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xiii

In the wake of the global financial crisis, investors of all types, institutional 
funds, retail investors, and endowments, have had some response to what 

they have learned. The range of responses has been wide.
Some funds have reevaluated investment risk by incorporating a higher 

chance of more extreme market events in their risk expectations or assessing 
whether the expected diversification benefits provided by the mix of asset 
classes were valid. Others have reevaluated their tolerance for investment 
risk; the intellectual exercise of assessing risk tolerance beforehand is no 
substitute for actually experiencing and feeling investment risk when it 
happens. Some funds have chosen to reduce their reliance on a static strategic 
asset allocation, sometimes referred to as a set‐and‐forget approach, in favor 
of a more dynamic approach; this is usually termed dynamic asset allocation 
or strategic tilting. Further diversification is the approach others have taken. 
This may involve diversification in terms of (1) the addition of, or increased 
allocation to, alternative asset classes, or (2) better diversification within 
asset classes, usually some “indexed” approach that takes an other‐than‐
market‐capitalization approach. Finally, the active‐passive decision has been 
challenged—the decision to employ active investment managers as opposed 
to simply gaining market participation through index funds.

What is immediately obvious is that different investors experienced risk 
differently. Their experience affected the choices they made.

A natural question, though, is: Were these the right decisions? The 
answer to this question is the subject of this book; it lies in whether the risks 
faced are clearly recognized and thoroughly understood and appropriately 
managed beforehand. Without such understanding, it is difficult to respond 
to an event like the global financial crisis in a sound and strategic way.

It is fair to say that some funds have reacted to the global financial cri-
sis; others have responded. By this I mean it appears that some funds have 
changed something for change’s sake; others appear to have genuinely chal-
lenged the rationale upon which their investment approach rests and made 
sensible changes, or not.
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What�thIs�Book�offers

This book offers a simple yet comprehensive discussion of what risks face 
almost any investment fund; it takes a strategic, wide perspective of risk. 
The key themes and messages are these:

■■ Funds face a range of risks across all aspects of their operations.
■■ One key risk a fund faces is asset allocation risk. This is the central 
decision every fund needs to make. However, deciding this risk is more 
than a numerical exercise. There are various aspects to doing it properly: 
correctly assessing the fund’s tolerance for investment risk (which are 
ultimately the beneficiaries of any fund), proper implementation of the 
chosen asset allocation, and having a robust review process.

■■ Another key, but often unrecognized risk is not having a sound governance, 
or decision‐making, structure in place. A sound structure means having 
an appropriate board structure, clear processes in place to effectively 
choose asset class and manager exposures, suitable monitoring of those 
exposures, and clarity about when and how these are changed. Without 
sound decision making, there can be no effective risk management.

■■ Risk management is not about risk measurement, risk reduction, or 
even risk diversification.

Is�thIs�Book�for�You?

We focus on the principles underlying the management of key, strategic risks 
and avoid overly technical explanations to make the book accessible to a 
wide range of professionals, senior managers, board members, and even 
beneficiaries who need to know what risks exist in their funds (whether 
pension, endowment, foundation, or trust) and how to manage these risks. 
Practical examples are provided to illustrate the principles and help convey 
the ideas clearly.

hoW�the�Book�Is�structured

This book identifies seven key strategic risks each and every fund, investor, 
or pool of capital faces in the management of investments. These are:

	 1.	Governance risk
	 2.	Asset allocation risk
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	 3.	Timing risk
	 4.	Asset class structural risks
	 5.	Manager risks
	 6.	Implementation risks
	 7.	Review or monitoring risks

These are, simplistically, related to key types of decisions that must be 
addressed. At a high level, these decisions are fund‐level, strategy‐level, 
implementation‐level, and review‐level decisions. The chart on the next page 
shows these decision types, key strategic risks, and specific decisions on the 
left‐hand side. In the center is a fund schematic of what is meant by each 
specific decision level and risk type. At the far right is a chapter guide with 
the key issues covered in each chapter.
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1

Chapter 1
Strategic risk 

Management Framework

No one person can do everything required to run a fund well. Intermedi-
aries are employed to act in the fund’s best interests.
Board members, for example, are responsible for a fund’s manage-

ment and must consider the benefit of people whose money is in the 
fund. Also, the day‐to‐day investment management decisions typically 
are delegated to investment professionals other than the board mem-
bers. When you consider the fund as a whole and those involved, the 
natural question becomes: “How do you best ensure the fund’s objective 
is met with a high degree of confidence?” You could ask the question 
another way: “What are the key risks my fund faces, and how should I 
best manage them?” This question is central to all investment manage-
ment activities.

This chapter deals with the first part of the question; the rest of the 
book deals with the second part.

OrgaNiziNg FraMewOrk

What risks does my fund face? To answer this question, we need a way of 
thinking about the fund so we can identify the risks within it. Any fund can 
be thought of in terms of the types of decisions that can be made. This is 
shown in Table 1.1.

The decision types can be split into four levels: fund, strategy, imple-
mentation, and review. Each decision level is described in turn.
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Fund

Decisions at the fund level essentially involve key elements of planning for 
the fund. This means that objectives are established and uses of the fund  
prioritized. The key statement is the fund’s investment policy, which captures 
the types and amounts of investment risk that are acceptable to achieve the 
objectives.

As shown in Table 1.1, two decision areas should be covered.

■■ Governance. Governance involves establishing a framework for ensuring 
that the fund is run well. Good governance ensures effective oversight 
and decision-making processes are put in place.

■■ Fund’s purpose. Perhaps the most important decision area relates to 
the fund’s purpose. This is where investment goals and objectives are 
established; when competing objectives exist, they are appropriately 
prioritized. How much will be distributed, how stable the distribu-
tions should be, and so on are determined. Objectives need to be 
realistic in seeking to maximize the chances of meeting the fund’s 
purpose.

Strategy

Decisions at the strategy level are concerned with how the fund will go 
about meeting its purpose. This usually involves setting a long‐term  strategy  

table 1.1 Types of Decisions

Decision Level Decision Type

Fund
Governance

Fund’s purpose

Strategy

Strategic asset allocation

Tactical asset allocation

Asset class structure

Implementation

Manager selection

Security selection

Execution

Review Performance review/monitoring

Source: Based on Curwood (2007).
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(a strategic asset allocation) and deciding how medium‐ to shorter‐term 
views of the capital markets will affect the fund’s asset allocation (tac-
tical asset allocation) and how asset classes will be invested: passively 
though suitable indexes, usually via pooled funds or exchange‐traded 
funds, or actively using one or many managers to take views on various 
segments (sectors, countries, or securities) of the market in which they 
operate.

Three key areas are involved.

 1. Strategic asset allocation. The greater the investment returns being 
sought from the capital markets, the greater the investment risks that 
must be taken. A strategic asset allocation policy essentially involves 
determining an appropriate equity/fixed income asset class mix that 
best meets the objectives.

 2. Tactical asset allocation. This involves systematically adjusting a fund’s 
asset mix away from the strategic asset allocation when asset classes 
are believed to be priced away from equilibrium relationships. Usually 
tactical asset allocation moves in anticipation of reequilibration of mar-
kets, selling asset classes that have strengthened and buying asset classes 
that have weakened.

 3. Asset class structure. This structure establishes how a given asset class 
will be invested across sectors within the class. It involves issues such 
as active versus passive management, defines investment styles, and 
establishes performance benchmarks. If the asset class is to be actively 
invested, then establishing a suitable investment management structure 
will be required. 

implementation

The strategies chosen at the previous decision level must be implemented. 
This involves hiring investment staff or investment managers who are given 
the responsibility for making day‐to‐day decisions and the discretion to 
actually invest the fund. Three key areas are captured.

 1. Manager selection. Research is required to identify the best available 
investment managers, and continuous monitoring that follows.

 2. Security selection. This involves research to identify the best portfolio of 
securities to hold, whatever the asset class. This activity may be under-
taken by internal staff or an external manager.
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 3. Execution. This involves direct interaction with the capital mar-
kets and for many funds will involve executing changes across and 
within asset classes, such as rebalancing and transitioning between 
managers.

review

The review stage involves two main elements: (1) what results have 
been obtained and (2) whether fund expectations have been achieved. 
Linking back to Table 1.1, performance review and monitoring involve 
a comprehensive analysis of total fund, asset class, and manager 
performance versus benchmarks. The monitoring process compares 
results against their objectives and identifies any changes that may be  
necessary.

what riSkS DOeS the FuND FaCe at eaCh leVel?

The decision levels provide the organizing framework for discussing what 
risks a fund may face. A strategic approach is taken to thinking about risks. 
But before we continue, we should be clear about what strategic risk man-
agement is.

Risk management is often mistaken for risk measurement. Properly 
measuring risk is necessary, but certainly not enough to ensure proper risk 
management.

Risk management is not about risk reduction. In fact, risk management 
is at least as much about return enhancement as it is about risk reduction. 
In later chapters, this fact becomes clear as we explore the sources of invest-
ment returns. Investment management is essentially about finding the best 
way to spend a risk budget.

Risk management is not risk diversification. Mistaking risk manage-
ment for risk diversification proved lethal in 2008, when sharp downturns 
in almost all asset classes highlighted the limits of diversification as a risk 
management technique.

Table 1.2 shows the decision‐types described earlier and aggregate 
these into key areas of risk. We introduce the key risks here. Subse-
quent chapters deal with each risk in depth and how to manage risks    
appropriately.

This table captures the usual five‐step risk management process. 
Risks must be first identified. Then, to the extent possible, they must be 
understood and measured. Next, they must be managed appropriately. 
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Finally, the results of the process must be assessed. In Table 1.2, we treat 
each step as follows.

■■ Identify. We identify seven risk categories: governance, asset allocation, 
timing, structural, manager, implementation, and monitoring.

■■ Understand. The seven groups of risks usually line up with certain deci-
sion types.

■■ Measure. This specifically involves ranking the magnitudes of the in-
dividual risks. While it is impossible to measure risks precisely, there 
are four broad tiers for prioritizing fund risks: high impact, high risk, 
moderate risk, and low risk. In Table 1.2, each is represented by a shade 
of gray. The ranking is based on the typical hierarchy of concerns that 
owners or sponsors of funds have. Monitoring risk is shown as the 
least important, but this is on a relative scale. It is still important in an 
absolute sense.

■■ Manage. Once we complete the first three steps, we can deal with man-
aging the risks. Subsequent chapters deal with this.

■■ Assess. Assessing involves regular review of the four risk tiers in order of 
importance and their monitoring. It usually involves regular  reporting 

table 1.2 Strategic Risk Management Framework

Decision Level Decision Type Risks

Fund
Governance Governance risk

Fund’s purpose
Asset allocation risk

Strategy

Strategic asset allocation

Tactical asset allocation Timing risk

Asset class structure Structural risk

Implementation

Manager selection
Manager risk

Security selection

Execution Implementation risk

Review
Performance review/
monitoring

Monitoring risk

Legend:

High Impact

High Risk

Moderate Risk

Low Risk
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and monitoring of risks to ensure that they are adequately addressed, 
and identifying new risks as they develop.

We discuss each group of risks in turn.

governance risk

Governance risk covers those risks by not having effective oversight and 
decision-making processes in place. The impact of this risk can be signifi-
cant. It is the most important to manage since it impacts everything else the 
fund does.

Next we detail some risks that are captured under this heading.

■■ Poor governance. Decisions should be taken only by people with the 
appropriate skills, experience, knowledge, and resources. Sometimes 
board members engage in investment management tasks—tasks that 
require day-to-day attention and specialist expertise.

■■ Hidden investment beliefs. Beliefs usually cannot be proved right or 
wrong, but they should be defensible. An explicit statement of invest-
ment beliefs allows for the alignment of decisions and investments un-
dertaken. Investment beliefs are essential to ensure a fund sticks with 
well-founded investment strategies during times of inevitable poor 
performance.

■■ Trustee knowledge. Trustees or board members do not need to be ex-
perts. They need to have enough knowledge, experience, and skill to be 
able to assess the advice they are given by experts and to challenge that 
advice (Myners 2001).

■■ Reporting is poor. Reports to boards may contain both valuable infor-
mation and irrelevant data. This may create confusion about investment 
performance and understanding the sources of underperformance to as-
sist effective solutions.

asset allocation risk

The risk associated with the broad asset class mix is asset allocation risk. 
The key issue is how well the chosen asset class mix meets the investment 
objectives of the fund. For a foundation or endowment, this would mean 
the risk to meeting the investment objective; this may be protection of real 
capital of the fund or maintaining a stable spending policy, or both.

Asset allocation risk is typically dealt with in asset allocation (or asset-
liability) studies. These studies investigate the likelihood of varying asset 
mixes meeting the investment objectives. Asset allocation studies are usually 
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undertaken at least every three to five years, depending on major changes in 
market conditions or to the fund’s circumstances.

The main source of the variability of returns is the allocation between 
equities and bond assets. However, the determination of an appropriate al-
location to equities and bonds will crucially depend on the investor’s toler-
ance for risk.

Next we detail some risks that are captured under this heading.

■■ Fund purpose unclear. Clarity about the fund’s purpose is needed to es-
tablish suitable investment objectives and investment constraints. This 
ensures that any competing objectives are recognized and priorities estab-
lished among them. Unless investment objectives are clear and any com-
peting objective prioritized, the asset allocation study will not be effective.

■■ Regret risk. An essential element in setting a suitable asset allocation 
is establishing the tolerance for investment risk. This exercise is under-
taken before the investment performance materializes. Regret happens 
after an investment outcome has happened. Effectively managing regret 
risk requires capturing what return outcomes will feel like before they 
occur. Not doing so effectively may lead to asset allocation changes at 
the worst times. For example, deciding to reduce equity holdings after 
equities have produced poor returns usually locks losses in and compro-
mises the fund’s investment objectives.

timing risk

Timing risk is the risk that accompanies deviations from a suitable long-
term, or strategic, asset allocation. It includes the risks of the process em-
ployed in judging whether an asset class should be over- or underweighted 
relative to the strategic asset allocation and the additional investment risk 
introduced to the fund from engaging in such an activity. Some of the spe-
cific risks are discussed next.

■■ Analysis risk. This risk refers to the risk that the analysis is wrong. 
For instance, the period of analysis may not be representative of the 
long term. Even analysis of a 20-year historical period may not be long 
enough to capture the true underlying relationships or true long-term 
valuation level.

■■ Reversion risk. Reversion risk is risk that the valuation gap gets bigger, 
not smaller. Short- to medium-term returns can be more driven by 
momentum than by reversion. In other words, an underpriced asset 
class might well continue to trend downward. It is sometimes difficult 
to predict when a valuation gap will correct.
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■■ Forecasting risk. The future of markets is unpredictable. It is often dif-
ficult to predict what will be the main determinant of market levels in 
10 years, or even 10 months.

Structural risks

Structural risks are the risks that accompany passive implementation of the 
desired asset allocation mix, such as via index funds or futures. They also 
include structural tilts, which are tilts toward segments of the market such 
as a size tilt (small versus large capitalization), style tilts (valuation charac-
teristics such as growth versus value), country tilts, or sector tilts.

Next we detail some risks that are captured under this heading.

■■ Unsuitable benchmarks. Benchmarks are used for a number of purposes. 
The main uses are as proxies for asset classes in asset allocation, as 
benchmarks for active management, and as portfolios for indexing. 
The suitability of benchmarks must account for these uses. Often a 
benchmark is chosen from a range of competing alternatives, such as the 
Standard & Poor’s (S&P) 500, Russell 1000, or Dow Jones Industrial 
Average for the U.S. market. No benchmark is perfect, and trade-offs 
are involved in their use. Good benchmarks have several defining 
characteristics. They are: 

■■ Complete
■■ Investable 
■■ Have clear, published rules 
■■ Based on accurate and complete data
■■ Widely accepted by investors
■■ Low turnover and related transaction costs

■■ Poor understanding of key risk drivers of each asset class. Understand-
ing the sources of risk within each asset class is critical in ensuring that 
unintended structural tilts are not being introduced. For example, in-
ternational equities involves risk across several dimensions: country, 
sector, currency, style (such as value and growth), size, and stock risks. 
The relative contribution of each risk and its returns is needed when 
deciding on a structural tilt, such as a value tilt (to low price-to-book 
stocks) or size tilt (e.g., to small-capitalization stocks), or designing an 
active manager portfolio structure. In the latter case, the driver of asset 
class risk helps inform the drivers of active portfolio returns and risk. 
This may mean an understanding of the segment of the market in which 
a manager specializes, any structural biases that arise from that segment 
of the market and the impact of such structural biases on the manager’s 
performance.
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Manager risk

Manager risk is the risk associated with actively implementing the expo-
sures determined in the asset allocation and asset class structuring decision. 
Active managers will invest in stocks, countries, and sectors that differ from 
the benchmarks chosen to represent the desired asset classes. By doing so 
managers bring additional sources of risk into the portfolio. This additional 
source of risk is commonly referred to as tracking error risk. Some common 
manager risks are discussed next.

■■ Poor manager research. Adequate manager research is necessary to 
maintaining a manager structure that delivers the desired market ex-
posures and meets the investment objectives. If an investor loses con-
fidence in the manager’s ability to deliver the returns expected then 
replacement managers are needed. Manager research covering a wide 
range of suitable managers is necessary. Investment management firms 
and products need to be monitored through direct meetings, and per-
formance analysis. This monitoring usually includes assessing perform-
ance versus stated benchmarks, and focusing on significant changes in 
the organization, investment process, portfolio characteristics, and per-
formance outcomes.

■■ Managers do not match the asset class structure. Once the decision about 
how the portfolio is structured across region, country, sector, and style 
aspects of an asset class is determined, the manager portfolio structure 
needs to reflect this structure. This includes consideration of the number 
of managers to be included, how specialist managers are used, what ac-
tive management processes are used (fundamental or quantitative), and 
the level of active risk for managers individually and in combination.

■■ Unsuitable managers. The desired portfolio of managers defines man-
ager roles but not the specific managers themselves. Suitable managers 
must be identified that can fill each role. For example, hiring a value 
manager for a growth manager’s role will not be suitable, no matter 
how good that manager is. Managers must be hired on the basis there 
is high confidence they can achieve the desired return and risk expecta-
tions. If no suitable managers can be found for the required roles then 
the manager portfolio will need to be revisited. 

implementation risk

Implementation risk relates to effectively and efficiently implementing in-
vestment decisions made by the fund. For example, once a target asset al-
location is decided, market movements will drive the asset allocation mix 
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away from the target. Asset class exposures must be rebalanced to restore 
the desired asset class mix. The fund may also decide to terminate a manager 
and seek a replacement. Implementation risks may include delays in execut-
ing the decision and executing the decision in a way that does not minimize 
direct brokerage and commissions.

Typical implementation risks are discussed next.

■■ No rebalancing policy. Not having a rebalancing policy will result in 
portfolio allocations that will not match that established in the asset 
allocation study. The expected risks and returns cannot therefore be 
achieved. An effective rebalancing policy ensures that the fund’s asset 
allocation does not drift too far from the target asset allocation mix. 
A good rebalancing policy will be clear about the costs and benefits on 
which it was established. This may include an assessment of the fund’s 
cash flows, transactions costs, and asset class behavior (mean-reversion 
versus trending) and consider a variety of possible approaches (monthly 
or quarterly rebalancing frequency).

■■ Inadequate transition strategies. Effective transition strategies for man-
aging portfolio changes activities are needed to manage direct and in-
direct costs. Transition plans should: include minimizing implicit and 
explicit trading costs; remain fully invested relative to the asset class 
policy (e.g., using futures to equitize cash); minimize trading errors; and 
manage all external activities (i.e., trustee/custodian and managers).

■■ Implementation slippage. Implementation slippage arises from deci-
sions made that are not implemented or poorly implemented. This is 
a catchall risk but is an important one. Once a decision is made, slow 
or poor implementation can result in performance slippage and result 
in additional costs. While implementation slippage may be small on 
individual decisions, this can accumulate to be significant over many 
decisions and accumulate over time.

Monitoring risk

Measuring and assessing investment performance is an essential part of in-
vestment decision making. Monitoring risk can arise from not having good 
performance measurement and manager monitoring systems. Also poor in-
vestment reports can hamper the ability of decision makers to discern sourc-
es of underperformance and determine appropriate ways to rectify them.

Some specific risks include:

■■ Performance attribution. Performance attribution will separate value 
added into its security selection and asset class timing components. 
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Adequate performance attribution systems will enable decision makers 
to quickly identify the source of a potential problem, whether it is the 
strategic asset allocation, asset class structure, manager-specific strategy, 
or implementation issue.

■■ Clear performance reports. Reports should allow decision makers to 
be clear about sources of investment performance. It should be easy to 
determine whether the fund is meeting its objectives and highlight any 
issues with managers, strategies, or asset classes employed.

SuMMary

All the risk categories are interrelated. For example, not having effective 
oversight and adequate decision-making processes in place can mani-
fest itself in any of the other risks. It may show up as having incomplete 
or unclear investment objectives where competing objectives exist. This 
will impact the asset allocation decision. It is difficult to make an asset 
allocation decision without clear investment objectives. This is an asset 
allocation risk.

Inadequate decision-making processes can result in inappropriate 
benchmarks being chosen for the asset class exposures. Unintended style bi-
ases may result, such as a value or growth tilt. This is a structural risk. Even 
if appropriate benchmarks are chosen, inadequate decision-making process-
es may result in choosing managers that are not suitable for their intended 
roles. For example, a U.S. value manager may be chosen for a broad U.S. 
equity allocation. This represents both a manager risk and a structural risk. 

Not having a rebalancing policy will result in asset class weights not be-
ing rebalanced to the chosen target asset allocation. This represents both an 
implementation risk and asset allocation risk. Finally, inadequate oversight 
can manifest itself as a monitoring risk. Poor performance measurement 
and manager monitoring processes will hinder the decision makers’ ability 
to identify sources of underperformance and therefore ways to effectively 
manage this.

