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1 Y ou are atrustee to a mature but underfunded retirement benefit scheme which has
investments in awide range of properties. Discuss the appropriateness of passive
management of the property assets within the fund. [8]

2 In relation to portfolio construction:
@ Define prospective and retrospective tracking errors.

(b) Discuss the use of prospective and retrospective tracking errors as measures of
risk.

(c) State why the two measures of risk might differ.
[9]

3 Y ou are advising the government of a country on how to set up atax system. The
chief minister wants to tax investment income at a higher rate than earned income,
and to exempt capital gainsfrom tax. Hisaims are to encourage entrepreneurial
activity and investment and to redistribute wealth from the rich to the poor. Explain
the flaws and unintended consequences of his proposed approach. [8]

4 @) Outline the key principles underlying the relevant legisation relating to
providers of financial services and their clients. [7

(i) Describe the points that should be covered by a “Statement of Investment

Principles”. [4]
[Total 11]

5 The following information is provided on a non-UK equity fund.

Asset
US Japan Europe Asa Cash Total

Vaueat 31.12.04 £m. 250 100 100 50 0 500
Vaueat 31.12.05 £m. 300 140 96 70 5 611
Incomein period £m. 5 2 3 4 0 14
Net New Investment in period £m. -10 -5 10 0 5 0
Local Index 31.12.04 100 325 200 210 100 —
Local Index 31.12.05 120 400 185 296 100 —
Currency Rate at 31.12.04 v £ 1.90 190 140 190 100 —
Currency Rate at 31.12.05v £ 175 200 150 175 1.00 —
Index Yield at 31.12.05 (%) 25 10 2.0 3.0 4.0 —

The benchmark index isweighted 50% U.S., 30% Europe, 15% Japan and 5% Asia.

ST5 A2006—2



(i) Evaluate the performance of the fund through afull attribution analysis by
market stating any assumptions that you make. [15]

(i) €)) Comment on the returns and the results.

(b) Suggest any investigations that you might undertake to better
understand the results.
[5]
[Total 20]

6 A fund manager operates an OEIC whose investment strategy is to identify pairs of
shares in the same industry or market sector one of which isforecast to risein value
while the other isforecast to fall in value over a one-year time period. The manager
buys the shares that he forecasts will risein value. He borrows the shares that he
expectswill fall in value, sellsthem in the market hoping to buy them back later at a
lower price, and then return the borrowed shares to the lender.

One of the current pairs of shares that the manager hasin his portfoliois
from the pharmaceutical sector. He expects PharmaUP to rise in value over the
next year and he expects PharmaDOWN to fall in value over the next year.

@) Discuss the risksin this strategy under the following headings:

@ The pairing of two shares in the same industry or sector and identifying
one as expected to rise in value while the other as expected to fall in

value. [6]
(b) Borrowing shares and selling them in the market hoping to buy them

back at alower price. [5]
(© The costs of implementing the investment strategy. [4]

(d) The impact of the mgjority of investors redeeming their holdingsin the
fund on the shareholders who do not wish to redeem their holdings at
some point before the one-year investment time horizon has expired.

[4]

(i) Describe how the manager might implement his pairing strategy to eliminate

some of therisksin (i) (a). [2]

(i)  How would the manager reduce the risk to the investors who do not redeem
their holdingsin (i) (d). [1]
[Total 22]
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7 A mobile phone company requires additional financing and its treasury team has
noticed that it has an asset in the form of future payments by subscribers who are
required to make payments under their monthly contracts prior to the minimum period
ending. The team has approached your bank in order to set up an asset backed
security (ABS) issue viaa specia purpose vehicle (SPV). The company will transfer
the asset to the SPV in return for a payment of £500m, and the SPV will then issue an
ABS in 3 tranches as shown below, backed by these assets. The company will
purchase the equity tranche from the SPV.

Tranche Creditrating Tranchesize
Senior AA £400m
Mezzanine BB £50m
Equity n‘a £50m
0] Explain why the company might wish to useits asset in such away. [6]

(i) Describe the tranched structure, including why there is an equity tranche, and
why the company might wish to purchaseit. [6]

(iif)  Explain the key risks to a purchaser of the mezzanine tranche, and describe
situations when these risks might result in losses. [5]

(iv)  Comment on how your answer to (iii) would change if the asset value was
based on expected contract receipts for all existing contracts over the next 5

years, including payments after the minimum contract period expires. [5]
[Total 22]

END OF PAPER
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