ELSBA GLOSSARY

LONDON SCHOOL OF BUSINESS
AND ADMINISTRATION

Investment Portfolio Analysis

Portfolio Construction

Absolute Return — A strategy that seeks to generate positive returns regardless of market direction. Related
terms: hedge fund, benchmark. Practical application: Managers may use long/short equity positions,
derivatives, and cash to achieve returns in all market environments. Challenge: Isolating skill from market
exposure and managing liquidity risk.

Active Management — The practice of selecting securities with the intent to outperform a specified
benchmark. Related terms: passive management, alpha. Example: A fund manager conducts fundamental
analysis to overweight technology stocks relative to the S&P 500. Challenge: Higher fees and the risk of
underperforming the benchmark after costs.

Alpha — The excess return of a portfolio over its expected return based on a risk model, typically the CAPM.
Related terms: beta, risk-adjusted return. Example: A portfolio earns 12 % while the CAPM predicts 8 %; the
alpha is 4 %. Challenge: Distinguishing true skill from luck and ensuring persistence.

Allocation Horizon — The time period over which asset allocation decisions are expected to remain effective
before rebalancing. Related terms: investment horizon, rebalancing interval. Practical application: A pension
fund with a 30-year horizon may set a strategic allocation that is reviewed only every five years. Challenge:
Balancing long-term stability with short-term market shifts.

Asset Allocation — The process of dividing an investment portfolio among different asset classes such as
equities, fixed income, real estate, and alternatives. Related terms: strategic allocation, tactical allocation.
Example: A 60/40 equity-bond split is a classic allocation for balanced risk-return. Challenge: Determining
the optimal mix that aligns with client risk tolerance and return objectives.

Asset Class — A group of securities that share similar characteristics and behave similarly in the market, e.g.,
equities, bonds, commodities. Related terms: sector, sub-asset class. Practical use: Portfolio construction
begins by selecting appropriate asset classes to achieve diversification. Challenge: Defining boundaries
when new instruments blur traditional classifications.

Backtesting — The process of applying a portfolio construction model to historical data to evaluate its
performance. Related terms: over-fitting, simulation. Example: An analyst backtests a momentum strategy
on ten years of S&P 500 data. Challenge: Historical data may not reflect future market dynamics, leading to
false confidence.

Beta — A measure of a portfolio’s sensitivity to movements in a benchmark index. Related terms: alpha,
systematic risk. Example: A beta of 1.2 indicates the portfolio tends to move 20 % more than the market.
Challenge: Beta alone does not capture non-linear risk exposures.

Black-Litterman Model — A portfolio optimization framework that combines market equilibrium returns with
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investor views to produce a blended expected return vector. Related terms: CAPM, prior distribution.
Practical application: An asset manager inputs a bullish view on emerging-market equities, adjusting the
equilibrium weights. Challenge: Quantifying confidence levels for each view and handling model complexity.

Bond Duration — The weighted average time to receive cash flows from a bond, measuring interest-rate
sensitivity. Related terms: convexity, modified duration. Example: A 7-year duration bond will lose
approximately 7% of its value for a 1% rise in rates. Challenge: Duration changes as yields move, affecting
portfolio risk.

Capital Allocation Line (CAL) — A line representing risk-return combinations achievable by mixing a risk-free
asset with a risky portfolio. Related terms: efficient frontier, tangency portfolio. Practical use: Investors select
a point on the CAL that matches their risk tolerance. Challenge: Assumes a single risk-free rate and that the
risky portfolio is optimal.

Capital Asset Pricing Model (CAPM) — A model that relates expected return to systematic risk (beta) using
the risk-free rate and market risk premium. Related terms: security market line, beta. Example: Expected
return = 2% + 1.1 x 5% = 7.5%. Challenge: Empirical evidence shows CAPM often mis-prices assets; it
ignores size, value, and other factors.

Cash Flow Matching — A liability-driven strategy that aligns the timing of portfolio cash inflows with future
cash-outflow obligations. Related terms: immunization, duration matching. Example: A pension fund
purchases bonds whose coupon dates coincide with scheduled benefit payments. Challenge: Limited
flexibility and higher transaction costs.