In terms of importance, governance risk is the most important. It under-
pins all other risks. Asset allocation risk is the next most important. Con-
ducting regular asset allocation reviews and investing assets according to 
that asset allocation is an important form of risk management. Structural 
risk and then manager risk ranks after asset allocation risk. Many investors 
devote a disproportionate amount of time and energy on manager moni-
toring and manager risks. Implementation risks will tend to be of lesser 
importance than manager risks. Of least importance is monitoring risk—in 
relative terms only. Having adequate oversight reports and effective review 
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processes is still important, but will tend to have a lesser impact than the 
other risks.

puttiNg the iDeaS iNtO aCtiON

To help illustrate some of the ideas presented, let us work through an example.

background

A successful and wealthy man by the name of Mr. Goode has recently passed 
away. Mr. Goode is survived by his wife and has no children. In his will he 
bequeaths most of his wealth, $50 million, to be used for philanthropic 
endeavors. The executors are, according to the will, charged with fulfilling 
the items on this list:

■■ Set up a foundation to carry out the wishes of Mr. Goode. Predictably, 
it will be called the Goode Foundation.

■■ The foundation is intended to last in perpetuity.
■■ The total sum of money will constitute the initial capital of the founda-
tion. At least 80 percent of the initial capital should remain intact over 
its life and not be eroded by inflation. Mr. Goode was very explicit in 
his will. He stated that the capital should be preserved for future genera-
tions to enjoy.

■■ For the foundation to have its intended impact on society, it should pay 
out 3 percent of the initial capital every year. The distribution should be 
adjusted each year to keep pace with inflation.

■■ The distributions would be for philanthropic purposes. Mr. Goode was 
not a man who simply gave money away. There had to be a worthwhile 
cause. So he had laid out some specific uses that would qualify. These 
included payments to advance medical knowledge by funding medical 
research, supporting community projects like playgrounds and sports 
stadiums, and providing support to those facing financial hardship with 
the aim of improving their circumstances (this would take the form of 
scholarships).

The executors are experienced in such matters and have set up a number 
of similar, though smaller, trusts in the past. They set about drafting the trust 
deed and appointed five trustees to the board of the foundation. The trustees 
are well known to the executors and are upstanding members of society.

A brief background on each trustee would help to give color to the 
board and the task they face ahead.
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■■ Ms. Harwood, chair. Ms. Harwood was chair of several prominent 
foundations and endowments. She has extensive professional experi-
ence.

■■ Mr. Rock, mayor. Mr. Rock has been the local major for the past decade 
and passionately supports the community. He served to represent the 
interests of the community of which Mr. Goode had been a part.

■■ Dr. Johnson, business leader. Dr. Johnson is a prominent businessman. 
He is the chair of several companies and chief executive officer of the 
National Institute of Company Directors.

■■ Mrs. Goode. Mrs. Goode is the widow of Mr. Goode. She serves to 
ensure the foundation carries out the spirit of what Mr. Goode intended 
for the foundation.

■■ Mr. Gaw, chancellor. Mr. Gaw is the chancellor of the local university. 
Mr. Gaw is delighted to serve the interests of many talented students 
and their families who suffer financial hardships.

plan

Ms. Harwood has had significant experience with other foundations. She 
knows that a good governance structure is critical for the long‐term success 
of the foundation. At the first board meeting, she presents the organizational 
decision‐making chart shown.

Group Decision Board
Investment 
Subcommittee

Investment 
Staff

Investment 
Managers

Governance

Fund’s purpose

Strategic asset 
allocation

Tactical asset 
allocation

Asset class 
structure

Manager 
selection

Security selection

Execution

Performance 
review and 
monitoring
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Ms. Harwood discusses the structure. “We are a small governing group,” 
she says. “Most of us do not have the time or resources to devote to the 
day‐to‐day management of the foundation. We will need to delegate. But 
exactly what will be delegated?” She suggests the following:

■■ Dedicated professionals are employed to run the foundation’s day‐to‐
day operations. The activities would include: engaging an external in-
vestment consultant, hiring managers, coordinating donations requests 
via a donations committee, and providing oversight reports to the board.

■■ Who does what and in what capacity? Each of the groups in the organizational 
decision-making chart needs clear accountability regarding who oversees, 
approves, and provides recommendations at each decision stage.

■■ Establishment of two committees—the Investment Committee and the 
Donations Committee.

Last, Ms. Harwood suggests that the foundation draft a statement of 
investment beliefs to guide the investment strategies it should pursue.

The conversations start. Mr. Rock opens. “We don’t need two subcom-
mittees. Surely we should all be involved in making both investment deci-
sions and how the investment returns are spent? The proposed governance 
structure is too restrictive. The full board should be involved in the specifics 
of the investment management arrangements, like choosing which bonds 
and stocks the foundation invests in. Why else are we on this board?”

Dr. Johnson follows. “What is the role of the board? Mr. Rock believes 
we should be involved in making decisions at the individual stock and bond 
level. Ms. Harwood suggests these decisions should be delegated and a com-
petent management team should be established to implement this. I think 
the core question is what should our role as a board be? Three roles are 
suggested in Ms. Harwood’s table—to govern, to manage, and to operate. 
It would be helpful to ask: ‘Who is best placed to undertake each of these 
functions?’” Dr. Johnson is a professional director. He does not manage the 
businesses he is a director of; he governs them.

Mr. Gaw gets the point. “As a trustee of the foundation, I am under a 
fiduciary duty. I naturally assumed that this would mean I must be involved 
in all decisions, investment or donations related, to effectively carry out that 
duty. I, as a chancellor, however, am responsible for managing the university. 
I do not govern the university, but I do advise our board.”

Mr. Rock responds, “Okay, I see the rationale for Ms. Harwood’s 
suggestion. I am no expert at running foundations, but I am aware of the 
significance of the amount of money for which I am responsible. I want to 
ensure we do a good job.”
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The board decides that the best way each can ensure they do a good job 
is to make sure the right governance structure is put in place. They agree 
to set up two committees. The Investment Committee, a subcommittee of 
the board, will be responsible for all investment-related matters: defining 
the investment objectives, establishing a suitable long‐term asset allocation, 
and overseeing manager selection activities of the foundation’s staff. The 
Donations Committee, the members of which are staff, will be responsible 
for implementing the foundation’s distribution policy (yet to be established), 
assessing the merits of requests for donations, and ensuring that the spirit 
of Mr. Goode’s wishes is carried out. Mrs. Goode has elected to chair this 
subcommittee. Ms. Harwood undertakes to complete the decision‐making 
chart based on the discussion and present it again at the next meeting.

The final item for the meeting is a proposal to adopt a statement of 
investment beliefs. Ms. Harwood explains, “Once we clearly establish the 
foundation’s investment objective and prioritize competing objectives,  
we must then go about establishing how we will investment the funds 
of the foundation. Investment markets are inherently noisy. A statement 
of investment beliefs should come from sound research and guide the 
investment strategies we would pursue. Given the long duration of the 
foundation, the investment strategies we employ should be fit over a long 
time horizon.”
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Chapter 2
Governance risk

I t is usual that investment funds have investment committees to oversee in-
vestment activities. The nature of the oversight function differs by type of 

fund. At one end are family trusts where the investment functions reside with 
the trustees but usually lack a formalized investment committee structure. At 
the other end are employer sponsored defined contribution and defined benefit 
plans. These plans tend to have large, formalized investment committees com-
prised with employer representatives, employee representatives, and independ-
ent trustees. The oversight functions of endowment and foundation funds tend 
to differ depending on the purpose of the fund, and the size of the fund’s assets.

Nevertheless, whenever a group of individuals are entrusted with the 
management of a fund’s assets a number of governance related issues arise: 
is the investment committee adequately structured? Is there sufficient dele-
gation? Is the oversight of investment management arrangements adequate?

Why GovernanCe matters

Proper and effective functioning of any fund depends on governance. 
 Governance is about the oversight and decision-making processes of a fund. 
Good governance however cannot guarantee good performance. Investment 
performance can be either good or bad. Likewise governance can be either 
good or poor. Good governance can result in bad performance. However, bad 
performance does not mean that governance is poor. This is because invest-
ment outcomes involve making decisions about the future, in which luck plays 
a role. However, good governance ensures that there is a better chance of pro-
ducing good investment performance than when poor governance is at play.

Good GovernanCe

The characteristics of good governance can be broken down into the key 
areas discussed next (Ellis 2011).
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mission Clarity

Mission clarity concerns an explicit understanding of a portfolio’s purpose 
and objective and a clear definition of success in determining whether the 
portfolio fulfills that purpose and meets that objective.

separate Governance and management

The role of a governing body (a board or investment committee) is just 
that: to govern. Overreaching by the governing body by attempting to 
undertake a management role, which requires real time involvement, 
is simply bad process. Some examples of this are when the board does 
not have adequate knowledge on selecting managers and attempts to 
hire managers on the basis of consultant recommendations. Inadequate 
knowledge about what to look for in a suitable manager will be an issue. 
Without adequate knowledge, managers usually are chosen on the basis 
of the persuasiveness of their presentations, historical track records, and 
physical presence. The solution is to select a subcommittee that does have 
the expertise and experience or to delegate to internal staff or an external 
party, such as a consultant, who has both the time and the expertise 
necessary for the task.

structure of Governing Body

The structure of the governing body (board or investment committee) is 
important to ensure its proper and effective functioning.

■■ Size. The size of a committee can noticeably affect its performance. 
The connection between performance and committee size depends 
on the type of task being undertaken. For investment committees, 
the usual task is one where a single answer is required for a specific 
problem. Such problems include the decision on the proportion of 
equities to have in the portfolio or the number of managers to employ 
in implementing an asset class exposure. With such tasks, performance 
tends to improve with committee size, but only to a point. Increases in 
committee size beyond a certain size result in reduced performance. The 
loss of performance is the result of a lack of group coordination, which 
offsets the additional insights and experience of the members. Loss 
of coordination tends to begin once the committee increases beyond 
10 members ( Littlepage 1991). In addition to a loss of coordination, 
members of large committees may become less interested, as their input 
may be perceived as being less important. So, while there is no optimal 
size for investment committees, 5 to 10 members are enough to have 
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diversity of experience, background, and expertise but small enough so 
that everyone can contribute effectively.

■■ Expertise. When it comes to investment management, experience is 
 paramount. Investment committees are charged with making good 
judgments and decisions. Such judgment usually comes only from 
experience in investing. Stockbrokers, bankers, and traders are usually 
not experienced in investing matters. This does not mean that all 
committee members need to be experienced investors, but experienced 
investors should represent the majority.

In addition, how the committee extracts and uses the expertise of 
individual members drives the success of the fund. Research shows 
that groups are not always effective in identifying and using members’ 
 expertise. Some studies have found groups to be effective at identifying 
expertise (Bonner, Baumann, and Dalal 2002), while others have found 
the opposite (Henry, Strickland, Yorges, and Ladd 1996). If the task is 
difficult and a member’s expertise is known to the group, the group tends 
to use the expertise of that member (Bonner et al.). Research suggests 
that investment committees can usefully leverage the expertise of their 
members by being knowledgeable about the expertise and backgrounds 
of each member. Detailed backgrounds about each member’s experience 
and qualifications could be provided to the investment  committee. This 
way the committee is more likely to acknowledge the expertise of each 
member and call on that expert member when needed.

■■ Diversity. Healthy conflict and dissenting opinions can improve group 
decision  making. One possible way to promote healthy dissent is to 
have a committee comprised of members with diverse backgrounds in 
terms of knowledge, skills, expertise, and personality. Diversity broad-
ens the experience of the group and can engender healthy debate and 
discussion at meetings. Boards and investment committees should aim 
for member diversity in knowledge, skills, expertise, and personality. 
Diversity can also be accomplished by using a devil’s advocate within 
the committee or by inviting outside experts to attend and participate 
in meetings. There can be a downside to diversity. Diversity can lead to 
unhealthy debate and conflict if members believe they are different from 
one another (Williams and O’Reilly 1998).

■■ Rotation of members. Too‐frequent rotation of members can have nega-
tive effects. While regular turnover of members ensures the committee 
takes a fresh view on matters, too much turnover can impair the ability 
of the committee to learn how best to work together and how best to 
listen to each member, and cause the loss of stabilizing benefits of an in-
stitutional memory. The optimal tenure of members tends to be around 
six to seven years (Ellis 2011), renewable once or twice.
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■■ Leadership. Leadership of the chairperson is relevant in the extent to which 
investment committee members participate in the final decisions. Group 
participation in the decision‐making process can be split into three levels.

■■ At one end is an autocratic leader. Committee members provide input into 
the decision, but the leader makes the final decision on his or her own.

■■ At the other end are laissez‐faire leaders who rarely interfere so that 
committee decisions are made with little guidance or supervision.

■■ Democratic leaders allow committee members to vote and to make 
many of their own decisions.

Research has found that satisfaction tends to be highest in groups 
with democratic leaders (Myers 2006). If committee member satis-
faction is important to the investment committee’s effectiveness and 
success, then democratic leadership may be best.

Of course, these suggestions will not guarantee successful group deci-
sion making. They will allow for investment committees to improve their 
performance by reducing the problems associated with group decisions and 
allowing the full expertise and knowledge of their members to be leveraged 
effectively.

Good processes

Investment committees can contribute to good processes by ensuring the 
establishment of clear policies on investment strategy and selection of 
managers.

On investment strategy—does the fund have clear answers to these 
questions?

■■ What is the strategic asset allocation, and why?
■■ What is the asset class structure, and why?
■■ What is the time horizon for investing, and why?
■■ What is the spending or distribution policy, and why?
■■ What is the board’s (or investment committee’s) function and account-
abilities, and why?

On manager selection—does the fund have clear answers to these 
questions?

■■ How many managers will be used, and why?
■■ What will be the size of each manager’s mandate, and why?
■■ What selection criteria and due diligence process will be followed?
■■ What criteria will be used for firing managers, and why?
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Investment Beliefs

It is important to have an explicit statement of investment beliefs to guide 
strategy and what actions need to be taken in the face of investment markets 
that are inherently noisy. Investment beliefs, policies, and actions should 
be consistent with each other. If there are no explicit beliefs, then implicit 
beliefs will be operating. It is useful to look at what has been done and infer 
the beliefs that could have given rise to those actions. For example, wide 
asset allocation ranges in the investment policy statement, or experiencing 
large changes in the exposure of an asset class over time, might mean there 
is a belief that there is skill in timing asset class exposures and that skill has 
been employed by the fund. Or the fund may have many active investment 
managers, which requires two beliefs: (1) that superior managers exist, and 
(2) that the fund has a process to identify those managers. The beliefs, by 
definition, cannot be proved right or wrong; however, good governance 
requires them to be explicit and defendable.

Besides having explicit investment beliefs, best practice requires regular 
revisitation and reevaluation of core investment beliefs. This is best done 
annually. It does not mean that investment beliefs need to be changed; they 
simply must be revisited to ensure that they remain relevant and that invest-
ment policies and actions remain consistent with beliefs.

review of Governance approach

Good governance ensures that investment decisions are delegated to the 
group or person with the appropriate skill set and capability. At the broad-
est level, governance requires an overall reassessment of the fund’s ability to 
manage the complexity of the operation.

■■ The simplest investment operation invests passively, by using index 
funds.

■■ If active management is employed, good governance requires a thor-
ough review of long‐term performance of the fund and of the chosen 
active management approach, whether it is market timing or tradition-
al active managers. A reevaluation of the long‐term performance may 
challenge the dual belief that superior investment managers exist and 
that the fund can identify those superior managers.

■■ If active managers are used, small funds may consider complete 
outsourcing of investment management to a single organization with 
capability across many asset classes. By spreading a fund’s assets across 
many different managers, the total fees may increase and the quality of 
advice and service as well as relevance of the fund to the manager may 
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diminish. By concentrating the fund’s assets with one firm having  multi‐
asset-class capability, the fund becomes more important to the manager, 
lower fees may be negotiated, and better investment advice and service 
may be available to the fund.

At a more granular level, an understanding of the investment decisions 
the fund needs to make and who undertakes them is necessary. While 
governance will differ for any particular fund, the key decisions and main 
roles are common.

Key Investment decisions The key investment decisions are outlined in 
 Table 2.1. Broadly, they can be grouped according to the type of decision: 
about the fund’s structure and objective, strategic decisions about the 
fund’s  investment policy and  management structure, implementation of 

taBle 2.1 Types of Decisions

Decision 
Level Decision Type Comment

Fund Governance Decision about who holds decision rights within 
a fund.

Fund’s purpose Establishing the fund’s purpose, goals, and 
investment objectives.

Strategy Strategic asset 
allocation

Setting the long‐term investment policy.

Tactical asset 
allocation

Decision to deviate from the long‐term 
investment policy based on views of market 
valuations.

Asset class  
structure

Decisions to actively or passively manage an 
asset class. If actively managed, the manager 
structure suitable for the asset class.

Implement Manager selection The chosen managers to implement the chosen 
asset class structure.

Security selection The choice of securities within an asset class.

Execution Implementation of investment program. Includes 
transition management, rebalancing, and 
implementation using derivatives.

Review Review and  
monitor

Evaluation of fund and manager performance 
and monitoring of current managers and capital 
market developments.

Source: Adapted from Curwood (2007) and Ambachtsheer and Ezra (1998).
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the fund’s strategy, and review and monitoring of the fund’s investment 
performance.

three Key roles Ambachtsheer and Ezra (1998) distinguish between three 
key factors in any fund: those that govern the fund, those that manage the 
fund, and those that undertake the doing in the fund. Further details on the 
functions of each are provided next.

■■ Govern. Those that govern (the governing body such as a board of trus-
tees or directors) are responsible for setting the fund’s objectives and 
purpose and for choosing the investment strategy that is best able to 
meet those objectives. The role requires good oversight, monitoring, and 
clear delegation.

■■ Manage. The role of managing is to execute the investment strategy 
decided by the governing body. This role is usually undertaken by the 
fund’s internal staff, and to a lesser extent is outsourced to suitable 
service providers. Those that manage will select and contract those that 
undertake the doing, which are usually investment managers. They 
monitor those that do and, if necessary, seek replacements. Reports are 
also prepared for the governing body to allow effective oversight to take 
place.

■■ Do. Those that do will undertake the day-to-day decisions. This covers 
investment professionals with relevant expertise and capability. The key 
functions of this role are:

■■ Deciding which securities are selected and implementing these  
decisions

■■ Ensuring compliance with investment mandates
■■ Ensuring the safe custody of the fund’s assets
■■ Undertaking performance reviews and manager monitoring 

decision table  The three key roles can be aligned with the key investment 
decisions made by a fund, as shown in Table 2.2.

■■ The columns contain the three key roles: govern, manage, and do. Spe-
cific groups or individuals that undertake each will differ by fund, such 
as an endowment, family trust, or corporate plan. It is usual that those 
that govern are either the board or investment committee; those that 
manage are internal staff often with the assistance of an investment con-
sultant; those that do are internal staff, in the case of larger funds, and 
external fund managers for smaller funds. The latter role also includes 
brokers and custodians.
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■■ The rows contain the investment decisions from Table 2.1.
■■ The body of the table contains the allocation of responsibilities. It is 
marked by “Who decides, advises, and reviews?”

allocation of responsibilities The allocation of responsibilities is clearly 
marked in the decision table. Clarity of roles allows for decision making 
to be effectively accomplished and ensures clear accountability. Who needs 
to undertake what aspect of the investment process? The decision table in 
Table 2.2 ensures clarity at two levels. The first level is clarity around the 
investment process and decisions faced by the fund. The second level is clar-
ity around who does what.

delegation

Delegation is usually made to those individuals, groups, or organizations 
that have the appropriate expertise and experience to manage the issue. 
In filling out the decision table (Table 2.2) it is useful to consider the fol-
lowing:

■■ Time. How much time does it takes to address the decision? Decisions 
that require immediate attention will tend to be delegated to those that 
do, such as custody- or trade-related transactions.

taBle 2.2 Decision Table 

Roles

Type Decision Govern Manage Do (Day-to-Day)

Fund Governance

Fund’s purpose

Strategy Strategic asset allocation

Who decides, advises, and reviews?Tactical asset allocation

Asset class structure

Implement Manager selection

Security selection

Execution

Review Review and monitor

Source: Adapted from Curwood (2007) and Ambachtsheer and Ezra (1998).
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■■ Expertise. What type of expertise and experience is required? Deciding 
which stocks to buy and sell in an equity market requires professional 
equity fund management skills and experience.

■■ Internal or external. Is the capability and expertise available within the fund 
or is external expertise required? Asset allocation studies require the experi-
ence and expertise of people with asset consulting and actuarial training. 
Larger funds tend to have internal staff with the required qualifications but 
in the vast majority of funds such expertise is contracted externally.

A typical delegation structure is outlined next.

■■ The board, or investment committee, defines the fund’s purpose, determines 
the fund’s investment objectives, sets the long-term investment strategy, and 
chooses the investment beliefs. Some of the issues covered include: deciding 
what asset classes to invest in and in what proportion, deciding whether to 
employ a style tilt, such as a value bias, and deciding whether any asset class 
should be actively or passively managed. The issues discussed are typically 
decided on the advice of internal staff or external consultants.

■■ The chosen investment strategy and asset class structure is usually ex-
ecuted via external investment managers. Internal staff will select and 
hire managers, usually with the advice of suitably qualified consultant. 
Manager research is a specialized activity requiring significant resources 
to undertake effectively.

■■ Monitoring and review of managers is usually undertaken by the firm 
engaged to provide manager research. Managers will be monitored in 
terms of developments that could affect the perceived future prospects 
of the manager’s ability to add value. Managers will also be monitored 
for compliance with investment management guidelines. Any changes 
to the chosen managers are based on consultant recommendations. 
Decisions to act on that advice are usually delegated to internal staff. 
The board maintains oversight of the internal staff decisions and 
monitors and evaluates the results of those decisions.

effective monitoring and oversight

It is essential for good governance that the tasks delegated by the govern-
ing body are effectively overseen. Every aspect of the governance arrange-
ment and investment process should be measured and monitored to evaluate 
performance. This requires well-understood yardsticks for performance and 
clear communication of essential information to the governing body. The 
investment management industry is replete with well-established methods 
for measuring and benchmarking performance results. Many capable re-
porting systems and reporting service providers exist. However, in many 
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instances colorful reports overpower essential information that needs to be 
communicated.

