn level

bty
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Constant Proportion Portfolio Insurance (CPPI)

« Dynamic Alboaton  Riskof monetsaton
= Flexble - The floor protection el o the choioe of «  Polentisl gap risk:under sharp market decine, the
the investors portoko value may fal below the floor
« Relisble: casy 1o monitor asset aloostion snd sk« Frequent rbalencing may invole high ansecton
contol cost
 Systemati and Transparent:
— Wahoutmaket forcastng sl
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Option Based Portiolio Insurance (OBPI)
Adynamic Strategy similar to CPPI

+ Infrodced by Leland and Rubintein, consistsof a portiolo invested ina isky assets (e 9. Isted
dervatives o paricipate n eculy peformance), covered by a isted put option at matury.

'+ The portoic vale s aays abave the siike prioeof e put (guaranteed! profection leve),

‘I many stuatons, the porfolo o be insured maybe a dversfd underlyings where no single opton
is avalble, aso the matury o the porfolo may vary and diferent from that o thelisted put opion

» OBPI can be synthessed by a dynami repicaing portoio invested n aris foe (1w isk) asses and
risky assets (.g.call opton)
— Canbe viewed ascquivalent 1 the CPPI mthod inwhich themltpe s allowsd o vary
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Option Based Portfolio Insurance (OBP)

o Atincsption
~ Ivesimentina ik e/ low ik aset, o sncur the uaranteed o protectonvaue at  given matuy (100% for

exampl]
~ Ramaining captal

e buy oplofs),tosbai prbmance nthe undering ket

by } - ]

o Gong P
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uso w00 0me
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Option Based Portolio Insurance (OBP)

» Unlie GPPIuhere nvestment s made direct, OB uses optons to obai nderying
performance. Portiol's performance depends on the underlying's performance observed at
maturty.

~ Evoluton of the underlying only maters at matury

o OBPImodelis senstve fo voltity's variation (v opto), Bu it doesrt mpact final
paripaton,

= Bond partis sensive o inerest rates evolions but no impac ot maturty

S
L0 et
-
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Option Based Portfolio Insurance (OBP)

e « Duetoiquidty problem, optons can be expensive
~ Vaoustypes of oins sl o markt
~ Fundmanagercan ekl adisto epress 8 \pdE R v
Speif maret view (actve management)

« Compareto CPPL
~ Lower sk in manetsatsn

~ Potanialylos day abalancig
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Under different market scenario
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CPPI vs OBP! under Different Market Scenario

‘» Both models paricipate 1 underying’ positve performance
PP seems bear under a teadygrowing markel.

‘= Incase of decreasing o flat market, both models ensure & NAV reater then or equal o the guaranie:
atmatuy.

~ CPPs e bt paforming model ngeneral,becaus of s of i value” o OBP

‘o Inerest rates and volatfty may afect he NAV durng the funds Ife time

e 0 el gl Furbe o ey pore N g
et nmonisy

Decess mnrstRatingoarl Rk exposisdcrase o
Rk of montasion Bondporon)

Iesein vl e
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CPPI and OBPI Model under Different Market Scenario

o Parameters used:
 Underying ity market. Hang Seng Index
~ Marketscenario
- Bull market 2003-2006.
. Bell shape markel - 2006.2008
- Uishape market 20082011
~ Mty 3 -4 years
 Protecton levet 0% at matury
- Others:
- OPPI max partcpation 100%
. OBPI opton ke at 90% intallevelof underlings.
. Nofee, spread, ransaction cost
- Noproftlookin

Sy

L
e
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Steady increase in the underlying market

SIS
% A

Pttty = 90%

Parcpaton Rl (Cpt) = 64%
el Range  000% ¢ 8%
200 sty Ranga = 571% 2347%)

s —Fo Py —Zeas G — ) — el W )

Steady ncrease n vlue cbsenved n bolh models,wih simiar patern
‘Depending on the muliple, CPPI can be bete or worse than e OEPI
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Under Volatile Market (Bell-shaped Markef)
Underlying market increased then reduce to below initial leve!

g —Foorny et G

Pt sty =00
Partcgaton e ()« 51%

st e Rang = [120% S 715
300ty Rnge = [103% 351%)

CPPimadlpetors sty bt o OBP o ]
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Underlying market decreased then increased to below initial level St

e —fo oo+ — (LS

M
“ S oottty =50%
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Underlying market decreased then increased to below initial level
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K Fiorat sty =050
{ Parcpsion Rt Open) =

It nge < [005% 55%)
D oty R = [1.99% 951%]

Gap s~ CPPI modelvalue fas b protection el
" Signifeant drawdoun o e unerlng market
- Sharp decreas n mees rate,resling an npotnt mrease i oorvlue
- Choice of ahgher msile
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Strategy Enhancements
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Risk-Retum trade-off: Ratchets, Protection

» Howtoimprove the exposure ?
~ Roduce b guaant protecion ol
~ Use o igh mulile wit CPP mre sk n cas of bear maket)
~ Lounchalong tem fnd, rde toget more cushion

= Howto preserve past pofts 7
~ Increase th quarantef protecto el (pemanent or a matury) - Rehet | Lockn mechanism

‘o Howto it downside isks during the fe o he fund 7
~ Pemanent rotectionnsead of guaante ol mauity: .. 50% pamanentprotection

« Howo swidnoneain?
" e catog o 051
 Reimotbe ko parts il sy, ToSday bt -
e ot e o o
S
el
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Ratchet Description

« The rachet (prof lack-n) phibsophy it increas the proection kel aong with the icrease n NAV.

« Toincrease he protecion levl, the manager wil nrease the bond par (o sk assets) and recuce
‘consequenty the equiy exposure, accorting to the ks o the allocaton model

o Tosummaise
~ Ralchetenablesthe stucture f ok pat of he profs.
~ On th oes hand,  decreases the exposureand hence poental ga n h e
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Permanent Protection and Annual Revision e,

In case of n important drawdown of the underling mrket, roducs vith guarantes-atmatuiy may heve
some roubles

— CPPI Moy be monetised (exposreocked 10 0)

— OBPI:Verylow exposure (ot detanearta 0}

~ The fund dossn’take ot anymoreto undaying peromance, il ehavesprty ke abond
The raichet may ampify s fact

 Incrsaseof garantes cause

raductonof xposars
— Past poromance i lcked, bt ftur peromance (ked 1o ower xposur o e udeying is mors uncertan.

Rerision of the protecion on  yeary basis is necessary.
~ Permanentrolction of 3 o the il NAY, durg rs year.

~ On ach anersay, new proecton s squal 1o X% ofthe NAV - Protecion el ncrsases NAY has ncreased
~ Thefnd may recove il eposure.