Co-integration — A statistical property where two or more time series move together over the long term,
allowing for mean-reverting spread trading. Related terms: pair trading, stationarity. Practical application: A
trader constructs a market-neutral portfolio using two co-integrated stocks. Challenge: Detecting true
co-integration versus spurious correlation.

Combination Rule — The principle that the variance of a portfolio depends on the variances of its
components and their covariances. Related terms: portfolio variance, correlation. Example: Adding a
low-correlated asset reduces overall portfolio risk. Challenge: Estimating accurate covariances, especially in
turbulent markets.

Correlation — A statistical measure ranging from -1 to 1 that indicates how two assets move relative to each
other. Related terms: covariance, diversification. Example: A correlation of —0.3 between stocks and bonds
suggests they often move in opposite directions. Challenge: Correlations can change dramatically during
crises, reducing diversification benefits.

Core-Satellite Approach — A portfolio construction method that combines a low-cost “core” of broad market
exposure with “satellite” positions that aim for higher return or specific themes. Related terms: strategic
allocation, active tilts. Practical use: A 70% core index fund is complemented by 30 % sector ETFs. Challenge:
Managing the trade-off between cost, complexity, and performance attribution.

Cost-Benefit Analysis — An assessment of the trade-offs between expected portfolio returns and the costs
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incurred, such as transaction fees and management fees. Related terms: implementation cost, net return.
Example: Evaluating whether the higher turnover of an active strategy justifies its excess return after fees.
Challenge: Accurately forecasting hidden costs like market impact.

Cross-Asset Allocation — The process of allocating capital among different asset classes, such as equities,
fixed income, commodities, and real estate, to achieve diversification. Related terms: asset class, risk parity.
Practical application: A multi-asset fund may allocate 40 % to equities, 30 % to bonds, 20 % to commodities,
and 10% to alternatives. Challenge: Managing differing liquidity profiles and valuation conventions.

Credit Risk — The risk that a bond issuer will default on its obligations, leading to loss of principal and
interest. Related terms: default probability, credit spread. Example: High-yield bonds carry higher credit risk
than investment-grade bonds. Challenge: Credit risk can be correlated with market risk, complicating
diversification.

Cumulative Return — The total return of a portfolio over a period, accounting for compounding of gains and
losses. Related terms: geometric return, annualized return. Example: A 15% cumulative return over three
years equates to an annualized return of about 4.8 %. Challenge: Cumulative returns can mask volatility and
timing effects.

Custom Index — A bespoke benchmark created to reflect the specific investment universe or constraints of a
client. Related terms: benchmark, smart beta. Practical use: An ESG-focused investor may construct a
custom index that excludes fossil-fuel companies. Challenge: Maintaining transparency and ensuring the
index remains investable.

Defensive Allocation — An asset mix that emphasizes lower-risk securities, such as high-quality bonds and
defensive equities, to preserve capital. Related terms: risk-averse, capital preservation. Example: During an
economic slowdown, a portfolio may shift to 70 % bonds and 30 % low-beta stocks. Challenge: Potentially
lower upside when markets recover.

Diversification — The practice of spreading investments across different assets, sectors, and geographies to
reduce unsystematic risk. Related terms: correlation, risk reduction. Practical application: Holding both U.S.
large-cap and emerging-market equities reduces exposure to any single market. Challenge:
Over-diversification can dilute returns and increase complexity.

Efficient Frontier — The set of portfolios that deliver the highest expected return for a given level of risk, as
identified by mean-variance optimization. Related terms: Markowitz model, tangency portfolio. Example: A
portfolio on the frontier might have a 10 % expected return with a 12 % standard deviation. Challenge:
Reliance on estimated inputs that may be unstable.

Emerging Markets — Economies that are in the process of rapid growth and industrialization, often
characterized by higher volatility and return potential. Related terms: frontier markets, country risk. Practical
use: Adding an emerging-market equity fund can improve diversification and expected return. Challenge:
Political risk, currency risk, and lower liquidity.