The right things should be measured and the results easily understood. 
Clarity in reporting will help the governing body to focus in on issues quick-
ly and help with effective solutions. The following questions should be easy 
to address:

■■ What returns have been achieved from the investments?
■■ What are the sources of return?
■■ What are the sources of value-added?
■■ Is the fund on track to meeting its objective?
■■ Are the risks taken being sufficiently rewarded?
■■ Are the investments better than average? How does it compare to simi-
lar funds?

■■ What can be done to improve performance?

Reports should therefore aim to:

■■ Provide a high-level overview of performance and how it meets the 
fund’s objectives

■■ Identify the sources of return; the contribution of strategic allocation 
decisions, the contribution from timing or tactical allocation decisions, 
and the contribution from security selection decisions

■■ The ability to explore greater detail at the asset class and manager 
level

■■ Allow issues to be easily identified and highlight any problems. 
For example, is the poor performance of a manager related to the  
market in which the manager operates, the style of the manager, is-
sues specific to the manager’s investment process, or just plain bad 
luck?

sIGns of poor GovernanCe

Poor governance can cost in terms of inefficient management of the 
fund’s assets. It is estimated that lack of good governance lowers returns 
by as much as 1 percent to 2 percent of additional returns per annum 
(Ambachtsheer 2006). This is three to four times as much as the average 
fee charged by investment managers. 

Boards or investment committees that want to attain good governance 
should look out for any of the next warnings signs that may indicate 
trouble.
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too many managers

For the larger institutional funds, many managers may be necessary; the 
funds often employ specialist managers to manage discrete segments of 
the market and cover both public and private asset classes. Smaller funds, 
though, may benefit from few managers, say two main managers who have 
expertise in managing the major asset classes and can offer services in con-
ducting asset allocation studies. If both conventional asset classes (equities 
and bonds) and alternative asset classes (hedge funds and private equity) are 
being considered, different managers will be needed for each; it is rare for a 
manager to be good at both.

There are benefits to diversifying across many managers, due to 
reduction in risk. However, there can also be a downside. With 10 or more 
managers, it is very likely that at least one of these managers may be viewed 
negatively in terms of the manager’s future prospects, or be in need of being 
terminated. Such matters can soak up board time rapidly as the focus is on 
problem‐solving troublesome  managers. Groupthink can set in, and the 
focus can turn to past performance as the solution: terminating managers 
who have performed poorly and hiring managers who have performed well 
recently. The exercise of changing managers is costly, greater than direct 
transaction costs and usually requires the services of dedicated transition 
managers to manage indirect costs of trading, such as market price impact 
and implementation shortfall.

Another downside of numerous managers is that the board (or invest-
ment committee) is unlikely to develop deep relationships with managers. 
The full benefits of a trusted manager relationship can add value to the fund 
through access to the fund’s top minds, receiving customized research on 
issues specific to the fund and insights on the rapid developments in capital 
markets through the manager’s monitoring activities. As Ellis (2011) points 
out, “There are far too many ‘dating’ and not enough ‘marital’ relationships 
in endowment (and pension) management.”

Having too many managers is also costly in terms of fees. The fund is 
divided into many small accounts, which put the fund at the higher end of 
the managers’ fee structures. Other costs are hidden and can be more im-
portant. These hidden costs include not knowing the manager well enough 
to develop a strong relationship, often needed when performance falters but 
the investment process remains unchallenged.

too much reliance on Consultants

Consulting is a business. The best consultants have reputations for looking 
out for the fund’s best interests, but some business models and advice lead 
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funds to extensively diversify across many managers. The result is an in-
vestment management structure that requires manager monitoring that will 
exceed the resources of even the largest funds. Hiring and firing can become 
a central feature of running a comprehensive investment manager struc-
ture, with the need for dedicated transition manager services, often avail-
able from the consultant. The need to periodically evaluate the consultant’s 
performance is a must.

top-Quartile manager selection as policy

Hiring top‐quartile managers is a difficult task. Many managers, both 
good and bad, often end up in the top quartile of performance through 
luck. A better approach would be to target second‐quartile performance; 
it is more realistic and achievable as a policy. Detrimental and costly be-
havior from aiming for top‐quartile managers can lead to the bad habit 
of hiring managers who have peaked in their performance and subse-
quently deliver poor performance as their results revert back to normal 
levels.

not Investing enough Internationally

Many funds tend to be overconcentrated in their home equity and bond 
markets. Diversification is the only free lunch for investors, and best practice 
requires diversification across economies and markets.

not Considering Indexing

Indexing ensures low costs and in the long run translates into better 
investment results—unless, of course, the fund is good at selecting superior 
active managers over time. Indexing focuses the board’s time on what really 
matters: the long‐term investment policy, and the strategic mix across asset 
classes.

policies not Clear and in Writing

Best practice requires that investment policies be clear and in writing. A test 
of good written policies is that they could be given to a competent stranger 
who could follow the policies and return the portfolio in many years’ time 
with the desired results.



Governance Risk 29

other signs

Other signs of poor governance include:

■■ Constantly changing investment beliefs.
■■ Insufficient delegation to the person or group with the relevant skills.
■■ Insufficient resources to undertake the chosen strategies.
■■ Short‐term performance horizons for long‐term strategies.
■■ Excessive focus on peer performance.
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Chapter 3
Investment Beliefs

Investment markets are inherently noisy places. All investors aim to beat 
the market, or achieve “better than average” returns, and in doing so spend 

significant resources and time in this pursuit. However, we can all become 
lured by the latest new idea or fad that promises superior returns. We must 
be able to distinguish between fads and ideas with genuine investment 
insight. Doing this begins with a well‐formulated investment philosophy, or 
set of investment beliefs.

These beliefs represent how we, the investors, think markets work and 
consider our behavior with respect to those markets. Not only do we have 
to consider the evidence about markets; we also must examine our own 
strengths and weaknesses to establish investment beliefs that suit us.

Investors without strong investment beliefs tend to drift from one 
strategy to the next. The result is excessive transaction costs and the 
high chance of incurring losses chasing the next best thing. Investors 
with clear investment beliefs tend to be more consistent and disci-
plined in their investment strategies and are more likely to achieve their 
investment objectives.

Why have Investment BelIefs?

Investment beliefs are a consistent way of thinking about markets and how 
they work (or at times do not work). Many investors do not have a clear set 
of core investment beliefs.

Such investors engage in investment strategies that seem to work and 
then abandon them when they do not. Without investment beliefs, we will 
tend to shift from strategy to strategy, or even asset class to asset class, sim-
ply based on anecdotal evidence, a convincing sale, or the recent success of 
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another investor, an investment manager, or an asset class. Such behavior 
can have these negative impacts:

■■ We can become easily lured by good marketing (essential to the beauty 
parade behavior competing investment managers engage in) and the 
latest investment fad that every other investor seems to be in on.

■■ We can become swayed by the recent success of an asset class’s perform-
ance and invest in it, possibly with many other investors, at the worst 
possible time. Witness the strong equity performance of the 1990s and 
the tendency for defined benefit plans to have contribution holidays 
or even justify a higher equities allocation. The eventual downturn in 
equities resulted in many defined benefit plans having impaired funding 
ratios. The recent interest in private market asset classes and commodi-
ties investments has resulted in significant amounts of cash flowing into 
these asset classes.

■■ We may frequently switch strategies. In the case of retail investors, such 
behavior shows up in their chasing the next hot mutual fund. In the 
case of institutional investors, this shows up in their manager selec-
tion decisions: firing the manager who underperforms their benchmark 
and hiring the manager who has just outperformed their benchmark. 
This behavior results in a significant reduction in returns, incurring high 
transaction costs (entry and exit fees of pooled funds and other transi-
tion costs) and possibly paying more taxes.

■■ Strategies that are suitable for some investors may not be suitable for 
your fund. Risk tolerance (level of risk that is suitable), investment 
objectives, and beliefs about how markets work will almost certainly 
differ.

A strong anchor is required to prevent value‐destroying behavior. 
Abandoning investment strategies that are right in the long term but are not 
working at present, and jumping into new asset classes and strategies with 
little critical thought about the asset class or strategy, destroys rather than 
creates value.

A set of well‐founded core beliefs will help avoid the mistakes just listed 
by rejecting strategies or asset classes that do not fit beliefs about markets 
and will enable you to act in a more consistent and disciplined manner. 
The result will be engaging in investment strategies that are more likely to 
allow the fund to achieve its investment objectives. Recent research into 
investors who have investment beliefs (Koedijk and Slager 2009) shows that 
funds (pension funds in particular) with clear beliefs about asset pricing and 
risk diversification have better risk–return performance measures as well as 
lower costs.
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KnoWledge and Investment BelIefs

Investment beliefs are just that, beliefs. They are not statements about what 
we know or what we do not know. What we know about financial markets is 
surprisingly little, and we can have only low confidence in even the financial 
theories that currently exist. There are three reasons for this (Raymond 2008).

	 1.	Finance is a relatively young discipline.
	 2.	Expected return/risk ratio (i.e., the signal‐to‐noise ratio) is very low.
	 3.	Data are limited. There is only one run of history, and the data them-

selves cannot simply be created.

Because what we know is limited, we need investment beliefs.

Investment BelIefs and strategy

Investment beliefs should guide the investment strategies a fund engages in. 
They should also ensure that the strategies are consistent with one another. 
To illustrate, consider the next investment beliefs, which would be applica-
ble to a long‐horizon fund, such as an endowment, and the strategies they 
support. These examples are based on Raymond (2008).

■■ The	market	displays	return	predictability	over	the	long	term	but	is	virtu-
ally	unpredictable	over	short	horizons.

This belief supports the idea that risk premiums may vary over long 
periods of time in a somewhat predictable fashion. The belief would 
support long‐term dynamic, or tactical, asset allocation strategies, and 
would suggest avoiding short‐term timing strategies.

■■ Over	the	long	term,	illiquid	asset	returns	(such	as	private	equity	and	real	
estate)	will	be	highly	correlated	with	the	equivalent	passive	listed	market	
exposures	(such	as	listed	equity	and	listed	real	estate).

The belief is that similar fundamental factors drive the returns of 
both illiquid and liquid universes within an asset class. That is, private 
and public equity would be subject to the same fundamental factors 
and hence their long‐term average returns would be similar. As such, the 
belief could also support using a listed equity index as the benchmark 
for a private equity program.

■■ Markets	are	imperfectly	efficient.
This belief recognizes that active security selection is difficult. 

Markets are generally efficient; they impound information quickly into 
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prices but do so imperfectly because it is costly to collect and process 
information. This belief would support an allocation to active security 
selection activities.

■■ Investment	costs	are	almost	certain.	Investment	risks	are	more	predict-
able	than	return.

This belief would guide how a fund structures its active investment 
management activities. The order of focus would be: lower costs, seek 
diversification across active return sources, and seek superior managers 
to deliver active returns.

CategorIes of Investment BelIefs

The investment decision‐making structure we use throughout this book is a 
useful way to think about and categorize beliefs. What kind of investment 
beliefs could investors have? We outline some possible beliefs.

■■ Governance
■■ A disciplined and systematic investment process adds value. Research 
(e.g., Ambachtsheer 2006; Ambachtsheer, Boice, Ezra, and McLaughlin 
1995) shows that poor governance can erode substantial value.

■■ Fund’s purpose
■■ Clear investment objectives are necessary.
■■ A long‐term investor in equities incurs less risk than one operating in 
the short‐term investment horizon.

■■ A long‐term investment horizon presents a competitive opportunity 
to add value.

■■ Strategic asset allocation
■■ The strategic asset allocation decision is the key investment decision.
■■ Market capitalization benchmarks represent the unbiased opportu-
nity set.

■■ Equities are expected to outperform bonds in the long term.
■■ Tactical asset allocation

■■ Short‐term market forecasts and picking turning points are imprecise 
and tend not to add value.

■■ Asset class structure
■■ Active management contributes value to the portfolio with little in-
crease in the total portfolio risk.

■■ International investing offers better diversification.
■■ Style biases (such as value/growth or large/small capitalization biases) 
are not rewarded in the long term.
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■■ Manager selection
■■ Past performance is a poor guide to future performance.
■■ Diversifying across managers reduces risk but not return.

■■ Security selection
■■ Financial markets tend to be efficient but are not always so.
■■ Inefficiencies exist for active management to be worthwhile.

■■ Execution
■■ Implementation matters. Good implementation ensures costs (direct 
and indirect) are minimized.

■■ Review
■■ Manager, portfolio, and capital markets monitoring is useful for risk 
management.

examples of Investment BelIefs

Some large institutional investors have specific investment belief statements 
that are publicly available. We have summarized three large funds for com-
parison purposes (see Table 3.1). These are:

	 1.	AP2, which is one of the funds that manages the Swedish National 
 Pension system.

	 2.	ABP/APG, which is the pension fund for employers and employees in 
service of the Dutch government and the educational sector.

	 3.	Future Fund, which is the Australian fund that exists to assist future 
Australian governments meet the cost of public sector superannuation 
(pension) liabilities.

approaCh to developIng Investment BelIefs

Damodaran (2003) suggests a three‐step process to developing investment 
beliefs. An adapted version of the three steps follows.

step 1: Understand the fundamentals of risk and return

At the minimum, investors should understand:

■■ How to measure investment risk and relate this to expected returns.
■■ How an asset is valued (stock and bond valuations).
■■ Implementation costs (trading costs, market impact, etc.).
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step 2: have a sound framework for how markets Work

Having a good understanding about how markets work is essential to se-
lecting effective investment strategies that will meet the fund’s investment 
objectives.

Specifically:

■■ Have a good understanding of how a competitive financial market op-
erates. This is essential to deciding whether to invest passively via index 
funds or actively with numerous traditional investment managers or 
one of thousands of hedge fund managers.

■■ Be familiar with the decades of research into investment strategies 
that appear to beat the market over time. For instance, research 
shows that stocks with low price‐to‐book‐value (or earnings) ratios 
have earned significantly higher returns than stocks of equivalent 
risk but higher price‐to‐book‐value (or earnings) ratios. Such re-
search would need to be considered in developing investment beliefs. 
However, understanding this research may not be viable in the fu-
ture; a competitive market will quickly act to remove any inefficien-
cies that exist. Further, such research pays little attention to the costs 
of implementation, so actually trading the strategy may not result in 
superior performance.

step 3: make sure the Investment Beliefs Best suit your fund

Take into account the specific characteristics of the fund and risk tolerance 
when establishing investment beliefs.

fund horizon Some investment philosophies assume a long time horizon, 
whereas others require shorter time horizons. The longer the time horizon, 
the more patient an investor can be. The less cash flow that is needed from 
the fund, the longer time horizon an investor can afford to have.

Cash flow profile If the fund needs to distribute cash (spending requirements 
for a trust or endowment or beneficiary payments for a defined benefit 
plan), then there is little need to develop beliefs about illiquidity premiums 
available on illiquid assets. The fund may not have the cash flow profile to 
support a great deal of illiquid assets.

tax status Certain strategies may entail high turnover and result in 
significant tax. The tax status of the fund is important in setting beliefs, 
particularly in relation to implementation issues.
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Investment Beliefs about asset Classes

To deal with the first two critical steps with regard asset classes, Inker (2010) 
suggests that any investor address six simple questions. The first three are 
theoretical, and the next three are empirical.

theoretical Questions

	 1.	Would investors rationally buy this asset if they did not expect the re-
turns to beat bonds or cash (a risk premium)?

	 2.	Where do the returns come from, and who funds them?
	 3.	Why would the funder of returns be willing to offer a return above cash 

in the long term?

empirical Questions

	 1.	Have the historical returns been consistent with the risk premium 
expected?

	 2.	Have the sources of returns been consistent with the returns achieved?
	 3.	Has something important changed to cause doubt about the relevance 

of historical returns?

We work through two examples in the following pages. For more a 
more detailed discussion, refer to Inker (2010).

Belief: public equities Beat Bonds

Would	investors	rationally	buy	this	asset	if	they	did	not	expect	the	returns	
to	beat	bonds	or	cash	(an	equity	risk	premium)?	 The answer is clearly no.

There are strong prima facie reasons to believe that equities can be ex-
pected to outperform bonds. The return on bonds is stable and has a high 
degree of security. Equity holders have no legally mandated cash flows owed 
to them. Dividends that are paid are derived from residual earnings after 
higher calls on a company’s income have been met. The shareholder is the 
lowest rung in the capital structure in the event the company’s fortunes de-
cline. It is clearly more risky to hold equities than cash. An investor would 
rationally do this only if a compensating risk premium could be expected.

Where	do	the	returns	come	from,	and	who	funds	them?	 The returns to eq-
uities come from cash flows paid by companies to shareholders. Cash flows 
come in several forms, usually as dividends or share buybacks.

Why	would	the	funder	of	returns	be	willing	to	offer	a	return	above	cash	in	
the	long	term?	 Equity capital is valuable for companies. It allows them 
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to undertake long‐term, risky projects, with a lower chance of bankruptcy. 
Equity capital is one of the most flexible sources of capital for a company 
and involves no refinancing risk. As a result, companies would be will-
ing to pay for equity capital in the form of a higher return compared to 
bonds.

Have	 the	 historical	 returns	 been	 consistent	 with	 the	 risk	 premium	
	expected?	 There has been extensive research into the equity risk pre-
mium by academics and practitioners recently. The most extensive re-
view and interpretation of the historical evidence is the study by Dimson, 
Marsh, and Staunton (2002). In that study, the authors produce a very 
comprehensive historical record of equities, bonds, and cash returns for 
many countries back to 1900. They carefully reconstruct the indexes to 
avoid survivorship bias. The tendency is for historical records to leave out 
the performance of companies that did not survive, yet these companies 
would have been part of an investor’s portfolio had the person held the 
index over that period.

The results of Dimson et al.’s study can be contrasted with the well‐
known studies at the same time by Ibbotson Associates (2000) for the  United 
States and Barclays Capital (2001) for the United Kingdom. These studies 
suggest that equities outperformed bonds by 5 percent to 6 percent per an-
num (p.a.), although the Dimson et al. study suggests that these results are 
about 2 percent p.a. too high due to survivorship bias.

Have	the	sources	of	returns	been	consistent	with	the	returns	achieved?	  Bogle 
(1991, 2011) has analyzed the sources of U.S. equity returns. The total of 
equity returns is decomposed into two parts: investment return and specu-
lative return. The investment return is the dividend yield (at the beginning 
of the period) and the annual rate of earnings growth. The speculative re-
turn is the change in the price investors are willing to pay for each dollar 
of earnings—the change in the price‐to‐earnings ratio. Speculative return 
is sometimes positive—it adds to the investment return—and sometimes 
 negative— detracting from the investment return.

Simply put, the total return is equal to the initial dividend yield plus 
earnings growth plus the speculative return.

Bogle (2011) shows that in the 11 decades to 2010, the average total 
annual return on U.S. equities was 9.1 percent p.a. The sources of returns 
that contributed this annual average return were:

■■ Average dividend yield of 4.5 percent
■■ Average annual earnings growth of 4.3 percent
■■ Average speculative return of 0.3 percent
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The investment return for the 11 decades was 8.8 percent p.a. compared 
to the total equity return of 9.1 percent. The sources of return are consistent 
with the returns achieved.

Has	something	 important	changed	 to	cause	doubt	about	 the	relevance	of	
historical	returns?	 The study by Dimson et al. shows that accounting for 
survivorship bias within each country lowers the historical returns by about 
2 percent p.a. on average. The authors also point out another bias, the 
tendency for long‐term historical studies to focus on country stock markets 
that by definition are those that survived.

The United States had the most successful economy over the twentieth 
century. Relying solely on the past U.S. equity performance as a guide to 
the future may overstate expectations for equity returns. The U.S. economy 
transitioned from emerging to developed over the twentieth century, and 
this is a one‐time effect on historical returns.

Dimson et al.’s research shows that the historical equity risk premium is 
about half that previously estimated, and they think this is about what we 
should expect for the future—that is, around 3 percent to 3.5 percent p.a. on 
a global basis.

Belief: private equities deliver the same returns as public equities, on  average

Would	investors	rationally	buy	this	asset	if	they	did	not	expect	the	returns	to	
beat	cash?	 The answer, just as for public equities, is no. Private equity has 
all the characteristics of public equity plus illiquidity. The question really is 
whether private equity is expected to earn a premium over public equities 
in the long term.

It seems likely that investors, on average, invest in private equity to earn 
a higher rate of return over public equities, possibly due to the compensa-
tion for illiquidity.

Where	do	the	returns	come	from,	and	who	funds	them?	 Returns to private 
equity come from two main sources: the distributions when the company 
is private and the capital gain when the company either is sold to an other 
buyer or is taken public and listed on an exchange. In general, the main 
source of returns will come from the ultimate buyer of the private company 
from the private equity owner.

Why	would	the	funder	of	returns	be	willing	to	offer	a	return	above	public	
equities	in	the	long	term?	 Assuming both private and public equity capi-
tal have the same risk, it is unlikely that private equity companies would 
be willing to pay more for equity capital than public companies would. If 
 private equity is expected to return more than public equities, it must be 
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due to an inefficiency in the public markets. The inefficiency being exploited 
could be either of the following:

■■ Private equity companies are able to extract systematically higher prices 
from public equity investors (or other companies) than what the com-
panies were worth when private.

■■ Private equity companies are better managed than their public equity 
counterparts.

Both these possible sources of return rely on manager skill. Private eq-
uity is more like active management of equities.

Have	 the	 historical	 returns	 been	 consistent	 with	 the	 risk	 premium	
	expected?	 No index captures all private equity transactions, so it is hard 
to answer this question. Academic studies on the subject have produced 
conflicting results. Some find private equity returns similar to returns on 
public equities once differences in company leverage are accounted for. 
Other studies show that private equity delivers lower returns than public 
equities (see Lerner, Schoar, and Wong 2005; Phalippou and Zollo 2005). 
A recent, very comprehensive study conducted by Harris, Jenkinson, and 
Kaplan (2012) shows evidence that private equity has, on average, outper-
formed public equity by 3 percent p.a. The study covers 1,400 U.S. private 
equity companies sourced from over 200 institutional investors. Even so, 
the study is still not a complete picture of all private equity investors.

Have	the	sources	of	returns	been	consistent	with	the	returns	achieved?	 We 
cannot tell due to historical data limitations.

Has	something	 important	changed	 to	cause	doubt	about	 the	relevance	of	
historical	 returns?	 The answer is probably yes. The level of interest in 
private equity has been high recently, and cash flowing into private equity 
investment has been substantial compared to a few decades ago. If we rely 
on the results of Harris et al. (2012) that shows private equity has outper-
formed public equity by 3 percent p.a., for these results to continue into the 
future, private equity managers will need to find even more misvalued and 
mismanaged firms than have existed in the past. If they are unable to do so, 
it is more likely that the historical results cannot be extrapolated into the 
future.

Overall, it is reasonable to expect private equity returns to equal public 
equity returns, on average. An expectation that private equity will outper-
form public equity must be based on belief, such as the ability to select 
private equity managers with superior skill.
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pUttIng the Ideas Into aCtIon

Continuing with the Goode Foundation example:
The Investment Committee (IC) established the investment objectives 

and prioritized the competing objectives outlined in Mr. Goode’s will. In 
brief, the protection of 80 percent of the initial capital in real terms was the 
prime objective. The second objective was to meet the minimum 3 percent 
payout each year.

The IC had engaged an asset consultant to help it establish a suitable 
investment strategy to meet the investment objectives. The asset consultant 
had produced a two‐part report composed of a discussion about the main 
sources of return available to the foundation and the results of the asset 
allocation study.

The asset consultant was represented by Mr. Hart, who was invited to 
discuss the first part of the report. Mr. Hart explains that there are three key 
sources of returns.

“The objectives can be met principally in two ways: returns that are 
available from participation in capital markets and returns from being 
smarter than other investors. The former is referred to as the strategic asset 
allocation and the latter is active management. Active management can be 
either asset shifts or stock picking. The industry refers to these as tactical 
asset allocation and security selection, respectively.”

Ms. Harwood observes, “Your report recommends that we should place 
most reliance on participation in capital markets and less on trying to out-
smart other investors, if at all.”

Mr. Hart explains, “Investing in indexes that represent asset classes pro-
duces returns equivalent to the average investor. A suitable mix between 
equities and bonds asset classes is the key decision that you would make in 
the strategic asset allocation decision. I then recommend that returns from 
being smarter than the average investor come mainly in the form of security 
selection and little if any from timing asset classes.”

Mr. Gaw follows. “That all sounds fine. However, surely security selec-
tion should dominate. Investment is about analyzing and valuing businesses. 
We should buy only great businesses that are being offered at good prices on 
the stock market. Simply investing in all businesses is overdiversification.”

Dr. Johnson adds to Mr. Gaw’s comments. “I agree with your last com-
ment but believe that most gains are to be had by trying to invest more in 
falling markets, when they are cheap, and disinvesting as markets rise, when 
they are expensive.”

Mr. Hart responds, “I don’t deny the value of the logic behind each of 
your comments. However, undertaking security selection or market timing 
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requires skill. The greater the skill, the more risk that should or could be 
placed on these sources of return. This skill must be believed to exist and 
also be identified. That’s no easy task. Our consulting firm has been involved 
in researching managers for the past 10 years. I’ll summarize our experience 
to date:

“It is highly likely that in several years’ time, a manager will look and op-
erate quite differently from the way he or she operates today. Things change. 
People move on; investment philosophies evolve; ownership changes hands. 
So skill, when we identify it, does not always persist.

“You can’t always get it right. Sometimes you think you have found a 
skillful manager, but it turns out not to be so. We try to diversify that risk by 
hiring more than one manager at a time.

“Timing is the most difficult of all. If you can get it right, the returns 
can be spectacular. We have just seen too many firms claim they can time 
markets. Their records show otherwise.

“So, in short, getting the average investor’s return, or the return for 
market participation, is a sound starting point. Returns from skill should be 
added based on your ability to identify skillful managers and maintain such 
an active management program through time.”

Mrs. Goode questions this. “Warren Buffett is an outstanding example 
of an investor who has added tremendous value over a long period of time. 
There are others: Bill Miller, Walter J. Schloss, and Bill Ruane.”

Mr. Hart empathizes. “These are great investors. But the foundation, in 
contrast is perpetual; these investors are not. My remarks about manager 
skill are made in the context of setting a sound investment strategy over the 
life of the foundation. It would be unwise to assume you can identify such 
skillful investors with the consistency required to match the horizon of the 
foundation. If you can, then okay, you should place a greater emphasis on 
skill‐based returns. If you can’t, then market participation should be em-
phasized. Remember, the investment strategy needs to survive all of you as 
board members. Can the strategy be implemented by future board members 
as well?”

Ms. Harwood takes the opportunity to close the IC meeting. “Are there 
any further comments on Mr. Hart’s remarks before I close the meeting?” 
No further comments are offered.

The meeting closes, and several of the IC members reflect on Mr. Hart’s 
discussion.
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Chapter 4
Fund’s purpose

Determining the fund’s purpose is paramount. The specific articulation of 
the purpose is through clear, written investment goals and objectives. 

Without clear investment goals, it would be difficult to evaluate suitable 
investment strategies, managers, and products.

At a high level, every investor—a pension fund or an individual saving 
for retirement—has a similar purpose: how much needs to be saved and 
how should it be invested so that there is a sufficient probability of having 
enough money to achieve a future goal.

Having clear investment goals and objectives is essential. Where com-
peting objectives exist, are they appropriately prioritized? How much 
will be distributed? How stable should the distributions be? And so on. 
Objectives need to be realistic in seeking to maximize the chances of meeting  
investment goals.

Clear DeFinition

Clearly defined investment objectives should be simple, measurable, timely, 
achievable, and realistic.

■■ Simple. It should be easy to understand the nature of the risk assumed 
and expected returns that can be achieved. The statement of risk and 
return should be clear and intuitive.

■■ Measurable and timely. The performance results should be objective 
and reliable so investors can regularly compare these to the desired in-
vestment objectives.

■■ Achievable and realistic. The objectives should be realistic in terms 
of the estimates of expected returns and achievable if good invest-
ment management arrangements and implementation practices are 
employed.
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In practice, the return objective is normally described in terms of out-
performing an easily understood benchmark, such as the cash rate or the 
inflation rate, by a margin that depends on the specific characteristics of the 
fund.

In general, the main purpose of any fund is to ensure that the desired 
benefits can be met at a reasonable cost. This usually involves making sure  
that sufficient capital exists to meet those desired benefits.

For retirement funds, the primary purpose is to build a capital sum 
at retirement that is large enough to generate a level of income that bears 
some relation to preretirement earnings. The investment objectives therefore 
should be focused on preserving and growing the real value of member ac-
count balances. The relevant performance objective is appropriately defined 
in terms of the target return relative to inflation.

For endowments or foundations, the primary purpose is to maximize 
the amount that can be drawn from the fund to meet a specific purpose, 
such as providing donations to the community for financial assistance, com-
munity projects, or subsidized housing. It may include making payments to 
an educational institution to meet the costs of scholarships or meeting some 
of the operating budget of teaching staff.

Risk will need to feature in the statement of the objective. Risk is gener-
ally described in terms of the probability of underperforming a particular 
benchmark over a particular period or periods. More simply, risk is ex-
pressed in terms of the probability of experiencing a negative return. The 
probability of generating a negative return or of underperforming inflation 
is an easily understood parameter.

possible Ways to express objeCtives

While there are many types of objectives and ways in which these can be 
described, the best investment objectives include at least these six points:

 1. The type of returns and source of risk that generates the returns that can 
be expected over a suitable time frame. The risk of potential losses and 
gains should be made clear.

 2. The return objective should be specific. For example, an expected re-
turn of achieving the Consumer Price Index plus 2 percent over rolling 
5-year periods, after fees.

 3. The risk that would need to be accepted to generate the expected return. 
The statement of risk should be clear and easy to understand; for exam-
ple, the chance of a negative return in any given year.
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 4. The expected return and the standard deviation of returns.
 5. Where several investment objectives compete, a clear statement about 

the order of importance of the objectives and the priorities.
 6. Explicit statement about any assumptions of fees and taxes.

examples

Some examples of investment objectives for three types of funds are 
provided next.

Defined benefit plan

The Plan’s assets will be invested such that there is no more than 10 
percent chance of the ratio of assets over liabilities being below 85 
percent in the next five years.

The chance of a company contribution over the next five years 
is no greater than 25 percent. If a contribution is required, there is 
no more than 5 percent chance it will be more than $80 million.

This investment objective statement contains a very specific ob-
jective indicating the plan’s desire to maintain the funding ratio at a 
certain level and with specific probability. The time frame is clear, and 
constraints in relation to the sponsor’s contribution levels are clearly 
specified. The expected return and the volatility of the portfolio of as-
sets required to meet the objectives are not specified, although these will 
be explicit in the asset–liability study conducted to support the trustee’s 
choice of portfolio.

Defined Contribution plan

A balanced portfolio of well‐diversified growth and income assets, 
suitable for growth‐oriented investors who are prepared to tolerate 
volatile returns.

The nominal, posttax, expected return of the portfolio is 
6.0 percent per annum (p.a.) and annual standard deviation of 
returns is 8.2 percent p.a. The portfolio has a material chance of 
loss over any one year of 20 percent, but there is only a 7 percent 
 probability of the loss exceeding 5 percent p.a. Over a five‐year 
period, there is only a 20 percent probability of loss.



48 Strategic riSk ManageMent

This investment objective is clear on the chance of loss over two time 
frames—one‐ and five‐year periods. The expected returns are clear in terms 
of them being nominal and posttax rate returns, and the volatility of returns 
is also specified.

endowment

The asset base is expected to grow to $2 million by the end of eight 
years while increasing the spending each year. The spending will in-
crease by 2 percent p.a. with an 85 percent probability of achieving 
the projected asset base (of $2 million in eight years).

The potential for the target asset base not being met is clearly stated 
together with the desired increase in the spending rate each year. The time 
frame over which the target asset base is to be achieved is also clearly 
specified.
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Chapter 5
Strategic asset allocation

S trategic asset allocation is the principal determinant of long‐term port-
folio performance. It lies at the heart of the investment strategy of most 

institutional investors, such as endowments and pension funds. The practice 
is also becoming more widely used for private client portfolios and retail 
investors.

Strategic asset allocation specifies a static mix of asset classes that is 
intended to be a long‐term plan for an investor. It is based on long‐run 
relationships among asset class returns and the behavior of the investor’s 
liabilities.

In their landmark paper, Brinson, Hood, and Beebower (1986) captured 
the importance of asset allocation policy, concluding that a static strategic 
asset allocation explained more than 90 percent of the variation of a  
fund’s total return. Active investment decisions—security selection and 
market timing—were of less significance.

The importance of strategic asset allocation is also underscored by its 
role as a behavioral discipline. It provides an anchor against the tempta-
tion to follow short‐term trends in market returns, which may harm the 
portfolio’s long‐term desired risk and return characteristics.

In this chapter, we discuss the theories behind strategic asset allocation, 
pitfalls, and practical approaches to successfully conducting and establishing 
a suitable strategic asset allocation.

GuidinG prinCipleS

Harry Markowitz is the founder of modern asset allocation principles. His 
work on portfolio theory—motivated in the 1940s and first published in 
1952—set out the mathematics of diversification and demonstrated, both 
intuitively and analytically, that investors who diversify achieve better long‐
term investment performance results than those who do not.
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Markowitz argued that investors should be concerned with only two 
elements of their portfolio: its expected return, as measured by the mean rate 
of return, and its risk, as measured by the standard deviation or variance of 
the mean rate of return. His model, which is now called modern portfolio 
theory (MPT) and which would eventually win him a Nobel Prize, provided 
new insight into why and how diversification works. This, in turn, led to 
a new understanding of how stocks are priced individually as well as how 
they are priced relative to a market portfolio.

Two generations of analysts, finance professors, finance students, 
security advisors, financial planners, and financial marketers have learned 
and applied the fundamental principle of diversification to modern asset 
allocation techniques.

The mean‐variance model remains at the heart of MPT and over the last 
50 years has become the dominant asset allocation approach. The mean‐
variance model requires three sets of inputs for the asset classes that make 
up a given opportunity set: returns, standard deviations, and correlations. 
The model results in an efficient frontier, where each point on the frontier 
represents the risk and return of an efficient asset allocation. Efficient asset 
allocations maximize expected return for a given level of risk or, equivalently, 
minimize risk for a given level of return.

Key StepS

The key steps involved in establishing the strategic asset allocation are 
shown in Figure 5.1 and discussed further.

The four key steps involve:

	 1.	Making	capital	market	assumptions. This step involves establishing the 
forward‐looking assumptions for the asset classes being considered. 
Assumptions include return, risk, and correlation expectations. The 
asset classes of first choice are usually cash, bonds, and stocks.

	 2.	Identifying	 candidate	 portfolios. Given a set of expected returns, 
standard deviations, and correlations for various asset classes, it is 
possible to construct various efficient portfolios of differing asset 
mixes and to measure the risk and return characteristics of each of 
those portfolios. These efficient portfolios of differing asset mixes 
are candidate portfolios for consideration in meeting investor 
objectives.

	 3.	Modeling	assets	and	liabilities. This step involves understanding how 
the investor’s liabilities behave and how they interact with various 
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 candidate portfolios. This modeling is usually undertaken with sim-
ulation techniques, due to potentially complex interactions between 
assets and liabilities. This modeling exercise is fundamental; it is the 
process by which investors evaluate the risk and reward of alternative 
asset  portfolios.

	 4.	Choosing	a	suitable	portfolio. This step involves evaluating the outcomes 
of the asset–liability modeling in meeting investor investment objectives. 
Doing this helps investors evaluate various asset portfolios tailored to 
meet their obligations. The nature of an investor’s objectives will differ 
from those of others, as will the key metrics used to assess various asset 
portfolios. For example, endowments and foundations focus on their 
distribution or spending commitments.

Capital MarKet aSSuMptionS

Forecasts of asset class returns are important in developing an asset 
allocation. The key inputs into any asset allocation are the expected returns, 
risks (or volatilities), and their interrelationship (or correlations). In essence, 
these forecasts describe an investor’s beliefs about the future behavior of the 
capital markets. These beliefs, along with the investor’s attitude about risk 
and financial situation, determine what asset allocation has the best chance 
of achieving the investor’s investment objectives.

While the exact magnitude of any of the inputs may be subject to 
 argument by different investors, the long‐term relationships of the ma-
jor asset classes are well understood and their long‐term properties are 

Type Risk Type Decision

Fund Governance risk Governance

Asset allocation 
risk

Fund’s purpose Assumptions

Strategy Strategic asset allocation Candidate portfolios Traditional assets

Timing risk Tactical asset allocation Alternative assets 

Structural risk Asset class structure Asset–liability 
modeling

Implement Manager risk Manager selection Choose portfolio

Security selection

Implementation risk Execution

Review Monitoring risk Review and monitor

FiGure  5.1 Steps Involved in Strategic Asset Allocation
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known with relative confidence. Most investors would agree with these 
 expectations:

■■ Equities are expected to have higher returns than bonds. Bonds are 
expected to have higher returns than cash.

■■ Equities are more volatile than bonds. Bonds are more volatile than 
cash.

■■ Asset class returns are related but not perfectly so. Equities, bonds, and 
cash are likely to be uncorrelated enough that combinations of any of 
them will diversify risk at a portfolio level.

asset Class return relationships

The relationships between the major asset class expectations can be written 
as follows:

■■ Cash return = Real expected cash return + Expected inflation rate
■■ Government bond return = Cash return + Duration risk premium
■■ Investment‐grade bond return = Government bond return + Credit risk 
premium

■■ Equity return = Government bond return + Equity risk premium

The time horizon over which returns are required is important. It is 
usual to assume a 5‐ to 10‐year return horizon in setting capital market  
assumptions.

Standard deviations and correlations of each asset class are usually 
estimated from historical data.

Global asset Class assumptions

A plausible set of long-term global asset class assumptions for a U.S.‐
based investor may look like that presented next (see Table 5.1). The 
assumptions presented are broadly in line with the capital market as-
sumptions of several leading investment managers and investment 
 consultants.

■■ Expected inflation rate of 2.5 percent per annum (p.a.)
■■ Real expected cash return of 1.5 percent p.a.
■■ Duration risk premium of 1 percent p.a.
■■ Credit risk premium of 1 percent p.a.
■■ Equity risk premium of 3.5 percent p.a.
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equity risk premium

The key parameter in almost every asset allocation study is the equity risk 
premium. It deserves a detailed treatment, since the choice between equities 
and bonds is the primary determinant of long‐term portfolio performance. 
The equity risk premium assumption is discussed from both a historical and 
a fundamental perspective.

historical perspective There has been extensive research into the equity risk 
premium by academics and practitioners over the past 15 years (see Cornell 
1999). The best‐known studies of long‐term equities returns are those by 
Ibbotson Associates (2000) in the United States and Barclays Capital (2001) 
in the United Kingdom. These studies suggest that equities outperformed 
bonds by 5 percent to 6 percent p.a. However, the most extensive review and 
interpretation of the historical evidence is the study by Dimson, Marsh, and 
Staunton (2002). In that study, the authors produced a very comprehensive 
historical record of equities, bonds, and cash returns for many countries 
back to 1900. Their findings are summarized next.

■■ Company	 survivorship. The authors carefully reconstructed the in-
dexes to avoid survivorship bias. Historical records tend to omit the 

table 5.1 Long‐Term, Global Asset Class Assumptions for U.S.‐Based Investor

Asset	Class

Expected	
Return	
(%	p.a.)

Volatility	
(%	p.a.)

Correlation

Inflation Cash

Global	
Government	

Bonds

Global	
Aggregate	
Bonds*

Global	
Equity

Inflation 2.5 1.5 1.0

Cash 4.0 2.0 0.7 1.0

Global 
government 
bonds 5.0 4.0 0.4 0.5 1.0

Global 
aggregate 
bonds* 5.5 5.0 0.5 0.6 0.7 1.0

Global 
equity 8.5 16.0 0.1 0.2 0.1 0.1 1.0

*Assumed to be an index of government and investment‐grade bonds, with a 50/50 mix.
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 performance of companies that did not survive, yet these companies 
would have been part of an investor’s portfolio, had the investor held 
the index over that period. The Dimson et al. study suggests that the Ib-
botson and Barclays equity risk premium estimates are about 2 percent 
p.a. too high due to company survivorship bias.

■■ Country	 survivorship. Long‐term historical studies tend to focus on 
country stock markets that by definition are those that survived. The 
United States was the most successful economy over the twentieth cen-
tury. Relying solely on past U.S. equity performance as a guide to the 
future may overstate expectations for equity returns. The U.S. economy 
transitioned from emerging to developed over the twentieth century, 
and this is a one‐time effect on historical returns.

■■ Starting	dates. The Dimson et al. start date of 1900 for country index re-
turns can be contrasted with Ibbotson’s start date of 1926 and Barclays’ 
start date of 1919. The start dates for the latter two studies were when equi-
ty markets were relatively low, creating a slight upward bias in their returns.

Dimson et al.’s study concludes that a more reasonable estimate of the equi-
ty risk premium should be about 3 percent to 3.5 percent p.a. relative to bonds.

Fundamental perspective: the economics of risk There are strong prima facie 
reasons to believe that equities can be expected to outperform bonds. The 
return on bonds is stable and has a high degree of security. Equity holders 
have no legally mandated cash flows owed to them. Dividends that are paid 
are derived from residual earnings after higher calls on a company’s income 
have been met. Shareholders are the lowest rung in the capital structure in 
the event the company’s fortunes decline. It is clearly more risky to hold 
equities than cash. Rationally, an investor would do this only if a compen-
sating risk premium could be expected.

Companies are willing to pay the premium to investors. Equity capi-
tal is valuable for companies. It allows them to undertake long‐term, risky 
projects with a lower chance of bankruptcy. Equity capital is one of the most 
flexible sources of capital for a company and involves no refinancing risk. 
As a result, companies would pay for equity capital in the form of a higher 
return than bonds.

Fundamental perspective: academic research Recent academic research uses a 
consumption‐based approach to estimate what a reasonable level of the eq-
uity risk premium should be. The line of thinking is discussed next.

■■ Investments are made to preserve or increase purchasing power by de-
ferring consumption.
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■■ The risk of investing in an asset can be assessed by how that investment 
would impact the riskiness of future consumption.

■■ The more an asset is correlated with consumption, the more risky it is to 
an investor because it will pay off more when consumption is high and 
less when consumption is low. Assets that are more correlated with future 
consumption demand higher premiums to induce investors to hold them.

■■ By contrast, an asset that has a low, or negative, correlation with future 
consumption would tend to pay off well when consumption is falling 
and vice versa. Such assets are less risky to an investor and therefore 
command lower premiums.

■■ These academic studies estimate that the equity risk premium should be 
around 1 percent.

Fundamental perspective: Fundamental lens on historical data The dividend 
discount model is a well‐established approach to valuing equities and the 
basis for many recent studies of equity risk premium. Cornell (1999), for 
example, provides a good explanation and summary of the research.

The implication of the model is that stock values are a function of three 
factors:

	 1.	Proportion of earnings paid out as dividends
	 2.	Projected real growth rate of company earnings
	 3.	Suitable rate at which the market discounts future dividends (the 

required real rate of return)

Rearranging the dividend discount model implies that the required real 
return on stocks should equal the dividend yield plus the expected annual 
growth of real earnings. This is shown in the next equation.

Required real return = Dividend yield + Growth of real earnings

To estimate the current required real return, we consider two compo-
nents: dividend yield and growth of real earnings.