Equity Risk Premium (ERP) — The excess return that investors require for holding equities over a risk-free
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asset. Related terms: market risk premium, expected return. Example: If the risk-free rate is 2% and the ERP
is 5%, the expected market return is 7 %. Challenge: Estimating ERP accurately; historical averages may not
reflect future expectations.

Ex-Post Return — The realized return of a portfolio over a past period, used for performance evaluation.
Related terms: ex-ante return, backtesting. Example: The ex-post return for 2023 was 8 % after accounting
for fees. Challenge: Ex-post results can be noisy and may not predict future performance.

Ex-Ante Return — The expected or forecasted return of a portfolio before the period begins, often derived
from models. Related terms: expected return, scenario analysis. Practical application: Portfolio managers use
ex-ante estimates to set target allocations. Challenge: Model risk and assumption bias can lead to
mis-estimation.

Factor Investing — An investment approach that targets systematic sources of return, such as size, value,
momentum, or quality. Related terms: smart beta, risk factor. Example: A value-tilted fund overweight stocks
with low price-to-book ratios. Challenge: Factor performance can be cyclical; crowded trades may reduce
future premiums.

Financial Modeling — The construction of quantitative representations of investment strategies, cash flows,
and risk metrics. Related terms: Monte Carlo simulation, scenario analysis. Practical use: Building a
spreadsheet model to project portfolio growth under different return assumptions. Challenge: Model risk,
data quality, and over-reliance on assumptions.

Fixed Income — Securities that provide regular interest payments and return of principal at maturity, such as
bonds and loan instruments. Related terms: duration, credit spread. Example: A corporate bond portfolio
offers a 4% yield with a 5-year average duration. Challenge: Interest-rate risk and credit risk must be
managed simultaneously.

Floating-Rate Note (FRN) — A bond whose coupon adjusts periodically based on a reference rate, reducing
interest-rate risk. Related terms: duration, basis point. Practical application: Investors seeking protection
against rising rates may allocate to FRNs. Challenge: Basis-risk if the reference rate diverges from the
portfolio’s exposure.

Fundamental Indexing — An alternative weighting scheme that uses economic fundamentals (e.g., earnings,
dividends) instead of market capitalization. Related terms: smart beta, value weighting. Example: A
fundamental index may assign higher weights to high-earning companies regardless of market cap.
Challenge: Data lag and potential sector bias.

Growth Investing — A style that focuses on companies expected to grow earnings faster than the broader
market. Related terms: valuation, momentum. Practical use: Allocating a portion of equity exposure to
high-growth tech stocks. Challenge: Higher volatility and the risk of overpaying for future growth.

Hedging — The use of financial instruments such as futures, options, or swaps to offset potential losses in a
portfolio. Related terms: risk mitigation, derivative. Example: Buying put options on an equity index protects
against market declines. Challenge: Hedging costs can erode returns; improper hedge ratios may leave
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residual risk.

Historical Simulation — A method for estimating portfolio risk by re-creating past market scenarios using
actual historical returns. Related terms: VaR, stress testing. Example: Computing 1-day 95 % VaR by applying
the portfolio’s current weights to the past year of daily returns. Challenge: Past events may not capture
future tail risks.

Immunization — A strategy that matches the duration of assets and liabilities to protect a portfolio from
interest-rate movements. Related terms: duration matching, liability-driven investing. Practical application: A
pension fund aligns its bond portfolio duration with the timing of future benefit payments. Challenge:
Re-balancing is required as yields change, and cash-flow uncertainty can undermine effectiveness.

Information Ratio (IR) — The ratio of portfolio alpha to tracking error, measuring risk-adjusted performance
relative to a benchmark. Related terms: Sharpe ratio, tracking error. Example: An IR of 0.8 suggests the
manager generates 0.8 % excess return per 1% of active risk. Challenge: High IR may result from low
tracking error rather than true skill.

Investment Horizon — The length of time an investor expects to hold a portfolio before needing to access
the funds. Related terms: allocation horizon, time-diversification. Practical use: A 10-year horizon may
permit higher equity exposure than a 2-year horizon. Challenge: Unexpected cash-flow needs can shorten
the effective horizon.