A reliable long‐run real earnings growth series is available for the 
United States. From about 1926 to today, real earnings growth has been 
volatile but trendless, averaging 3.8 percent p.a. In contrast, the dividend 
yield has been steadily trending downward over the same period, consistent 
with a decline in the required real return and resulting equity price increases. 
Over the same period, the trend dividend yield stood at 2 percent (figures es-
timated from data available from Professor Robert Shiller at www.econ.yale 
.edu/~shiller/data.htm.

http://www.econ.yale.edu/~shiller/data.htm
http://www.econ.yale.edu/~shiller/data.htm
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The sum of the trend values of the dividend yield and real earnings 
growth is a good measure of the required real return on equity. Therefore, 
a required real equity return of 2.0 percent + 3.8 percent = 5.8 percent. We 
round this to 6 percent. Using the required real equity return as the fore-
cast of future real equity return, we can estimate the future nominal equity 
return. If we assume the long‐run inflation rate is 2.5 percent p.a., then the 
expected future nominal equity return would be 8.5 percent.

Another perspective on the historical record is provided by Bogle 
(1991, 2011). He analyzed the sources of U.S. equity returns by decom-
posing returns into two parts: investment return and speculative return. 
The investment return is the dividend yield (at the beginning of the period) 
and the annual rate of earnings growth. The speculative return is the change 
in the price investors are willing to pay for each dollar of earnings—that is, 
the change in the price‐to‐earnings (P/E) ratio. Speculative return is some-
times positive—it adds to the investment return—and sometimes negative—
detracting from the investment return.

Simply put, the total return is equal to the initial dividend yield plus 
earnings growth plus the speculative return.

Bogle (2011) shows that in the 11 decades to 2010, the average total 
annual return on U.S. equities was 9.1 percent p.a. The sources of returns 
that contributed to this annual average return were:

■■ Average dividend yield of 4.5 percent
■■ Average annual earnings growth of 4.3 percent
■■ Average speculative return of 0.3 percent

The investment return for the 11 decades was 8.8 percent p.a. compared 
to the total equity return of 9.1 percent. The sources of return are consistent 
with the returns achieved.

Based on the current estimates for the United States, Bogle (2011) finds 
that the dividend yield is about 2.3 percent and corporate earnings growth 
is 6 percent p.a. Using both as estimates of the future, the investment return 
component of equities is around 8 percent p.a. for the next 10 years. For the 
speculative return component, equities are trading at about 20 times earn-
ings, slightly higher than the longer‐term average of 17 times earnings (using 
the Shiller 10‐year P/E ratio). Bogle assumes the P/E ratio may fall to 18 over 
the next 10 years. If so, then the price change would be a fall of 10 percent 
over 10 years, or 1 percent p.a. A reasonable 10‐year expected return on 
equities is about 7 percent p.a.

What about the return on bonds? The 10‐year Treasury yield at the 
time of Bogle’s (2011) discussion was 2 percent p.a., and the return on 
investment‐grade bonds was 3.5 percent p.a.
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The equity risk premium is expected to be 3.5 percent p.a. over 
investment‐grade bonds and 5 percent p.a. over Treasury bonds for the next 
decade.

Conclusion Based on the Dimson et al. (2002) study of global equities and 
the fundamental approaches of Bogle and the dividend discount model for 
U.S. equities, a reasonable expectation for the global equity risk premium 
is about 3 percent to 3.5 percent over government bonds. This assumes the 
U.S. expected equity risk premium is a good approximation for the global 
equity risk premium.

bonds

To understand the differences between an investor’s domestic fixed income 
market and the global fixed income market, it is necessary to know what the 
sources of return are to fixed income investments.

When a fixed income security is purchased, an investor does so at the 
current market yield or yield to maturity. This is the interest rate over the life 
of the security at which future coupon payments and repayment of the face 
value at maturity are discounted to arrive at the purchase price.

This market yield is made up of several components:

■■ Term	structure	of	risk‐free	rates. This is the set of cash rates across vary-
ing maturities.

■■ Premium	for	duration. Investing in longer term to maturity securities 
usually requires a higher yield to compensate for reinvestment risk and 
the longer time commitment.

■■ Premium	 for	 credit	 risk. Securities vary according to the risk of the 
borrower defaulting on the promised obligation. This risk should be 
reflected in the security’s credit rating. A higher return is required to 
compensate an investor for an increase in default risk.

The total return generated by investing in a fixed income market can be 
seen as a sum of all the preceding components over and above the cash rate 
for that market.

Accessing foreign fixed income markets involves currency risk. Currency 
movements can greatly affect the return of foreign bonds to a domestic 
investor, unless these are hedged. The volatility of returns to a domestic 
investor holding foreign fixed income securities can be greatly reduced by 
hedging currency risk.

For simplicity, we assume that the domestic investor is faced with 
investing in a local fixed income index and a global fixed income index, such 
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as the Barclays Global Aggregate Index (BarCap), hedged into the domestic 
investor’s home currency.

The investor faces two investments:

	 1.	Domestic fixed income return = Domestic cash return + Domestic dura-
tion premium

	 2.	Global hedged fixed income return = Domestic cash return + Global 
duration premium

If corporate credit securities are included, the investor should expect to 
add the credit premium for those securities in the domestic market and the 
global market. Differing illiquidity premiums would also be added.

Therefore, the relative expected returns for domestic and global fixed 
income markets will be affected by the factors just outlined: differences 
in duration, credit quality, and liquidity. An additional factor when 
investing in global fixed income markets is the greater diversification of-
fered by the greater number of securities.

Candidate portFolioS

Combining asset Classes to Form portfolios

The evaluation of candidate portfolios involves the evaluation of alterna-
tive asset allocations. It is common to employ mean‐variance optimization 
procedures, an approach developed by Harry Markowitz in 1952. It is the 
most widely employed approach for two main reasons: its relative simplicity 
and intuitive appeal.

Mean‐variance optimization takes three inputs: expected returns, 
volatilities, and correlations among all assets considered. Given a set of 
expected returns, standard deviations, and correlations, it is possible to 
construct various portfolios of differing asset mixes and to measure the risk 
and return characteristics of each of those portfolios. The results of this 
process yield a set of portfolios that differ in terms of risk and return. This 
set of portfolios, each representing the best possible combination of asset 
mixes, is called the “efficient frontier.” In other words, an efficient frontier 
shows the combinations of investments with the highest return per unit of 
risk. Conversely, a portfolio may be considered inefficient if one (or both) of 
these scenarios exist:

■■ A higher expected return can be achieved without taking on any 
additional risk.
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■■ The same expected return can be achieved at a lower level of risk.

two asset Classes In the simplest case, we can consider two asset classes 
(or assets). If investors expect that the price of equities will fall when the 
price of bonds increases, they can utilize this knowledge to reduce part 
of the risk attached to the individual asset through diversification. When 
the portfolio is divided between equities and bonds, the risk is diversi-
fied at the same time. Diversification means that the investor can obtain 
a larger return per risk unit. An investor can choose either to reduce 
risk or to obtain increased returns at the same level of risk. Figure 5.2 
illustrates this.

By combining the two investment opportunities, investors will be able 
to obtain all return/risk combinations on the straight line between bonds 
and equities. But if the markets fluctuate and the development of the two 
investments is not identical, investors will get a diversification benefit. 
In the figure, the risk and return level obtained is found in the area to 
the northwest of all the combinations that would be obtained by making 
both investments. The extent to which the efficient frontier extends to 
the northwest is determined by the correlation between the two assets. If 
equities and bonds have good and bad returns at the same time, they will 
be more correlated than when they have good and bad returns at different 
times. Figure 5.3a and b illustrate this relationship. In Figure 5.3a, bonds 
and equities have both good and bad performance at the same time; they 
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are positively correlated. In Figure 5.3b, bonds and equities have good and 
bad performance at different times; they are negatively correlated.

The effect of this correlation on the risk–return trade‐off when equities 
and bonds are combined is shown in Figure 5.2. If both equities and bonds 
are perfectly positively correlated, the risk–return trade‐off is represented by 
the dashed black line. The more the correlation reduces, the better the pos-
sible risk–return trade‐off becomes. If both equities and bonds are uncorre-
lated (a correlation of zero), then the risk–return trade‐off is represented by 
the black solid line. If both equities and bonds are negatively correlated (a 
correlation of –0.5 in our example), the risk–return trade‐off is represented 
by the gray solid line. The risk–return trade‐off would be further improved 
if the correlation becomes perfectly negatively correlated.

Many asset Classes If more than two asset classes are combined, the calcula-
tion of the efficient frontier becomes more complex. Markowitz’s contribu-
tion was the solution to this problem. It is an optimization problem that 
seeks to maximize the expected return for any given level of risk, given the 
asset classes’ assumptions. Figure 5.4 shows the efficient frontier given five 
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FiGure  5.3 Correlation of Returns: (a) Positively Correlated; (b) Negatively Correlated
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asset classes: U.S. cash, U.S. bonds, international bonds, international equi-
ties, and U.S. equities.

The widespread availability of optimization software and cheap com-
puting power have made the calculation of efficient frontiers trivial.

dangers of optimization Even though the efficient frontiers are depicted by 
thin lines on the figures, they should really be drawn with a thick crayon. 
The reason is that unless we can predict future returns, a margin of error 
exists in the estimates of the parameters of assets’ return distributions and 
the correlations between them. Using a solid line conveys a spurious impres-
sion of precision. A more realistic depiction is shown in Figure 5.5.

Take the portfolio marked by the solid black circle. It is a portfolio 
with a unique combination of assets that produces an expected return of 
6.35 percent and a standard deviation of returns of 9 percent. A small 
change to one asset class’s expected returns, volatility, and/or correlations 
with other asset classes can produce a portfolio with a very different 
mix of assets but a very similar efficient portfolio expected return at the  
9 percent standard deviation of returns. To illustrate this further, the exact 
mix of asset classes of the solid circle is shown in Table 5.2, by the middle 
column headed “U.S. Equities Expected Return = 8.3%.” If we were to 
estimate the expected return on U.S. equities to be 8.5 percent instead of 
8.3 percent, then the allocations to U.S. and international equities would 
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change, leaving the allocations to domestic and international bonds 
unchanged. The allocation determined by the mean‐variance optimizer 
changes dramatically. At an expected return of 8.3 percent on U.S. equities, 
the optimal allocation to U.S. and international equities is 23 percent and 
32 percent, respectively. However, if the expected return of U.S. equities 
is 8.5 percent, the optimal allocation to U.S. and international equities 
becomes 28 percent for each. The change is a shift of 5 percent allocation 
from international to U.S. equities—a rather substantial shift for a small 
change in the expected returns.

In practical terms, 8.3 percent versus 8.5 percent expected returns 
are indistinguishable. In statistical terms, the margin of error on the esti-
mates means they are unlikely to be significantly different from each other. 
However, the optimizer treats the estimates with precision and allocates 
 accordingly.

The problem faced by an optimizer can be described by way of analogy. 
Let us say a person is standing on top of a very flat hill and wants to find 
the peak. It would be hard to say where the peak is since the entire hilltop 
is the peak. However, if an optimizer were asked to find the peak, it would 
find the highest blade of grass on the hilltop. If we were to cut that blade 
of grass, it would find the next highest blade of grass, which may be at 
the opposite end of the hilltop. It would find two very different locations 
as a result. Everywhere on the flat hilltop is the peak, but the optimizer is 
blind to this. In this sense, optimizers are sometimes referred to as error 
maximizers (Michaud 1998).

Developing an asset allocation policy is an element to developing a long‐
term investment strategy. However, the use of such policies is viewed with 

table 5.2 Efficient Frontier Allocations Based on Small Changes to Inputs

Optimal	Allocation

Asset	Class
U.S.	Equities	Expected	

Return	=	8.3%
U.S.	Equities	Expected	

Return	=	8.5%

U.S. equities 23% 28%

International equities 32% 28%

U.S. bonds 22% 22%

International bonds 22% 22%

Cash 0% 0%

Portfolio	expected	return 6.35% 6.42%

Portfolio	standard	deviation 9.00% 9.00%



64 Strategic riSk ManageMent

suspicion by both providers, such as consultants, and the ultimate users, the 
investors who employ their services. Why? Optimization techniques can be 
and sometimes are misused. To understand this, let us run through the usual 
process employed (Ilkiw 2003).

■■ Suitable	asset	class	assumptions	are	estimated. These are inputs into 
the optimizer. They require expected returns, volatilities, and correla-
tions among asset classes. The typical starting point is historical data 
combined with a simple assumption that the past will repeat itself, 
thereby justifying the use of historical data as forecasts. Not all users 
apply such a simplistic approach. Some rely on financial theory (such 
as the well‐known capital asset pricing model) to ensure the expected 
returns are derived from that portion of risk that cannot be diversified 
away.

■■ The	optimization	 is	 run. The aim is to find the set of weights that 
provides the highest return at every level of risk. The weights of 
underlying asset classes combine to provide the “best,” or optimal, 
portfolio at that level of risk. Of course, the optimizers are sensi-
tive to the inputs. If the output is not as desired, the inputs can be 
changed to suit. Often only small changes are required to deliver the 
“right” results.

Another, more subtle way of achieving the same outcome is to change 
the number of assets in the optimization. There is no limit to the number 
of types of assets that can be optimized. For example, rather than using 
international equities in the optimization, we can put every country equity 
market that makes up the international equities asset class into the opti-
mizer. The number of ways (degrees of freedom) to achieve the desired asset 
allocation mix has increased vastly.

The excessive flexibility in the inputs, number of assets, and out-
comes can undermine the usefulness of asset allocation studies only if 
such studies are used to simply confirm an already desired asset alloca-
tion policy.

The real usefulness of asset allocation studies lies in their ability to 
enable the investor to explore:

■■ Whether the input assumptions are reasonable and believable in justify-
ing a desired allocation.

■■ Whether a more complex allocation (which includes active manage-
ment, hedge funds, private equity, etc.) is expected to perform better 
than the less complicated alternative comprised of broad market, low‐
cost market index exposures.
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dealing with uncertain inputs The central issue is how best to deal with the 
uncertainty, or differing degrees of confidence, in the inputs used. There are 
a number of ways to deal with this, but the two effective ways are discussed 
next.

	 1.	Use	constraints. For example, set maximum allocations to any particular 
asset or asset class, or prevent the use of short selling.

	 2.	Use	resampling	techniques. Such techniques explicitly introduce uncer-
tainty around the estimates of expected return, standard deviation, and 
correlation into the optimization process using simulation analysis. See 
Michaud (1998).

These approaches have their own issues, however. The use of constraints 
implicitly assumes that the user knows what asset allocation is suitable. The 
answer is known, the constraints are set, and the optimization corresponds 
to the desired outcome. Constraints can be used to effectively deliver the 
desired answers.

Resampling techniques, however, are very complicated and elaborate 
ways of dealing with uncertainty. The degree of expertise required puts these 
techniques out of reach of many people.

uncertainty differs by investment All estimates of returns and risks for any 
investments are subject to uncertainty, but some are more prone to risks 
than others.

For the traditional asset classes, such as equities, bonds, and cash, there 
is broad consensus about their long‐term relationships. They have been 
studied extensively across many years and countries. Broadly, the long‐term 
relationships can be summarized in this way:

■■ Equities are expected to outperform bonds, and bonds are expected to 
outperform cash.

■■ Equities are more volatile than bonds, and bonds are more volatile  
than cash.

■■ The behavior of equities, bonds, and cash is sufficiently uncorrelated to 
provide diversification.

We are likely to have more confidence in understanding the nature of 
traditional asset classes and hence the future long‐term performance char-
acteristics. Greater confidence should lead to greater weightings into tradi-
tional asset classes in any asset allocation mix.

The understanding we can have in many other investment opportuni-
ties is less than for the traditional asset classes. Their behavior cannot be 
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 modeled with the same degree of confidence. These investment opportuni-
ties can be split into two groups:

	 1.	Estimating subasset class characteristics. For example, the decision to 
over weight or under weight any country within an asset class, relative 
to market weights, or to over‐ or under weight growth stocks.

	 2.	Illiquid asset classes where the attractiveness relative to listed coun-
terparts depends in large part on the skill of managers—for example, 
private equity or hedge funds.

pragmatic approach A more pragmatic approach is suggested and involves 
three steps (Ilkiw 2003):

	 1.	Determine the allocation between equities and bonds.
	 2.	Establish the domestic versus international equity and fixed income 

splits.
	 3.	Introduce alternative asset classes into the mix.

In the suggested approach, no optimization is employed, so the pitfalls 
of optimization are eliminated.

Determine	Allocation	between	Equities	and	Bonds	 Starting with equities 
and bonds rests on three observations:

	 1.	The equities versus bond decision is the key driver of the risk and return 
characteristics of a portfolio.

	 2.	The broadest, neutral representation of the opportunity within an asset 
class is something like a global portfolio of securities of an asset class 
weighted by the market capitalization of each.

	 3.	While all asset classes are subject to uncertainty around forward‐looking 
parameters, some are more uncertain than others. The major asset 
classes—equities, bonds, and cash—have been studied for many decades. 
Their long‐term relationships are generally well understood, and their 
statistical parameters can be estimated with reasonable confidence.

If we consider only equities and bonds, we can dispense with the use of 
optimization altogether. With only two asset classes, the efficient frontier can 
be drawn easily by simple altering the allocation to each asset class.

If cash is added to the mix, we could use an optimizer for the three as-
set classes—equities, bonds, and cash—although this would make a differ-
ence only for portfolios on the efficient frontier with low volatilities. To illus-
trate this, we show the optimized efficient frontier with only these three asset 
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 classes in Figure 5.6. If we established 11 portfolios, ranging from 100 percent 
bond allocation to 100 percent equities allocation, this efficient frontier and 
the optimized efficient frontier comprised of the three asset classes would be 
very similar, except for portfolios with low volatilities. In the figure, these 
portfolios would be those with 90 percent or more allocation to bonds.

Determine	Domestic	versus	International	Asset	Class	Allocations	 The next 
step is to determine the domestic versus international split for both the equi-
ties and bonds asset classes. The aim is to determine an allocation without 
the use of current market valuations or investor judgment about the short‐ 
to medium‐term returns on these asset classes. We suggest an approach next.

Equities  The rationale for holdings equities in the first place is to earn the 
premium they offer over bonds. To improve the chances of earning the equity 
risk premium, an investor should hold the most diversified exposure to equi-
ties. Diversification itself is a strategy, based on risk reduction, and assumes 
the investor has no foresight about the future returns of any particular mar-
ket, sector, or country. If, of course, an investor knew with perfect foresight 
which country or sector would provide the greatest return over a certain time 
period, then there would be no need to diversify. The investor should simply 
hold the country or sector that would provide the greatest return.

So what does the most broadly diversified portfolio of equities mean? It 
is the neutral representation of equities, defined as the market capitalization 
weight of the global equity market. This holds for all investors, regardless of 
the domiciled country of their fund.
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Market capitalization weighting is a neutral portfolio. Why? The 
market capitalization of a stock is equal to the price of a stock times the 
number of shares outstanding. Using this approach assumes that the market 
has efficiently priced all stocks. The strategic decision is to own stocks 
according to their market capitalizations. Market capitalization weighting 
has been criticized for having concentrated holdings in overvalued stocks 
or markets (see Hsu 2006 and Treynor 2005). The market capitalization 
weighted index, however, represents the available opportunity set for 
an equity investor. There are no artificial distortions introduced by the 
investor’s subjective views. Subjective views can still be taken, such as 
those based on market valuations, although these should be treated as 
tactical positions and captured as part of the decisions to allocate to active 
management activities, either security selection or market timing.

Starting with the global market capitalization of equities does not mean 
investors need hold this equity portfolio in their strategic portfolio. There 
may be valid reasons for deviating from it and allocating a portion of equi-
ties to the domestic market. Some of these reasons are:

■■ Taxation	differentials. Differentials may involve different tax treatment 
of domestic versus international equity investments. For example, there 
may be withholding taxes on foreign equity investments or preferential 
dividend tax treatment in the domestic country, such as those with 
imputation tax systems. Under an imputation tax system, domestic 
companies are able to pass tax credits to domestic dividends to the 
extent that the companies have paid corporate tax.

■■ Legislation. There may be legislative restrictions limiting the proportion 
of international equities that may be held.

■■ Cost. Cost includes the additional transaction, custody, or investment 
management costs associated with international investment.

Other reasons for holding a domestic allocation to the domestic market, 
although these are generally noninvestment reasons and are qualitative in 
nature. Some of these include:

■■ Anchoring. There may be a domestic allocation for historical reasons. 
This is something of a hangover from previous asset allocations that 
investors tend to anchor on. Over time, many investors have tended to 
significantly expand their portfolio internationally, although a domestic 
bias tends to remain to varying degrees.

■■ Home	 bias. Investors strongly identify with their own market. Even in 
markets dominated by a few companies, local investors tend to be biased 
to their home markets.
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Bonds  Investing in any fixed income security is achieved by buying at a 
particular market yield, or yield to maturity. This is the expected return if 
the bond is held to maturity, assuming the income (coupon payments) is 
reinvested at this rate.

Just as for equities, the starting point for bonds is the most diversified 
fixed income exposure. The BarCap is a widely recognized and good repre-
sentation of the global fixed income opportunity set.

Any domestic fixed income portfolio would be less diversified than a 
global fixed income one. As such, the global fixed income portfolio may 
provide advantages over the domestic fixed income market. Some of these 
are listed next.

■■ Diversification. There are two main aspects to diversification: greater 
country choice and a larger universe of issues. The global market 
 provides more than 50 countries to diversify across. The increase in 
the number of issues for investment will depend on the domicile of the 
investors. For example, an investor based in the United States would 
have less improvement in the universe of fixed income by investing 
internationally than an Australian‐based investor. This is because the 
U.S. fixed income universe is a far greater proportion of the global fixed 
income universe than Australia’s fixed income market.

■■ Security	 selection. The larger global fixed income universe compared 
to any domestic universe provides greater opportunities for an active 
manager to add value.

■■ Volatility. The global fixed income portfolio may actually be less volatile 
than the domestic portfolio. This is due to the diversification benefits of 
investing globally, even if the duration of global fixed income is longer 
than for the domestic market.

When determining the split between global and domestic fixed income, 
the global fixed income sector should be preferred. Global fixed income is 
more attractive because of the lower volatility of returns, a larger invest-
ment universe, and greater opportunities to add value.

Adding	 Alternatives	 to	 the	 Mix	 Alternative asset classes are generally 
considered to be private equity, private real estate, infrastructure, and hedge 
funds. They contrast with traditional well‐known asset classes, such as listed 
equities and bonds, in three ways:

	 1.	Continuous	market	pricing. Listed equities and bonds are continuously and 
freely traded in formal capital markets. Alternative asset classes, however, 
tend to be illiquid and their assets subject to infrequent pricing. It is usual 
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for pricing to be based on some model‐based asset evaluation rather than 
on an actual trade. Some asset classes, such as real estate, tend to be subject 
to appraisal‐based pricing (which is not based on actual trades) while 
others, such as venture capital, rely on liquidation‐based pricing.

	 2.	Good‐quality	historic	performance	data. Listed equities and bonds tend 
to have good‐quality, long‐term historical data available. (For an exam-
ple of long‐term equities and bond data across many countries, refer 
Dimson et al. 2002.) Such data can be the basis to support quantitative 
analysis of risk and return. Alternative asset classes tend to suffer from 
shorter data series that do not cover the full range of investments that 
can constitute the asset class or strategy. Therefore, the reliability of 
data for risk and return estimates of alternative asset classes tends to be 
of lower quality than for listed equities and bonds. For example, there 
are a few data series for the timber asset class. Some extend back to the 
early 1970s, such as the Hancock U.S. timber series, and others back 
to the late 1980s, such as the timberland component of the National 
Council of Real Estate Investment Fiduciaries index. Both series differ 
in the composition of assets they track.

	 3.	High‐quality	benchmarks. For listed equities and bonds, high‐quality 
benchmarks exist. Good‐quality benchmarks display several desirable 
characteristics:

■■ The benchmark represents a strategy an investor can replicate and 
therefore achieve the returns of the benchmark.

■■ The benchmark should include all opportunities that are realistically 
available to market participants. That is, it should be a good represen-
tation of the universe of investments in that asset class.

■■ The benchmark must be constructed in an objective manner such that 
it has clear, published rules and an open governance structure.

■■ It should be well recognized and well regarded by market participants 
and be compiled on an objective basis by an institution of high stand-
ing in the market.

Listed asset classes tend to stack up well against these criteria. Alternative 
assets tend to have benchmarks that represent a portion of the available 
universe of investments, since investors sometimes voluntarily supply the 
data. Further, the benchmarks are not reliable for performance reporting 
purposes. Many are subject to smoothing effects in their performance due 
in part to the appraisal‐based or model‐based asset values and in part to 
index construction methodologies that average these valuations across time. 
Figure 5.7 shows efficient frontiers with and without alternative assets.

When considering an allocation to alternative investments, the aim is 
to enhance the efficiency of the portfolio—that is, to improve the trade‐off 
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between the risk and expected return of a portfolio. Figure 5.7 shows 
that efficiency is unequivocally enhanced if substitution of alternative 
investments for traditional exposures moves a portfolio upward and/or 
to the left of its existing risk–return position. In other words, efficiency is 
improved if:

■■ The expected return is enhanced without increasing risk.
■■ Risk is mitigated without sacrificing expected return.
■■ Return is enhanced and risk is reduced.

If introducing alternative investments improves the risk–return trade‐off of 
a portfolio overall, it is worthwhile.

Attractiveness	 of	 Alternative	 Investments	 When considering alternative 
investments, the reason for adding them to an investor’s portfolio must be 
clearly understood. Many investors often aim to diversify their traditional 
equity/bond portfolios. Some investors may aim to improve expected re-
turns of their portfolio, even if this comes with increased risk, while others 
may seek to lower the risk while maintaining the expected return of the 
portfolio. In either case, investors will want to achieve superior risk–return 
characteristics of the portfolio; that is, to improve the return per unit of 
risk regardless whether the resulting portfolio has higher or lower risk than  
the initial portfolio. There are three main benefits of adding alternative 
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investments considered here. In each case it is assumed that everything else 
remains the same.

■■ Expected returns that enhance the portfolio return
■■ Volatility which does not result in an increase in portfolio risk
■■ Low correlation with the existing portfolio, usually comprised of equity 
and bond asset classes

There are also extra costs involved in investing in alternatives. Three 
such costs, although there are others, are:

■■ Direct costs, such as management fees
■■ Liquidity of asset class or strategy
■■ The decision‐making time and monitoring burden involved

In Table 5.3 we consider the characteristics of several common alterna-
tive investments. Namely, infrastructure, private real estate, private equity 
and hedge funds (nondirectional).

These characteristics form the basis of the expected benefits an inves-
tor’s portfolio is likely to experience. It also establishes the relative at-
tractiveness of each alternative investment, before the additional costs are 
considered.

table 5.3 Characteristics of Alternative Investments

Asset	Class/
Strategy

Expected	
Return Volatility

Correlations	
with	
Traditional	
Asset	Classes

Potential	
Portfolio	
Enhancement

Private equity Higher than 
equities and 
bonds

Higher than 
equities and 
bonds

High with 
equities, low 
with bonds

Low

Private real 
estate

Between 
bonds and 
equities

Similar to 
equities

Moderate to 
equities and 
bonds

Medium

Infrastructure Similar to 
equities

Similar to 
equities

Low with 
bonds, similar 
to equities

Medium

Hedge funds 
(nondirectional)

Between 
bonds and 
equities

Between 
equities and 
bonds

Low with 
bonds and 
equities

High
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The characteristics of each alternative asset class is described in quali-
tative terms. This is because the asset classes represent a diverse range of 
underlying investments. For example, the range of hedge fund strategies 
vary widely which can result in a wide range of possible expected return 
outcomes. Nondirectional strategies will tend to have a lower range of ex-
pected returns compared to directional strategies. Directional strategies will 
be driven by general equity and/or bond market movements. Even within 
nondirectional strategies, the underlying investments can vary widely, driven 
by the type of strategy employed by a manager and the degree of leverage 
used. In the case of private equity, a wide range of investment strategies ex-
ist within the asset class. Venture capital will have a higher expected return, 
and higher risk, than growth capital.

We refer the reader to the chapters dedicated to some of the alternatives 
considered here (see Table 5.3); hedge funds, and private equity. Greater de-
tail on the characteristics of each alternative is provided as the basis for the 
quantitative expectations considered further in this chapter.

The costs of investing in each of the alternative investments are shown 
in Table 5.4. The costs are indicative only. The actual costs will depend on 
the types of managers chosen to access the alternative asset class and the 
strategies each manager employs.

Table 5.5 compares the likely portfolio enhancement properties 
(higher return and/or lower risk) and total costs of each alternative in-
vestment. Each alternative investment is scored in terms of overall at-
tractiveness.

The specific circumstances of the investor will determine the attractive-
ness of the alternative investment. The circumstances include the investor’s 
objectives, risk tolerance, taxation status, current portfolio composition, 
governance structure, and staff expertise and experience.

table 5.4 Costs of Alternative Investments

Asset	Class/
Strategy

Management	
Fees Liquidity

Decision‐
Making	Time	
and	Monitoring	
Burden Total	Cost

Private equity High Low Moderate Medium

Private real 
estate

High Low Moderate Medium

Infrastructure High Low High High

Hedge funds High Moderate High Medium
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table 5.5 Attractiveness of Alternative Investments

Asset	Class/
Strategy

Potential	Portfolio	
Enhancement Cost Attractiveness

Private equity Low Medium 4 (low)

Private real estate Medium Medium 2

Infrastructure Medium High 3

Hedge funds High Medium 1 (high)

Proportion	in	Alternatives	 Among institutional investors, it is typical for 
alternative assets and strategies to play a lesser role in their portfolios. The 
main asset classes in their portfolios tend to be dominated by equities and 
bond investments.

Why? The degree of confidence in the alternatives, for the reasons dis-
cussed previously, is lower than for traditional asset classes. Also, optimiz-
ers are less useful in answering the question about how much to allocate 
to assets where the degree of confidence in the investment characteristics 
is low.

Ceilings are therefore usually imposed on exposures to alternative 
investments. Their characteristics—relative illiquidity, shorter perform-
ance history, valuation‐based performance data, and lower‐quality bench-
marks—place them at a disadvantage to listed equity and bond investments.

Nevertheless, asset-liability analysis is still very useful for investigating 
the potential benefits and risks of adding alternative investments. Assump-
tions about the risk and return characteristics of alternative investments 
will still be required for the exercise. Since less confidence should be placed 
on those risk and return characteristics, a plausible range of estimates may 
be considered. This would involve estimating a base case scenario for the 
expected returns and volatilities as well as upside and downside scenarios.

Experience in asset–liability analysis shows that for any allocation to 
have a meaningful impact on the risk and return performance of a fund, the 
target allocation should be at least 5 percent of the total fund. When im-
plementing the target allocation, account should be taken of the additional 
risks and uncertainties that accompany alternative investments compared to 
traditional investments. Implementation could occur in a gradual manner 
where an investor slowly builds up a position over time. This approach will 
help investors gain comfort with the chosen alternative investment as well as 
becoming familiar with the return patterns of the investment under different 
market conditions. The approach also provides the investor with an oppor-
tunity to reflect on the initial decision to enter the alternative investment 
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and decide whether the additional fees and oversight required are worth the 
enhancements to the portfolio.

Alternative	 Asset	 Class	 Assumptions	 We consider two alternative asset 
classes: hedge funds and private equity. We refer the reader to Chapter 6 on 
hedge funds and Chapter 7 on private equity. A full exploration of all other 
alternatives is beyond the scope of this book. The two alternatives provide 
sufficient explanation of the approach suggested that any other alternative 
asset class or strategy could easily be substituted for those described and 
analyzed here.

Correlations  The use of historical data to estimate risks of alternative 
assets will result in an understatement of the correlation and volatility due 
to the infrequent nature of pricing.

If two assets have the same underlying fundamental and economic 
drivers of risk, their risk characteristics (correlations and volatilities) should 
be the same. If one of the assets is listed and the other is unlisted, the only 
difference would be the frequency of valuations and basis for the valuations. 
In the case of the listed asset, the frequency of pricing would be daily, and 
the basis of the pricing would be the market participants’ assessment of 
the present value of the asset’s future cash flows. In the case of the unlisted 
asset, the frequency of pricing would be the revaluation period used, such 
as quarterly or annually, and the valuation basis would be appraisal based 
(such as for private real estate), liquidation based (for venture capital), or 
model based (for some hedge fund investments).

It is therefore essential that the risk assumptions used for both traditional 
and alternative investments are both forward‐looking and consistent in 
reflecting the true underlying economic exposures of the assets. A number 
of studies have attempted to provide correlation (and volatility) estimates 
for alternative assets that are comparable to traditional asset classes. Some 
of these studies are those by Brooks and Kat (2001); Kat and Lu (2002); and 
Terhaar, Staub, and Singer (2003). Table 5.6 provides a useful starting point 
based on the previous studies for a base case set of correlation assumptions 
to consider the effect of alternatives in a portfolio. For more detail on the 
assumptions, refer to Chapter 6 on hedge funds and Chapter 7 on private 
equity.

However, because of the uncertainty around the drivers of performance 
and the substantial cash flows invested in alternative asset classes and 
strategies and possible structural changes in underlying markets, a range 
of forecasts should be used. Simplistically, an upside case and a downside 
case would do the job. The upside case would correspond to the base case 
but assume good implementation through superior manager selection and 
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better diversification properties of the asset classes. The downside case 
forecasts would be the same as in the base case but assume implementation 
is inadequate (i.e., only an average manager is selected and there is poor 
diversification of the asset classes).

Expected Return and Volatility  Table 5.7 shows the mean returns and 
volatilities for the analysis on a post‐fees basis. The expected returns 
and volatilities may need to be adjusted for the investor’s specific tax 
circumstances.

asset–liability Modeling

Asset–liability modeling is a technique for analyzing uncertainty in asset and 
liability structures simultaneously. It brings together all aspects of the fund’s 

table 5.7 Base, Upside, and Downside Cases for Expected Excess Return (above 
Cash) and Volatility—after Fees

Asset	
Class

Base	Case Upside	Case Downside	Case

Expected	
Excess	
Return

Standard	
Deviation

Expected	
Excess	
Return

Standard	
Deviation

Expected	
Excess	
Return

Standard	
Deviation

Hedge 
funds 2.5% 16% 3.5% 10% 0% 20%

Private 
equity 7.5% 25% 9.5% 20% 2.5% 35%

table 5.6 Correlations (Base Case)

Asset	Class
Global	
Equity

Global	
Sovereign	

Fixed
Listed	Real	

Estate
Hedge	Funds	

(Nondirectional)
Private	
Equity

Global equity 1

Global sovereign 
fixed 0.3 1

Listed real estate 0.5 0.4 1

Hedge funds 
(nondirectional) 0.3 0.3 0.2 0.1

Private equity 0.7 0.4 0.4 0.2 1
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revenue sources and ties them to spending, or distribution, requirements. 
Figure 5.8 shows this diagrammatically.

The figure illustrates that there are only two revenue sources for funds: 
contributions raised externally and investment returns generated in the capi-
tal markets.

The spending requirements for an institutional fund are tied closely 
to the fund’s purpose. This is where the interests of the beneficiaries are 
defined, such as the entitlements of the beneficiaries, the competing interests 
of different types of beneficiaries, and so on.

The investment returns are an important source of revenues for many 
funds and often dominate the contributions over the fund’s life. Therefore, 
decisions about the investment strategy tend to be the most important deci-
sions for most funds.

Contributions are provided externally. In some funds, the contributions 
may be prespecified, as with a defined contribution pension plan; in other 
cases, contributions are one‐time only, such as with endowments.

Contributions and investment strategy will tend to interact. For example, 
with a defined benefit pension plan, the sponsor faces the choice of whether 
to make contributions in a predictable way or to make contributions as 
early or as late as possible. Asset–liability modeling helps explore the nature 
of these interactions over time.

Simulating outcomes The interaction between a fund’s revenues and its 
liabilities or spending requirements can be complex. A useful approach 
to help understand the interactions is to use computer simulation. There 

Investment fund 

Spending 

Contributions Investment 
returns 

FiGure  5.8 Fund Revenues and Spending
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is no one way to set up the problem, but doing so requires the input of 
 various parties and some experience in working with such approaches. 
For example, with a defined benefit plan, the actuary understands how the 
liabilities behave. This is fundamental since it will be a key yardstick against 
which to measure the risks and rewards of various asset mixes. The asset 
consultant understands the behavior of returns from capital markets and 
provides estimates of the risks and expected returns of various asset classes 
and strategies. The board of directors or trustees of the plan interact with 
the plan sponsor to understand what contribution rates are realistic and 
feasible in funding a plan.

Take a hypothetical defined benefit plan’s projected cash flow profile, 
shown in Figure 5.9. The projected benefits payments, employer and em-
ployee contributions, and expected investment earnings, based on the plan’s 
current asset mix, are shown every year. There is no risk in the projections—
that is, the outcomes that could happen due to investment returns, changes 
to the liability profile, or changes to the contribution rates that differ from 
expectations.

Simulations incorporate this risk, or volatility, in the outcomes. Figure 5.10  
shows the projected funding ratio over a shorter time frame by the thick 
black line. The plan starts at an 80 percent funding ratio and is expected 
to be 110 percent in five years’ time. There are other paths the investment 
returns could take, represented by the other gray lines, based on the 
current asset mix. At the end of five years, the distribution of outcome can 
be examined. The distribution is shown to the right, where depth of the 
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distribution shows the frequency of various funding ratios in five years’ 
time.

When evaluating results, it is sometimes easier to visualize the distribu-
tion of results using boxplots. Figure 5.11 shows a side‐by‐side comparison 
of a boxplot and a probability distribution. The boxplot summarizes the 
information contained in the probability distribution by showing only five 
numbers:

	 1.	95th	 percentile. Ninety-five percent of the outcomes lie below this 
number; 5 percent of the outcomes are equal to or above this number. 
In the figure 95 percent of the outcomes fall below a funding ratio of 
0.97.

	 2.	75th	percentile	(upper	quartile). Seventy-five percent of the outcomes lie 
below this number. In the figure 75 percent of the outcomes fall below 
a funding ratio of 0.92.

	 3.	50th	percentile	(median). Fifty percent of the outcomes lie below this 
number. In the figure the median funding ratio is 0.89.

	 4.	25th	percentile	(lower	quartile). Twenty-five percent of the outcomes lie 
below this number. In the figure 25 percent of the outcomes fall below 
a funding ratio of 0.86.

	 5.	5th	percentile. Five percent of the outcomes lie below this number. In 
the figure, 5 percent of the outcomes fall below a funding ratio of 0.82.
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The advantage of using boxplots to display information is that they 
take up less space and are therefore particularly useful for comparing 
 distributions among several groups of data. This is particularly helpful 
when boards of directors or trustees need to compare a range of alterna-
tive asset allocations in terms of the impact of various evaluation criteria 
that matter.

Selecting a portfolio

performance Measures In order to evaluate the results of an asset–liability 
study, the relevant performance metrics will need to be established. These 
metrics should be linked to the investment objectives or may be the invest-
ment objectives themselves.

As an example, two commonly used performance measures for defined 
benefit plans are:

	 1.	Annualized	 returns. The annualized returns expected from different 
portfolios are the most intuitive evaluation measure for trustees, and 
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even plan members. The limitation of this measure is that it does not 
provide any information on the liabilities or spending requirements.

	 2.	Funding	 ratio. The ratio of the value of assets to actuarial accrued 
liabilities is a measure of benefit security in well‐funded pension plans. 
Higher funding ratios result in lower subsequent contributions from 
the plan sponsor; and low funding ratios trigger increased funding 
 contributions.

evaluation horizon It is typical for five‐year periods to be used as evaluation 
horizons. It is not the only horizon used, as the choice depends on the fund 
being considered and its specific circumstances. Nevertheless, five years have 
become a common period for trustees and boards both to evaluate fund 
performance and to conduct their asset allocation studies. Periods less than 
five years tend to be too short to assess the success or failure of an invest-
ment strategy, and longer horizons may become less relevant and sometimes 
exceed the tenure of trustee and board membership.

evaluating results When starting with an investment strategy of traditional 
equities and bonds, the enhancement to the performance characteristics can 
be investigated by introducing alternative asset classes and strategies. When 
introducing lower‐confidence alternative assets, a range of plausible invest-
ment characteristics for the alternative assets could be explored. It is most 
useful to consider a base case scenario for the means and volatilities and 
then evaluate upside and downside scenarios for the estimates.

As an example, we present the results of a hypothetical pension plan and 
investigate annualized returns and funding ratios over a five‐year horizon. 
(See Figures 5.12 and 5.13.)

Annualized	 Returns	 The percentile bars represent five‐year annualized 
returns at the 95th, 75th, 50th, 25th, and 5th percentiles. It is worth noting 
that the mean is higher than the median as the annualized returns are 
positively skewed. Below each bar is the asset allocation composition of 
each portfolio.

The minimum‐risk portfolio of 10 percent equity, 60 percent bonds, and 
30 percent cash has the narrowest set of returns, ranging from an annual-
ized 3.2 percent return at the 5th percentile to a 7.2 percent return at the 
95th percentile. The median is 5.1 percent.

The minimum‐risk portfolio is the mix of traditional asset classes that 
best match the behavior of liabilities.

Minimum‐risk portfolios tend to lower the volatility of contributions 
in the short term at the expense of increasing contributions required in the 
long term. For this reason, high‐return and higher‐risk portfolios usually 
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are chosen because they are expected to pay higher long‐term returns but 
at the expense of higher contribution volatility in the short term. For the 
purpose of this example, we assume that the trustees’ level of risk toler-
ance for shorter‐term risk means they opt for the portfolio with 60 percent 
growth assets.

The choice would be made by evaluating the results of all portfolios 
composed of traditional assets, from minimum risk to the 80 percent growth 
assets portfolio.

The 60 percent growth assets portfolio has a higher median return of 
6.2 percent. In exchange for the 1.1 percent extra expected return compared 
to the minimum‐risk portfolio, additional risk must be accepted. The 
minimum‐risk portfolio returns range from 3.2 percent to 7.2 percent (5th 
to 95th percentiles), while the 60 percent growth portfolio returns range 
from 0.5 percent to 12.9 percent (5th to 95th percentiles). The spread of 
returns has increased from 4 percent to 12.4 percent.

The consideration of alternative assets would then be assessed relative 
to the chosen mix of traditional asset classes. That is, alternatives would 
be added to 60 percent growth portfolio under varying assumptions about 
their likely future prospects. The degree to which the portfolio is likely to be 
improved would then be evaluated.

In the example, nondirectional hedge funds are added to the 60 percent 
growth portfolio. An allocation of 10 percent hedge funds is considered, un-
der three scenarios about how hedge funds are expected to perform in the 
future. Table 5.8 shows the scenarios for nondirectional hedge fund  strategies.

Comparing the base case alternative assets scenario with the 60 per-
cent growth portfolio, there is an improvement in the median return, from 

table 5.8 Scenarios for Nondirectional Hedge Fund Strategies

Scenario

Expected	
Excess	Return	
above	Cash	
(after	Fees) Volatility

Correlation	
with	Equities

Correlation	
with
Bonds

Upside	case
Excellent 
implementation

Same as 
equities 
(3.5%)

Lower than 
equities 
(10%)

Zero Zero

Base	case
Good implementation

Between 
equities and 
bonds (2.5%)

Same as 
equities 
(16%)

Low (0.3) Low (0.3)

Downside	case
Poor implementation

Same as cash 
(0%)

Higher than 
equities (20%)

High (0.7) High (0.7)
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6.2 percent to 6.3 percent, with the same level of risk. The base case scenario 
is where the implementation of the hedge fund program is fair; manager 
selection and portfolio construction are assumed to be good but not great. 
If the performance of hedge funds is better described by the downside case 
than the base case assumptions, there is a small decrease in median returns 
over the current portfolio but also an increase in risk. In fact, the risk is 
closer to the 70 percent growth portfolio with returns expected to be closer 
to the 50 percent growth portfolio. In other words, good implementation 
of the hedge fund program is required for the future performance to live up 
to the base case assumptions. Otherwise the portfolio’s performance will be 
harmed through a combined higher risk and lower return.