Liquidity Risk — The risk that an investor cannot buy or sell assets quickly without significantly affecting
price. Related terms: market impact, bid-ask spread. Example: Small-cap stocks often exhibit higher liquidity
risk than large-cap stocks. Challenge: Liquidity can evaporate during market stress, amplifying losses.

Long-Short Equity — A strategy that holds long positions in selected equities while shorting others, aiming
to profit from relative price movements. Related terms: market neutral, beta exposure. Practical application:
A manager goes long undervalued tech firms and short overvalued utilities. Challenge: Short-selling
constraints, borrowing costs, and potential for unlimited losses on short positions.

Mean-Variance Optimization (MVO) — The mathematical process of selecting portfolio weights that
minimize variance for a given expected return, based on the Markowitz framework. Related terms: efficient
frontier, risk aversion. Example: Using historical returns and covariances, an optimizer suggests a 55%
equity, 45% bond mix. Challenge: Input sensitivity; small changes in expected returns can lead to extreme
weightings.

Monte Carlo Simulation — A computational technique that generates a large number of random scenarios to
estimate portfolio outcomes and risk metrics. Related terms: scenario analysis, probabilistic forecasting.
Practical use: Simulating 10,000 paths for a retirement portfolio to estimate probability of success.
Challenge: Model assumptions (e.g., normality) may not capture extreme events.

Multi-Factor Model — An extension of CAPM that incorporates several systematic risk factors to explain asset
returns. Related terms: Fama-French, factor exposure. Example: A three-factor model includes market, size,
and value factors. Challenge: Factor selection, multicollinearity, and factor timing risk.
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Net Asset Value (NAV) — The per-share value of a mutual fund or ETF, calculated as total assets minus
liabilities divided by outstanding shares. Related terms: valuation, pricing. Example: An ETF with total assets
of $100 million and 10 million shares has a NAV of $10. Challenge: NAV may differ from market price for
ETFs, leading to premiums or discounts.

Optimization Constraints — Limits imposed on a portfolio optimization model, such as weight caps, sector
exposure, or turnover limits. Related terms: linear constraints, risk budget. Practical application: Restricting
any single stock to a maximum of 5% of the portfolio. Challenge: Over-constraining can prevent the
optimizer from finding efficient solutions.

Passive Management — An investment approach that seeks to replicate the performance of a benchmark
index with minimal trading. Related terms: index tracking, low-cost. Example: An S&P 500 index fund holds
all constituents in proportion to the index. Challenge: Tracking error can arise from sampling, fees, or
dividend timing.

Performance Attribution — The process of dissecting portfolio returns to identify the sources of
outperformance or underperformance, typically by allocation, selection, and interaction effects. Related
terms: return decomposition, benchmark. Practical use: Determining that a fund's excess return came mainly
from sector allocation rather than stock selection. Challenge: Attribution models can be complex and may
misallocate effects in dynamic strategies.

Portfolio Turnover — The rate at which assets within a portfolio are bought and sold over a period, expressed
as a percentage of the portfolio’s total value. Related terms: transaction cost, rebalancing. Example: A 30 %
annual turnover suggests that 30 % of the portfolio’s holdings are replaced each year. Challenge: High
turnover can erode returns through commissions and market impact.

Portfolio Variance — The statistical measure of the dispersion of portfolio returns around the mean,
incorporating individual asset variances and covariances. Related terms: standard deviation, risk. Example: A
diversified portfolio with low-correlated assets may have a variance lower than the weighted average of its
components. Challenge: Estimating covariances accurately, especially for ill-liquid assets.

Risk Budgeting — The allocation of a predefined amount of risk (often measured by volatility) across
different assets, strategies, or factors. Related terms: risk parity, risk allocation. Practical application:
Assigning 20 % of total portfolio risk to equities, 15% to bonds, and 10 % to commodities. Challenge: Risk
budgets may be static, failing to adapt to changing market conditions.

Risk Parity — A portfolio construction philosophy that seeks to equalize the contribution of each asset class
to overall portfolio risk, rather than to capital. Related terms: risk budgeting, leverage. Example: A risk-parity
fund may lever up low-volatility bonds to match the risk contribution of higher-volatility equities. Challenge:
Leverage amplifies both risk and return; in a downturn, risk parity may suffer large drawdowns.