If the hedge fund program meets the upside case—assumptions that 
reflect the historical performance of successful hedge fund programs (refer 
to Chapter 6 on hedge funds for further details)—the expected improvement 
in performance is substantial (equivalent to the returns of the 70 percent 
growth assets portfolio but with lower risk than the current 60 percent 
growth portfolio).

Funding	 Ratios	 The overall pattern of the distribution of outcomes 
is much the same as the figure of the projected annualized returns. The 
minimum‐risk portfolio has the narrowest outcomes, ranging from 
79 percent to 104 percent (5th to 95th percentiles). The 60 percent growth 
portfolio has a higher median ratio, of 95 percent, with a range of funding 
ratios from 69 percent to 128 percent (5th to 95th percentiles). Considering 
the effect of adding hedge funds shifts the distribution of outcomes upward 
at the base case assumptions, a median funding ratio of 96 percent. The 
risk of the outcomes is expected to be reduced, ranging from 71 percent to 
126 percent (5th to 95th percentiles).

If the performance of hedge funds is better described by the downside 
case than the base case assumptions, the median funding ratio remains 
unchanged at 95 percent. However, the risk increases with the range of 
funding ratios of 68 percent to 129 percent compared to 69 percent to 128 
percent (5th to 95th percentiles). It is worth noting the similar 5th and 25th 
percentile of outcomes between 60 percent growth portfolio and portfolio 
when adding hedge funds under the downside scenario. This is the result of 
funding contributions being made, which offset some of the poor investment 
returns.

If the hedge fund program meets the upside case, the expected improve-
ment in performance is substantial (equivalent to the median funding ratio 
of the 80 percent growth assets portfolio but with a range of outcomes 
equivalent to the 50 percent growth portfolio). Very good implementation 
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is expected to materially enhance the funding ratios over a five‐year horizon 
and commensurately lower the pension cost significantly.

Choosing a Suitable portfolio The last example serves to illustrate some key 
points when choosing a suitable portfolio and deciding upon alternative as-
set classes to incorporate.

■■ The allocation to growth assets is the most important decision, in terms 
of risk and return impact, an investor faces. The decision is one that 
involves deviating from the minimum‐risk portfolio. The choice of the 
proportion to invest in growth assets will depend on the investor’s risk 
tolerance, while considering the likely additional returns and risks that 
are available.

■■ The addition of alternative assets, in our example a successful hedge 
fund program, can enhance the outcomes expected under either the base 
case or the upside case, with little increase in risk.

■■ The results from asset–liability modeling can only show that the addi-
tion of alternative investments will improve the risk and return char-
acteristics of a portfolio. The modeling exercise cannot prove this will 
occur. The modeling allows plausible risk and return estimates for alter-
native investments to be evaluated in terms of the likely impact on the 
total portfolio. That is, what risk and return expectations are necessary 
to achieve in order to enhance the overall portfolio.
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Chapter 6
hedge Funds

hedge funds are actively managed investment funds that invest mainly 
in conventional asset classes and pursue a range of investment strate-

gies and approaches not open to traditional active managers. Hedge fund 
managers often aim to achieve positive returns in all market conditions, and 
sometimes seek to preserve investors’ capital. In contrast, traditional man-
agers seek to outperform a well‐defined, market‐based benchmark. Hedge 
funds claim their returns depend on the return-generating skills of the man-
agers and therefore justify the high fees charged.

Not aN asset Class

Hedge funds should not be regarded as a distinct asset class. Rather, they 
should be regarded as alternative active management strategies in traditional 
asset classes. Some of the characteristics that distinguish them from asset 
classes are described next.

■■ Hedge funds are a very diverse group, with a varied range of strategies 
with securities holdings that span many asset classes. There is little simi-
larity among the hedge funds themselves.

■■ Correlations among the hedge funds have little meaning when the funds 
themselves are not securities but products and the funds hold securities 
in other asset classes.

■■ Hedge funds generally do not have readily available pricing, and hold-
ings data are difficult to obtain. Many hedge funds closely guard infor-
mation about their holdings, and their legal structures provide generous 
latitude regarding reporting conventions.

■■ While the hedge fund asset base is large, managers may be closed to 
new business at any time. Passive hedge fund investing is extremely 
 challenging.
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types oF strategies

Hedge funds are not a homogeneous group. Some provide lower‐risk alter-
natives than traditional investments, while others, through leverage and oth-
er means, pursue much higher‐risk approaches. In general, it is possible to 
differentiate between two broad categories: directional and nondirectional 
strategies.

Directional strategies are so called because they tend to move with eq-
uity markets. When equity markets rise, directional hedge funds tend to 
rise, too, and vice versa. These strategies are market‐timing strategies. The 
managers take long positions (buying securities) and short positions (sell-
ing borrowed securities) in different markets and use leverage to magnify 
exposures. These strategies involve higher risk because they hinge on the 
managers making the correct calls about the direction of particular markets.

Nondirectional strategies are less influenced by market movements. 
These strategies tend to be less volatile and have much lower correlations 
with market returns. They therefore tend to offer greater diversification ben-
efits to the overall portfolio. With the focus on the generation of absolute 
returns, these funds seek to make money in all market conditions. Figure 6.1 
shows a common classification scheme for hedge fund strategies.

Nondirectional

Relative value 

Convertible arbitrage 

Fixed income 
arbitrage 

Equity market neutral 

Directional 

Emerging markets 

Opportunistic 

Equity long/short 

Global macro 

Leveraged long 

Event  

Merger 
arbitrage 

Distressed/
high-yield 
securities 

driven 

Low beta                    Market exposure               High beta 

Figure  6.1 Hedge Fund Strategies Classification 
Source: Adapted from Alternative Investment Management Association (2004).
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For a detailed description of each substrategy, we refer the reader to 
the Alternative Investment Management Association “Hedge Fund Primer” 
(2004).

CharaCteristiCs oF hedge FuNds

Table 6.1 highlights the distinguishing characteristics of hedge funds 
compared to traditional investment funds. There are many strategies 
used by hedge fund managers, making it challenging to define hedge 
funds precisely. Nevertheless, there are common features that hedge 
funds share.

■■ Absolute return objective. Hedge fund managers aim to achieve posi-
tive returns regardless of whether the market is rising or falling. Often 
their primary goal is to preserve investors’ capital. Traditional active 
managers, in contrast, seek to outperform a well‐defined, market‐based 
benchmark.

■■ Skill dependent. Hedge funds claim their returns are skill based and 
therefore justify the fees charged. In other words, the return patterns 
are not readily replicable and are uncorrelated with traditional finan-
cial asset classes. While manager skill is essential to any type of ac-
tive investment, with hedge funds, it is the skill of the manager that 
produces returns. Traditional active managers, on the other hand, rely 
on their securities picking or country selection abilities to generate 
returns above a well‐defined market benchmark. Underlying market 

table 6.1 Hedge Fund versus Traditional Mandates

Hedge Funds Traditional

Absolute return objective Relative return objective

Skill dependent Market dependent

Leverage No leverage

More flexible investment strategies Less flexible investment strategies

Manager’s capital commitment No commitment

Lower transparency Higher transparency

Performance fees Flat fees

Relatively illiquid Liquid

Source: Adapted from Alternative Investment Management Association (2004).
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movements drive total return patterns more than the manager skill with 
traditional active managers. With hedge funds, the impact of market 
returns is lower, which means that the returns are primarily the result 
of the manager’s skill.

■■ Leverage. Varying amounts and types of leverage are used in most hedge 
fund strategies. Many relative value strategies (nondirectional) tend to 
use higher leverage than directional strategies. The use of leverage is not 
an essential feature of hedge funds, and leverage varies significantly by 
fund.

■■ Flexible investment strategies. Hedge fund managers can use a wider 
range of investment strategies and tools compared to traditional invest-
ment managers. This includes the use of derivatives and short selling to 
gain or remove exposures to specific opportunities. For example, short 
selling involves selling an asset that is borrowed in the expectation that 
the value will fall and then buying the asset in the future at a lower price. 
Traditional managers tend not to, or are restricted from, engaging in 
short selling.

■■ Capital commitment. Typically, a large proportion of hedge fund man-
agers’ personal wealth is invested in their own funds. This commit-
ment of the capital helps align the interests of the investor and the 
manager.

■■ Transparency. Hedge fund managers do not usually disclose 
specific strategies or portfolio holdings to investors. They are often 
comfortable describing the basic strategy employed but reluctant to 
share information that discloses the manager’s specific skill or insight. 
This information will be their competitive advantage. Such disclosure 
is likely to reduce the value of that information if competitors were 
to act on that information. A lack of transparency will tend to be to 
the investor’s benefit, assuming the hedge fund manager has genuine 
skill.

■■ Performance fees. Performance fees are a key characteristic of 
hedge funds. Funds typically have a high‐water mark to ensure that 
the manager earns performance fees only on profits generated by 
positive returns above a certain level. Traditional mandates tend 
to be based on flat fees, a basis point charge of the assets under 
management.

■■ Limited liquidity. Lock‐up periods for hedge funds typically range 
from three months to one year, but may be longer. Also, some quarterly 
redemption policies may require a long notice period (e.g., 60 days). 
 Alternatively, there may be early redemption penalties. Shorter lock‐up 
periods are advantageous in that investors can reverse their exposure in 
the event of underperformance.
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risks oF iNvestiNg iN hedge FuNds

Investing in hedge fund strategies poses particular risks that differ from tra-
ditional asset classes. Some of these risks are listed next (Anson 2000).

■■ Process risks
■■ Mapping risks
■■ Event risks
■■ Data risks
■■ Performance measurement risks

process risk

It is common that investors prefer a well‐defined investment process that 
describes how a manager invests. In general, however, the hedge fund 
industry considers its performance to be the result of “skill.” The reliance is 
sometimes on a single individual for his or her skill and judgment, which is 
difficult to convert to an investment process.

Process risk also raises issues about transparency. Hedge fund manager 
skill, and hence the clarity around the investment process, is usually opaque. 
Investors do need to accept process risk.

Mapping risk

Anson (2000) points out that there is no standard platform for reporting 
or measuring investment risk. As a result, the risks of different hedge funds 
cannot be combined. An investor cannot obtain a clear picture of the aggre-
gate investment risks of hedge funds.

Some examples of the problem come from academic research. The 
academic literature is not comfortable with relying on manager self‐
descriptions to characterize their investment styles and risks.

Fung and Hsieh (1997) apply a statistical approach called principal 
components analysis based on a hedge fund’s trading style (opportunistic, 
global macro, value, trend following, and distressed). They find that five 
different trading styles explain about 45 percent of the return variability of 
hedge fund returns.

Their results are not surprising, given that:

■■ The hedge fund industry is a diverse and heterogeneous mix.
■■ Hedge funds often invest in derivative instruments that have nonlinear 
payoffs. Such payoffs will map poorly onto asset classes that tend to 
have linear payoffs.
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Hedge funds require detailed individual examination to assess their risk 
profiles.

Anson (2000) suggests two solutions for dealing with mapping risk:

 1. The investor acts as global risk manager. In this approach, the hedge 
fund manager’s job is to generate excess returns, and the investor’s job 
is to manage the risks that arise from the investment in that manager. 
It is a top‐down approach to risk management. To do this, the investor 
would need to obtain the hedge fund manager’s risk exposures and 
attempt to consistently map these risk exposures for all their managers. 
The difficulty would be acquiring sufficient performance data from 
each hedge fund manager to map risk exposures precisely. This may 
not be prohibitively difficult. A useful starting point would be to 
identify the main risk exposure the manager is taking and then refine 
the remaining risks. Fung and Hsieh (2003) suggest such an approach, 
illustrated in Figure 6.2, which lists some hedge fund styles. Broadly, 
there are directional and nondirectional strategies. Directional can be 
broken into trend‐following and reversal strategies. Nondirectional 
strategies tend to have a low correlation with financial markets and to 
be nondirectional within equities and fixed income markets.

 2. The investor could obtain the portfolio holdings from the hedge fund 
manager. This bottom-up approach can be challenging for several 
reasons.

■■ Hedge fund managers tend to be reluctant to share their portfo-
lio holdings. Their portfolio positions are often proprietary and 

Nondirectional Directional 

Trend 
following Reversal 

Stocks 
Bonds 

Currencies 
Commodities 

Event  driven 

Low beta                     Market     exposure               High beta 

Equity 
Fixed 

income 

Capitalization 
spread 
Value/growth 
spread 

Credit spread 
Mortgage 
spread 

Figure  6.2 Hedge Fund Styles 
Source: Adapted from Fung and Hsieh (2003).
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disclosure could diminish the manager’s advantage if their competi-
tors were to trade on the same information.

■■ Aggregation of the individual portfolios of several hedge fund man-
agers may be required. Collecting and aggregating such information 
requires expensive, sophisticated risk management systems.

The most practical solution may be to use a top‐down approach. The 
aim would then be to combine several managers so that they diversify each 
other and the aggregate portfolio diversifies the remaining asset class expo-
sures within an investor’s portfolio.

event risk

Event risk is the risk that a financial event affects hedge funds in the same 
way. Many hedge funds, however, claim their return distributions are skill 
based. This claim means that hedge fund managers’ return patterns should 
not be easily replicable and be uncorrelated with traditional asset classes 
(see Fung and Hsieh 1997). Further, hedge funds often claim that they gener-
ate total, or absolute, returns and that no benchmark is suitable or appropri-
ate. If the claims hold well in practice, then we should expect to see hedge 
fund returns being independent of traditional asset class returns and largely 
independent from one another.

how appropriate are these Claims? An interesting study by Jensen and 
Rotenberg (2004) investigates the extent to which many hedge funds simply 
package up easily replicable strategies and sell them for high fees. The title of 
their article is “Hedge Funds Selling Beta as Alpha.” The term “beta” usually 
refers to the return of a broad asset class, such as equities, long‐duration 
bonds, corporate bonds, emerging market debt, developed market debt, 
and so on. Betas are easy to capture and at low cost. However, Jensen and 
Rotenberg investigate whether simple, easily replicable strategies provide a 
similar return pattern of average hedge fund by strategy type. Their findings 
are summarized next.

■■ Many hedge funds within a strategy do not appear to be particularly 
unique. The correlation of returns is high among hedge funds within a 
strategy. Table 6.2 shows these results.

■■ Simple strategies closely match the average hedge fund manager’s 
return for each strategy. Some descriptions of these simple strategies, or 
replication strategies, are listed next.

■■ Fixed income arbitrage. In aggregate, fixed income arbitrage usu-
ally involves buying illiquid, risky securities and shorting more 
liquid, less risky securities. These funds tend to simply return the 
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risk of buying more illiquid fixed income instruments. The average 
fixed income arbitrage fund is 53 percent correlated with a naive 
strategy of being long a simple combination of mortgages, short‐
term corporates, emerging market debt, and eurodollars relative 
to Treasuries.

■■ Merger arbitrage. Merger arbitrage funds also tend to be similar to a 
simple strategy of buying the top 10 announced target companies and 
selling the top 10 acquirers. The correlation is 56 percent.

■■ Emerging markets. Likewise, emerging market hedge funds are 
79 percent correlated to a naive 50/50 mix of emerging market 
equities and bonds.

■■ Distressed securities. Distressed securities hedge funds closely track 
a mix of sub–investment grade (or junk) bonds and high‐yielding 
emerging market debt. The correlation is 79 percent.

■■ Managed futures. Managed futures funds are some form of 
technical trading. They tend to have very complicated trading 
strategies and investment processes that boil down to buying when 
a market has been going up and selling when a market has been 
going down. This simple strategy is applied to the euro/yen cross‐
rate, the euro/US$, S&P 500, and 10‐year U.S. Treasuries. The 
correlation of this naive strategy and the average managed futures 
hedge fund is 71 percent.

table 6.2 Correlation of Hedge Fund Returns within Strategy

Hedge Fund Groups by Strategy
Average Correlation of Return above 

Cash for Funds within Group

Convertible arbitrage 60%

Emerging markets 59%

Equity market neutral 42%

Event driven 66%

Fixed income arbitrage 52%

Global macro 47%

Long/short equity 63%

Managed futures 57%

Source: Adapted from Jensen and Rotenberg (2004).
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data risk

Fung and Hsieh (2000), Liang (2000), and Kat (2003) note that the avail-
able data on hedge funds are far from perfect. Some issues with the data are 
listed next.

■■ Complete performance records and holdings are usually not 
available. Unlike mutual funds and traditional investment mandates, 
hedge funds are usually structured as private investment vehicles and 
do not generally disclose their results to the public. Disclosure of 
performance tends not to be standardized as for traditional investment 
mandates, making comparison across hedge funds difficult. Many 
databases that track hedge fund performance suffer from this data 
bias.

■■ Many studies of hedge fund performance use similar databases covering 
the same time periods. The results of many studies of hedge funds are 
not independent.

■■ Most database vendors do not independently verify the manager-
supplied data. This result in lower quality data.

■■ Different database vendors tend to covers different hedge fund manager 
universes. This is because most hedge funds report into only one or two 
databases.

■■ Survivorship bias plagues many database vendors. Survivorship bias occurs 
when hedge funds only supply performance data on funds that are still 
in existence. Funds that tend to go out of business are those with poor 
performance. The only results that appear in the database are those hedge 
funds that are still in business. The data available to investors will tend to 
overestimate the returns that can realistically be expected from investing 
in hedge funds. The impact of survivorship bias on realized hedge fund 
returns has been estimated at 3 percent per year (see Brown, Goetzmann, 
and Ibbotson 1999; Fung and Hsieh 2000) and also tends to underestimate 
the risk of hedge funds.

■■ Backfill bias occurs when a new manager is added to the database. The 
new manager’s historical performance, dating back to the date it began 
operations, will be added. Only managers with superior performance 
have an incentive to add their results to the data vendor. This creates 
an upward bias in the returns in the database, estimated to be approxi-
mately 1.4 percent per annum improvement to reported hedge fund 
returns (see Fung and Hsieh 2002).

■■ Liquidation bias arises when hedge funds that are performing poorly 
stop reporting their performance before they actually cease operations. 
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If the hedge fund does close down, it would have to deal with liquidating 
positions to fund investor redemptions. This liquidation bias produces 
an upward bias in returns and a downward bias in risk. This bias 
is estimated to be 70 basis points (see Ackermann, McEnally, and 
Ravenscroft 1999).

Historical results of hedge funds should be treated with caution. 
Some of the biases described above may be avoided by using an index 
of fund of funds (FOFs) to estimate the performance characteristics of 
hedge funds.

performance Measurement risk

The Sharpe ratio is a measure of risk‐adjusted returns. It divides the 
performance of an investment manager in excess of the risk‐free rate 
by the standard deviation of that manager’s performance results. The 
Sharpe ratio, however, is an inappropriate measure if performance payoffs 
are nonlinear. Many hedge funds use derivatives with nonlinear payoff 
structures. In particular, many hedge fund managers have investment styles 
that mimic a short option exposure. Consider a hedge fund manager who 
shorts (sells) an option. If the option expires worthless, the hedge fund 
manager collects the option premium and deposits it in a cash account 
with low volatility. In the short term, a manager’s Sharpe ratio is boosted 
with high total return and low risk until a “volatility event” occurs. Should 
a volatility event occur, such strategies expose the hedge fund to downside 
risk.

There is no simple solution to this risk, but simply allocating to hedge 
funds on the basis of short‐term history should be avoided.

risk aNd returN CharaCteristiCs

Hedge funds differ enormously. Different strategies have different risk and 
return characteristics, and different hedge funds within the same strategy 
can produce vastly different returns. The driver of returns is the skill of the 
underlying hedge fund manager. Therefore, it is difficult to form expecta-
tions about the future behavior of hedge funds.

historical performance

Table 6.3 presents the annualized returns and annualized standard devia-
tions of monthly returns for traditional asset classes and for hedge fund 
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strategies. Overall, historical annualized hedge fund returns, regardless 
of strategy, compare favorably to those of traditional equities and bond 
markets. Historical volatility has also been closer to that of bonds and 
generally well below the variability of returns exhibited by equities. 
However, the results vary across index vendor, by whether the managers’ 
results within a strategy are equally weighted or value weighted, and by 
the time period used.

The degree of dispersion that can exist among hedge fund managers, 
even within a strategy, is best dealt with by diversification across managers. 
Manager selection, however, still is crucial. Nondirectional hedge fund 
strategies, by design, exhibit a lower correlation with traditional asset 
classes as compared to directional strategies. This means that nondirectional 
strategies would provide a greater diversification benefit to a traditional 
investment portfolio of bonds and equities, compared to directional hedge 
fund strategies. A rigorous approach to manager selection and portfolio 
construction still is required.

hedge Fund of Funds

The defining characteristic of successful hedge funds is their boutique 
nature. The success of a hedge fund is dependent on a few individuals, and 
the investment process may not be repeatable (process risk). Because of 
the investment process risks, operational risks, and other risks unique to 
each hedge fund, the performance variance among individual hedge funds 
can be very large. In global equities, for example, the difference between 
the best‐ and the worst‐performing managers is typically on the order of  
20 percent per annum (p.a.). Within hedge funds, the range of performance 
results can be more than 200 percent p.a. One way to manage this risk is 
diversification. How many hedge funds are required to achieve adequate 
diversification?

Lhabitant and Learned (2002) examine how many hedge funds are 
needed to create a diversified portfolio. Their key findings are listed next.

■■ Within each hedge fund style, between 5 and 10 hedge funds are usually 
sufficient to eliminate 75 percent of the individual hedge fund–specific 
risk in the portfolio.

■■ Diversification benefits are limited among arbitrage hedge funds.
■■ Diversification across hedge fund styles can reduce risk significantly.