Risk-Adjusted Return — A performance measure that accounts for the amount of risk taken to achieve a
given return, often expressed via ratios such as Sharpe or Sortino. Related terms: Sharpe ratio, alpha.
Example: Two funds both earn 10 % return; the one with a standard deviation of 8 % has a higher
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risk-adjusted return than the one with 12 % volatility. Challenge: Choice of risk metric can affect
interpretation.

Sharpe Ratio — The excess return per unit of total risk (standard deviation), calculated as (portfolio return —
risk-free rate) + portfolio standard deviation. Related terms: risk-adjusted return, information ratio. Example:
A portfolio with 12 % return, a 2% risk-free rate, and 10 % volatility has a Sharpe ratio of 1.0. Challenge:
Assumes normally distributed returns; may be misleading for asymmetric return profiles.

Sharpe-Like Measures — Variations of the Sharpe ratio that adjust for specific risk characteristics, such as the
Sortino ratio (downside risk) or the Treynor ratio (beta). Related terms: risk-adjusted performance, downside
deviation. Practical application: Using Sortino to evaluate a fund that has high upside volatility but low
downside risk. Challenge: Different measures can lead to conflicting assessments.

Smart Beta — An investment strategy that applies alternative weighting schemes (e.g., value, momentum,
low-volatility) to a traditional index, aiming to capture factor premiums while maintaining passivity. Related
terms: factor investing, custom index. Example: A low-volatility ETF reweights constituents based on
historical volatility rather than market cap. Challenge: Factor crowding and the potential for reduced
diversification.

Standard Deviation — A statistical metric that quantifies the dispersion of returns around the mean, often
used as a proxy for total risk. Related terms: volatility, risk. Example: A portfolio with a 15% standard
deviation is considered more volatile than one with 7 %. Challenge: Does not distinguish between upside
and downside variability.

Strategic Asset Allocation — A long-term allocation framework that reflects an investor’s risk tolerance,
objectives, and constraints, typically reviewed infrequently. Related terms: core-satellite, allocation horizon.
Practical use: Setting a 70 % equity, 30 % bond target for a growth-oriented client. Challenge: Maintaining
discipline during market cycles that tempt tactical shifts.

Stress Testing — The practice of evaluating portfolio performance under extreme but plausible market
scenarios, such as a sudden interest-rate spike or geopolitical shock. Related terms: scenario analysis,
historical simulation. Example: Testing a bond portfolio’s loss under a 200-basis-point rate hike. Challenge:
Selecting realistic stress scenarios and interpreting results for risk mitigation.

Style Drift — The unintended deviation of a fund'’s actual investment style from its declared mandate, often
due to market dynamics or manager discretion. Related terms: benchmark deviation, active risk. Example: A
growth fund gradually takes on value positions, altering its risk profile. Challenge: Investors may be unaware
of drift, leading to mis-aligned expectations.

Sub-Asset Class — A narrower categorization within a broader asset class, such as high-yield bonds within
fixed income or large-cap stocks within equities. Related terms: asset class, sector. Practical application:
Adding a small-cap sub-asset class to enhance diversification. Challenge: Data availability and higher
transaction costs for niche segments.

Systematic Risk — The portion of total risk that is linked to market-wide factors and cannot be eliminated
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through diversification. Related terms: beta, market risk. Example: Interest-rate changes affect all bonds,
representing systematic risk for a fixed-income portfolio. Challenge: Managing systematic exposure often
requires hedging or factor tilts.

Tail Risk — The risk of extreme loss events that lie in the far ends of a return distribution, beyond typical
volatility measures. Related terms: VaR, stress testing. Example: A portfolio may have a 1% chance of a 30%
loss in a severe market crash. Challenge: Tail risk is difficult to estimate and can be underestimated by
historical data.

Technical Analysis — A methodology that evaluates securities based on historical price and volume patterns
to forecast future movements. Related terms: chart patterns, momentum. Practical use: A manager may
incorporate moving-average crossovers as a tactical signal. Challenge: Subjectivity and limited predictive
power in efficient markets.

Time-Weighted Return (TWR) — A method of calculating portfolio performance that eliminates the impact of
cash flows, suitable for comparing managers. Related terms: money-weighted return, IRR. Example: TWR
shows a 9% annual return for a fund despite large inflows during a market rally. Challenge: Requires
accurate sub-period calculations and may mask the effect of cash-flow timing.

Tokenization — The process of representing real-world assets, such as real estate or private equity, as digital
tokens on a blockchain, enabling fractional ownership. Related terms: digital asset, alternative investment.
Practical application: A portfolio may include tokenized commercial-property shares for liquidity. Challenge:
Regulatory uncertainty and custody risk.

Tracking Error — The standard deviation of the difference between a portfolio’s returns and those of its
benchmark, reflecting active risk. Related terms: information ratio, active management. Example: A fund with
a 2% tracking error deviates modestly from its index. Challenge: High tracking error can lead to significant
under- or outperformance.

Transaction Cost Analysis (TCA) — The evaluation of explicit and implicit costs associated with trading, such
as commissions, bid-ask spread, and market impact. Related terms: implementation cost, liquidity. Practical
use: A manager uses TCA to optimize execution algorithms and reduce slippage. Challenge: Accurately
measuring hidden costs and attributing them to specific trades.

Turnover Ratio — A measure of how frequently securities in a portfolio are replaced, expressed as a
percentage of the portfolio’s total holdings over a period. Related terms: portfolio turnover, trading
frequency. Example: A turnover ratio of 80 % indicates aggressive trading. Challenge: High turnover can
increase costs and tax liabilities.

Value Investing — An investment style that seeks securities trading below intrinsic value, often identified
through low price-to-earnings or price-to-book ratios. Related terms: fundamental analysis, margin of
safety. Practical application: Allocating to companies with strong cash flows but depressed market prices.
Challenge: Value traps and long holding periods before price correction.

Volatility Targeting — A dynamic allocation technique that adjusts exposure to maintain a predefined level of
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portfolio volatility. Related terms: risk budgeting, leveraged exposure. Example: Reducing equity exposure
when market volatility rises above 15 %. Challenge: Timing errors and transaction costs from frequent
rebalancing.

Weighted Average Cost of Capital (WACC) — The average rate of return a firm must earn on its existing
assets to satisfy all investors, used as a discount rate in valuation. Related terms: cost of equity, cost of debt.
Practical use: Determining the hurdle rate for selecting investments in a corporate portfolio. Challenge:
Estimating market risk premium and debt beta accurately.

Yield Curve — A graphical representation of interest rates across different maturities for a given credit
quality, often for government bonds. Related terms: term structure, duration. Example: An upward-sloping
curve suggests higher rates for longer maturities. Challenge: Curve shifts can affect bond portfolio
valuations and hedging strategies.

Zero-Coupon Bond — A bond that does not pay periodic interest but is issued at a discount and matures at
face value. Related terms: duration, immunization. Practical application: Using zero-coupon bonds to match
a specific future liability date. Challenge: Higher sensitivity to interest-rate changes and potential tax
implications.

Zero-Beta Portfolio — A portfolio constructed to have a beta of zero, eliminating systematic market risk and
leaving only idiosyncratic risk. Related terms: market neutral, beta neutral. Example: Combining long
equities with short equities in equal dollar amounts to achieve zero beta. Challenge: Maintaining true zero
beta over time as market dynamics evolve.

Active Risk — The risk arising from deviations between a portfolio’s holdings and its benchmark, measured
by tracking error. Related terms: tracking error, information ratio. Practical use: Setting a target active risk to
control the degree of outperformance sought. Challenge: Balancing active risk with the likelihood of
generating alpha.

Alpha Decay — The gradual erosion of excess returns as market participants arbitrage away the sources of
alpha. Related terms: factor decay, strategy crowding. Example: A momentum strategy may experience
diminishing alpha as more funds adopt similar trades. Challenge: Monitoring and adapting to diminishing
sources of outperformance.

Beta Neutrality — Constructing a portfolio with a net beta of zero, thereby neutralizing exposure to market
movements. Related terms: zero-beta portfolio, market neutral. Practical application: Pairing long and short
positions in equities with opposite betas. Challenge: Achieving and maintaining exact neutrality in volatile
markets.

Capital Preservation — An investment objective focused on protecting the original principal amount, often
prioritized by risk-averse investors. Related terms: defensive allocation, low-volatility. Example: Allocating
primarily to high-quality short-term bonds and cash equivalents. Challenge: Low returns may not keep pace
with inflation, eroding real purchasing power.

Cash-Weighted Return — A performance measure that accounts for the timing and magnitude of cash flows,
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similar to the internal rate of return (IRR). Related terms: money-weighted return, IRR. Practical use:
Assessing the effectiveness of a fund manager who receives frequent inflows and outflows. Challenge:
Sensitive to cash-flow timing, making comparisons across funds difficult.

Composite Index — An aggregated benchmark that combines multiple individual indices to reflect a broader
market or strategic allocation. Related terms: custom index, benchmark. Example: A 60 % equity, 40 % bond
composite index mirrors a balanced portfolio. Challenge: Ensuring the composite accurately represents the
intended asset mix and is investable.

Correlation Matrix — A table displaying pairwise correlations among a set of assets, used in portfolio risk
modeling. Related terms: covariance matrix, risk model. Practical application: Identifying low-correlated
assets to enhance diversification. Challenge: Estimating stable correlations, especially during market stress
when correlations tend to converge.

Cost-Effective Rebalancing — The practice of adjusting portfolio weights to target allocations while
minimizing transaction costs and tax impact. Related terms: turnover, threshold rebalancing. Example:
Rebalancing only when a weight deviates more than 5% from its target. Challenge: Balancing drift risk
against cost savings.

Credit Spread — The yield difference between a corporate bond and a comparable risk-free government
bond, reflecting credit risk. Related terms: yield curve, default risk. Example: A 5% spread over the Treasury
curve indicates higher compensation for credit risk. Challenge: Spreads can widen sharply in market crises,
impacting portfolio valuation.

Cross-Asset Correlation — The relationship between returns of assets from different classes, such as equities
and commodities. Related terms: diversification, risk parity. Practical use: Exploiting low or negative
cross-asset correlations to reduce overall portfolio volatility. Challenge: Correlations are time-varying and
may increase during systemic events.

Currency Hedging — The use of forward contracts, futures, or options to mitigate foreign-exchange risk in an
international portfolio. Related terms: FX exposure, basis risk. Example: Hedging a European equity position
back to USD to protect against Euro depreciation. Challenge: Hedging costs and the risk of imperfect
correlation between the hedge instrument and the underlying exposure.

Data Mining Bias — The tendency to overfit models to historical data, leading to spurious relationships that
do not hold out-of-sample. Related terms: over-fitting, backtesting. Example: Discovering a “pattern” that
appears profitable in past data but fails in live trading. Challenge: Implementing robust validation
techniques to guard against false discoveries.

Decile Portfolio — Portfolios formed by sorting securities into ten equal-sized groups based on a
characteristic (e.g., size, momentum) and evaluating performance across deciles. Related terms: quantile
analysis, factor testing. Practical use: Assessing whether the top decile of high-momentum stocks
outperforms the bottom decile. Challenge: Small-cap deciles may suffer from liquidity constraints.

Dividend Yield — The annual dividend payment divided by the current share price, expressed as a
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percentage. Related terms: income investing, yield. Example: A stock with a $2 annual dividend and a $40
price has a 5% dividend yield. Challenge: High yields may signal falling prices or unsustainable payouts.

Duration Matching — Aligning the weighted average duration of assets with that of liabilities to immunize
against interest-rate changes. Related terms: immunization, cash flow matching. Practical application: A
pension fund matches a 10-year liability horizon with a bond portfolio of equivalent duration. Challenge:
Changing cash-flow patterns and yield curve shifts can break the match.

Dynamic Asset Allocation — An approach that adjusts the strategic mix of assets in response to changing
market conditions, risk metrics, or economic indicators. Related terms:
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