FOFs are a type of structure that can provide adequate diversification 
across individual hedge funds and strategies. How does an investor form 
expectations about the future performance of hedge funds?
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From a historical estimation of risks and returns perspective, FOFs data, 
rather than individual hedge fund manager data, provide a way of dealing 
with many of the data biases noted previously. As Fung and Hsieh (2002, 
32–33) note:

A simple solution that mitigates some of these biases is an index 
based on the records of [funds of funds], which avoid many of the 
idiosyncratic biases in pro forma returns based on individual hedge 
funds extracted from databases. Through the natural process of di-
versification, FOFs minimize measurement error. Selection bias is 
also muted because all individual hedge funds are likely to have 
some FOF investors irrespective of whether they report perform-
ance to any hedge‐fund database. Instant history bias does not arise 
with FOFs, and empirical evidence suggests that indexes of FOFs 
do not suffer from spurious biases arising from unrealistic asset al-
location schemes.

A comparison of an FOF index with equities and bonds is presented in 
Table 6.4.

Hedge FOF indexes are not completely free of biases. The returns from 
the Hedge Fund Research FOF index began retaining the performance 
records of funds that had ceased to report, in an effort to reduce the survi-
vorship effects in the data. Table 6.5 shows the performance starting in 1994.

Tables 6.4 and 6.5 illustrate that even with FOF index information, 
it is challenging to form expectations of future hedge FOF performance. 
This challenge is compounded when one considers that good manager selec-
tion and portfolio construction are crucial components in establishing and 
achieving performance expectations.

successful hedge Funds programs

Good manager selection and portfolio construction skills will add signifi-
cant value to a portfolio. Studying the performance and expectations of 

table 6.4 Historical Performance of Funds of Funds, Equities, and Bonds

Return (% p.a.) Volatility (% p.a.)

Hedge Fund Research fund of funds index 10.6% 6.0%

S&P 500 index 9.1% 15.2%

J.P. Morgan Government Bond index 8.1% 4.3%

Source: Adapted from Edwards and Gaon (2003). Performance from 1990 to 2002.
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 successful hedge FOF programs is useful in establishing realistic expecta-
tions for an investor.

A standout example of careful manager selection and portfolio con-
struction is the Yale University Endowment. The endowment aims to 
achieve returns on its hedge fund program in line with developed market 
equities (6 percent real return) with volatility lower than equities. Under 
the endowment’s assumptions, the volatility of the two main nondirec-
tional strategies is 10 percent for event‐driven strategies and 15 percent 
for relative value strategies. Developed equities’ volatility is 20 percent. 
The expected correlation between the hedge fund strategies and equities 
is zero. The endowment has exceeded its portfolio expectations of 10 per-
cent p.a. from 2002 to 2012, with returns with a low correlation to equi-
ties and bond markets.

These figures suggest that a well‐managed program of nondirectional 
hedge funds should be expected to generate returns in line with equities 
but with a volatility of about half that of equities. The correlation with 
traditional asset classes could be low, but expecting a correlation of zero 
would be unrealistic. However, a poorly managed hedge fund program could 
produce negative returns and exhibit high volatility and high correlations 
with traditional asset classes.

good iMpleMeNtatioN

The diversification of and expected improvement to a portfolio by invest-
ing in hedge funds will be achieved only if the allocation is implemented 
successfully. Good implementation requires attention to the areas discussed 
next.

■■ Diversification. The dispersion of returns across hedge fund managers is 
very large. In addition, the dispersion of returns across hedge fund styles 
is considerable. Diversification across hedge fund styles and managers 

table 6.5 Historical Performance of Funds of Funds, Equities, and Bonds

Return (% p.a.) Volatility (% p.a.)

Hedge Fund Research fund of funds index 7.1% 6.4%

Wilshire 5000 Stock Index 8.5% 16.4%

Lehman Aggregate U.S. Bond Index 7.3% 3.8%

Source: Adapted from Ennis and Sebastian (2003). Performance from 1994 to 2002.
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within each style is important to reduce risk adequately. Lhabitant and 
Learned (2002) suggest about 5 to 10 managers within each style. The 
number of styles will be determined by the investor’s reason for includ-
ing hedge funds in the portfolio. Generally, nondirectional strategies 
will provide the greatest diversification benefit and greatly enhance a 
traditional equity bonds portfolio. Diversifying across nondirectional 
strategies would mean about 20 to 40 managers to achieve adequate 
diversification.

■■ Manager selection. Good hedge fund performance requires skill. 
Selecting skillful managers is essential. However, significant resources 
are needed to research and select good managers. There are currently 
more than 13,000 hedge fund managers globally (PerTrac 2012) with 
around 40 percent of those assets managed by U.S. managers. Research-
ing managers requires specialist skills due to the low level of transpar-
ency, relatively low regulation, complexity of risk positions, and the 
diverse range of strategies employed. Many investors tend to outsource 
this manager selection to an FOF provider, with specialist skills in this 
area.

■■ Access to managers. Good hedge funds tend to be well sought after and 
can choose their own investors. Their preference is to usually engage 
with a few large investors, and seek to maintain a long-term relationship. 
Many investors with small account sizes tend to be avoided because of 
the administrative complexity involved. Managers are incentivized on 
the basis of performance, and will impose capacity constraints to avoid 
diluting their returns. Access to good managers with spare capacity can 
be a limiting factor for many investors.

■■ Due diligence. The relatively low level of regulation of hedge fund 
businesses places a higher due diligence burden on investors, as compared 
to traditional investment managers. Relevant due diligence and legal 
expertise are required, particularly when negotiating suitable terms with 
hedge fund managers.

If an investor does not have access to suitable resources to achieve good 
implementation, an FOF provider may be a suitable alternative. An FOF pro-
vider will typically have an in-depth knowledge of most hedge funds, dedi-
cated manager research, due diligence and manager monitoring services. In 
addition, an FOF manager with established operations is likely to build rela-
tionships with good hedge fund managers, have better access to their product 
range, which may be closed to other investors, and economies of scale to 
negotiate lower fees. FOFs charge for their service, which incurs an additional 
layer of fees, but for most investors, the benefits of FOFs may outweigh the 
additional costs.
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reasoNable risk aNd returN expeCtatioNs

Based on the preceding discussions, the expected return and risk assumptions 
shown in Table 6.6 are likely to be reasonable for nondirectional hedge 
fund strategies. We present three scenarios: excellent, good, and poor 
implementation. These expectations could be employed as the basis for 
assessing how an investor’s portfolio would be impacted depending on 
which scenario plays out.

table 6.6 Risk and Return Expectations for Nondirectional Strategies

Scenario

Expected 
Excess Return 
above Cash 
(after Fees) Volatility

Correlation 
with Equities

Correlation 
with
Bonds

Excellent 
implementation

Same as 
equities (3.5%)

Lower than 
equities 
(10%)

Zero Zero

Good 
implementation

Between 
equities and 
bonds (2.5%)

Same as 
equities 
(16%)

Low (0.3) Low (0.3)

Poor 
implementation

Same as cash 
(0%)

Higher than 
equities 
(20%)

High (0.7) High (0.7)



103

Chapter 7
private equity

the term “private equity” can be defined most broadly as ownership in 
nonpublic companies.
Private equity includes not only financing to start up a business, but also 

covers financing required for subsequent growth stages during its life cycle. 
The contractual relationship is usually via limited partnership, which allows 
the investor to provide capital to the private equity specialist manager for 
investment in attractive businesses. Private equity is typically categorized 
into subsectors that match the capital requirements of companies over their 
lives. The types of capital over a company life cycle are shown in Figure 7.1. 
Venture capital provides capital to turn an idea into a business. Growth 
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capital provides financing to successful start-up companies. Buyout capital 
is used for buying a business from a much larger company.

The main benefits from investing in private equity accrue to the inves-
tor when a company is listed or an unprofitable company is restructured 
successfully. 

types oF private equity

There are three major investment types:

	 1.	Venture	capital, which corresponds to investments in young companies 
with no or limited revenue. This stage emphasizes entrepreneurial un-
dertakings and usually focuses on less mature businesses and industries. 
Several classes within venture capital are:

■■ Seed capital—financing to research and develop an idea
■■ Start-up capital—financing of initial product development
■■ Expansion stage—financing for a company that has the opportunity 
to expand its business

	 2.	Growth	capital is the intermediate stage between venture late-stage and 
buyout transactions. Private equity funds pursuing this strategy look for 
companies with strong growth potential seeking to gain market share in 
its respective market. Buyout usually involves acquiring a company of 
significant size, then adding smaller companies to the initial acquisition 
in order to create a significant player in the industry.

	 3.	Special	situations	funds, invest in restructuring, turnaround, and distressed 
for control situations that a company may experience. This type of private 
equity includes investments in equity, equity-related, and debt instruments.

stages oF investment

Investments in private equity funds do not trade regularly in financial mar-
kets. However, a successful private equity investment exhibits a typical pat-
tern. For convenience we can split successful private equity investments into 
two stages: early stage and late stage.

	 1.	Early	stage. In the first three to five years of a fund’s life, only a frac-
tion of the total investor’s commitment is drawn down and invested 
in private companies. During these few years, the fund will typically 
show negative returns. This is due to management fees and invest-
ment costs incurred, while investment returns tend to be low initial-
ly. Management fees are usually charged on total committed capital. 
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Therefore, management fees will have a larger impact in the early stages 
of a fund, when less of the total committed capital is drawn and in-
vested in profitable companies. Further, investments tend to be held at 
cost at the early stages and will, therefore, be stale, which contributes to 
the low initial investment returns.

	 2.	Later	stage. It can take several years for the underlying company valu-
ations to reflect the efforts of the private equity manager. Over time, if 
progress is made, the investment value of the company may be higher 
than its original cost. Notional returns from the investment will be re-
ported as the companies are valued on an appraisal basis. In the final 
years of the fund, the higher valuations of the companies will be con-
firmed by the sale of companies. This results in cash flows to the inves-
tors and the fund showing positive returns.

The two stages are the typical investment pattern for a successful fund, 
called the J-curve, shown in Figure 7.2. 

Features oF private equity

Private equity investments have several characteristics that distinguish them 
from listed equity investments. 

■■ Long	investment	horizons. An investment in private equity is generally 
a long-term investment. The usual life span of a private equity fund 
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is around 10 years. The usual fund structure is a limited partnership, 
where early withdrawals are typically not possible or limited.

■■ Illiquidity. Private equity investments are generally illiquid. There is no 
organized market to trade private equity fund shares. In some cases the 
secondary sale of fund shares are allowed, but investors should expect 
a substantial discount on the net asset value if selling in the secondary 
market.

■■ Unreliable	valuations. Private equity investments are based on appraisal 
values until they are actually realized. Until then, the true value of the 
investment cannot be determined with reliability.

■■ Substantial	resource	demands. The nature of private equity is such that 
it requires specialist expertise and on-going hands–on management and 
monitoring. Private equity investments can place substantial demands 
on the resources of the governing boards and staff of a fund seeking 
investment in private equity.

■■ Lack	 of	 transparency. By nature, the private equity market is not 
transparent. There is little publicly available information. This is one 
of the key characteristics of the market. The lack of transparency is 
seen as necessary for achieving superior returns, by exploiting inside 
information.

■■ High	fees. The fees charged by private equity fund managers are consid-
erably higher than those charged by listed asset managers. Typical fees 
for individual managers are on the order of 1.5 percent to 2.5 percent 
per annum (p.a.) of assets under management, plus a “carried interest” 
of up to 20 percent of total return in excess of a hurdle rate. 

risks oF private equity

The main risks can be divided into those related to the market and those 
specific to the investment.

market-related risks

Market‐related risks are those that depend on the changing aspects of the 
market for private equity or the general economy.

■■ Cash	flow. Research (Gompers and Lerner 2000) shows some correla-
tion between the amount of cash flowing into the private equity market 
and the prices paid for private equity deals. This suggests that, all else 
being equal, investments made in a high cash flow environment are a 
barrier to good private equity returns.
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■■ Strength	of	the	economy. The strength of the private equity industry and 
of the general economy will have a direct impact on the profitability of 
private equity investments. A high‐growth economy can significantly 
improve returns on all private equity investments. Slow economic 
growth can impair private equity returns. For leveraged buyout firms, it 
can impact their ability to meet interest payments and for venture firms 
their ability to grow.

■■ Exit	market. The strength of the exit market can impact the returns. 
If the investor exits a private company via a public listing, then the 
strength of the public markets will affect the return realized. Strong exit 
markets can provide higher prices for private companies and increase 
the chances of generating superior returns to private equity investors.

investment-specific risks
■■ Management	skill. An important driver of the performance of a company 
is the private equity manager’s ability to manage company-specific risks. 
The skill is in having superior knowledge about the company and its in-
dustry, how to improve the operating efficiency of the company, when to 
change company management, how to incentivize company management, 
and how to position the company as economic circumstances change.

■■ Deal	flow. Deal flow is the rate at which private equity managers receive 
business proposals or offers. The success of a private equity fund is de-
pendent on the manager’s access to proprietary deal flow. The greater 
this access, the better the private equity fund’s chances of generating 
superior returns.

■■ Diversification. The degree of diversification across private companies 
greatly affects how much investment-specific risk an investor faces. 
Diversification can be across time, called vintage year diversification, 
and across investment companies. The greater the degree of diversifi-
cation, the less an investor’s private equity returns will be affected by 
adverse conditions with a particular company, industry, or time period.

managing the risks

The most effective methods for managing the risks are:

■■ Good manager research and selection
■■ Diversification
■■ Access to good funds
■■ Due diligence
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manager research and selection

One of the sources of return of private equity comes from manager skill. 
The skill has two forms: the skill of the management within the individual 
companies and the skill of the private equity manager in selecting those 
companies and committing capital to them.

For an investor to capture the returns from this skill, it is necessary to 
have good manager research and selection. The universe of private equity 
managers and funds is large, so significant resources are required. There 
are specialist private equity advisors to assist investors with manager selec-
tion and ongoing manager monitoring. If investors have significant assets, 
they can build their own private equity programs using dedicated internal 
resources or the assistance of an external specialist advisor. Investors with 
more limited resources can engage the services of a fund‐of‐funds (FOF) 
manager. The FOF manager would be responsible for manager selection, 
cash flow management, and manager monitoring.

Diversification

A diversified approach to private equity investment can be an effective strat-
egy for private equity. Diversification across the next factors can assist in the 
management of market-related and investment-specific risks.

■■ Vintage	year. Diversification by vintage year is very important in private 
equity investment. Returns of private equity funds tend to be cyclical 
because the success of their underlying portfolio companies depends on 
the relative health of the public equity and debt markets. For example, 
the success of a buyout fund depends on the strength of the debt 
markets over the investment period, and on the strength of the public 
markets during the latter part of the fund’s life to ensure a good exit. A 
strong initial public offering (IPO) market will generally help all funds 
of that vintage. Accordingly, it is important for private equity investors 
to maintain appropriate time diversification in their portfolios, which is 
achieved with exposure across many vintage years. Investors, however, 
cannot effectively time private equity markets by making selective bets 
on vintage years. Because of the long-term nature of private equity 
investments, investors cannot know at the outset whether a particular 
vintage year will perform well. Therefore, private equity investors will 
usually invest in new partnerships every year knowing that some vintage 
years will perform better than others.

■■ Investment	 stage. After vintage year diversification, a key element of 
diversification in a private equity portfolio is the mix of investments by 
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investment stage, including venture capital, buyouts, and special situa-
tion funds such as distressed and mezzanine debt. Given the relative size 
of venture capital and buyout funds industries, meaningful diversifica-
tion by these stages is usually sought.

■■ Geography. The state of economies in different geographies can affect 
private equity performance in that economy. Many investors diversify 
their portfolios with commitments to both U.S. and non-U.S. private eq-
uity funds. The primary markets for non-U.S. private equity are Europe 
and the Asia Pacific region.

■■ Industry. Diversifying across industries reduces the performance of a 
private equity program to the state of any particular industry. This 
type of diversification is harder for the investor to control because 
most private equity partnerships, with the exception of sector focused 
funds, will not impose specific levels of exposure to given industries. 
Further, certain styles of private equity investing tend to concentrate in 
particular industries. Venture capital funds tend to be heavily exposed 
to technology industries such as information technology, communica-
tions, healthcare, and life sciences. Buyout funds are typically more 
diversified across major industry sectors such as consumer, industrial, 
energy, and communications. The relative amount of capital invested 
in venture capital and buyout funds may affect an investor’s industry 
diversification.

■■ Manager. The dispersion across private equity managers’ returns tends 
to be very wide, much more so than for public equity managers. The 
differences in returns of the top- to bottom-quartile managers in private 
equity can be at least four times larger than those of active public equity 
managers. Diversifying across managers will diversify the risks associ-
ated with any single manager and their investment process.

access to good Funds 

Investors can find it very difficult to access high-quality managers. Good 
private equity funds have no difficulty raising capital. These managers of-
ten pick their investors, and long-term committed partners are preferred. In 
earlier–stage funds, capital is often raised through existing investors. Access 
to good funds is essential to ensuring an investor can participate in the skill 
of a manager.

Due Diligence

Given the nature of the partnership agreements, significant due diligence 
is required before investing in a private equity fund. Due diligence would 
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be financial, legal/tax, and business due diligence. Private equity fund due 
diligence faces specific challenges, given that the private character of the 
industry makes it inherently difficult to obtain the relevant information 
and that the investment decision reflects a commitment to a fund manager 
to finance future investments rather than a simple purchase of specific 
assets.

FunD oF FunDs

An FOF approach to structuring private equity investments can be a way of 
achieving the degree of diversification required and also to ensure access to 
good private equity managers.

FOF managers perform in‐depth research on funds with the aim of con-
structing diversified, risk‐controlled portfolios with a greater probability of 
generating superior returns.

Weidig and Mathonet (2004) conducted research on private FOFs. The 
results of their study are shown in Table 7.1. The table shows:

■■ The chance of a total loss of capital is about 30 percent for individual 
private companies, about 1 percent for private equity funds, and zero 
for FOFs.

■■ The chance of any loss of capital is 42 percent for individual private 
companies, about 30 percent for private equity funds, and 15 percent 
for FOFs.

■■ The average loss is 85 percent for individual private companies, about 
29 percent for private equity funds, and 4 percent for FOFs.

The FOF structure greatly decreases the probability of any loss as well 
as the average loss compared to individual private equity funds.

table 7.1 Diversification in Private Equity Investments

Private	Companies Funds Fund	of	Funds

Probability of total loss 30% 1% 0%

Probability of any loss 42% 30% 15%

Average loss –85% –29% –4%

Source: Adapted from Weidig and Mathonet (2004).



Private Equity 111

suitability For an investor’s portFolio

Private equity may improve the returns of an investor’s portfolio, though an 
investment in the asset class may not be suitable for every investor. There are 
arguments for and against private equity, and some of these are discussed next.

■■ Investors that cannot bear the long-term illiquidity of private equity 
should avoid the asset class. The ability to bear the illiquidity may be 
related to investor’s liabilities, whether the portfolio needs to be drawn 
in the short term, and the investor’s investment time horizon. For exam-
ple, a plan in its decumulation phase may be unable to accept the long 
lock-up periods and the cash flow requirements when establishing a pri-
vate equity investment. Other funds may be unwilling, due to their risk 
tolerance, to invest. Private equity is a long-term investment decision.

■■ There is a lack of good quality data about the performance of private 
equity. This source of uncertainty about the behavior of the asset class 
compared to listed asset classes may be a concern for some investors. 
Reliable measures of period-by-period returns do not exist because of 
the appraisal-based nature of valuations, and results in uncertain es-
timates of return and correlations with other asset classes. Any useful 
data that exists are for a subset of the overall universe of private equity 
investments. Estimates of the characteristics of the asset class are likely 
to be imprecise at best.

risk anD return CharaCteristiCs

Return enhancement is often the main reason for investing in private equity. 
Private equity tends not to provide risk diversification, because correlations 
with traditional asset classes tend to be masked by the appraisal‐based na-
ture of returns (Terhaar, Staub, and Singer 2003).

historical performance

Historical performance data are plagued with problems.

■■ Databases are subject to self‐selection bias, which arises because of self‐
reported data.

■■ Some private equity funds report high values for their nonexited invest-
ments. These “residual values” are audited accounting figures reported 
on a quarterly basis to value ongoing investments. The high residual 
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values reflect the so‐called living deads, which are worthless investments 
kept in the accounting records.

■■ The true costs to investors are not accounted for. While performance 
before fees can be substantial, a conservative fee structure (2 percent of 
committed capital throughout fund’s life plus a 20 percent carried inter-
est over an 8 percent hurdle rate) can mean very high fees of around  
7 percent p.a. Swensen (2000) estimates even higher fees, of 12 percent 
p.a. Further costs incurred by investors may include fees paid to FOF 
providers or specialist advisors.

All these problems artificially inflate the observed historical returns. A 
brief summary of some key studies is provided next.

■■ The seminal study of Kaplan and Schoar (2005) reported that the per-
formance of the 746 private equity funds in their sample is close to that 
of the S&P 500 index, net of fees. Performance appears unattractive 
because of the higher risk (due partly to higher leverage) and lower 
liquidity compared to listed equity.

■■ Phalippou and Gottschalg (2009) attempt to correct for the self‐selection 
bias and high residual values. They find that, on average, private equity 
funds underperform the S&P 500 by more than 3 percent a year. They 
also find that private equity is more risky than the S&P 500, with an 
average beta (sensitivity to the index) of 1.3.

For a more detailed discussion of the historical evidence, refer to 
Phalippou (2007).

reasonable risk anD return expeCtations

The next expected return and risk assumptions are likely to be reasonable 
for private equity. We present three scenarios; excellent, good, and poor 
implementation. These expectations could be employed as the basis for 
assessing how an investor’s portfolio would be impacted depending on 
which scenario plays out.

■■ Expected	 returns. Successfully implemented private equity programs 
can be expected to exceed public equities by 3 percent to 5 percent p.a., 
net of fees (Mladina and Coyle 2010).

■■ Volatility	of	investment	returns. To be comparable, volatility of returns 
needs to be considered on the same basis as for listed investments. For 
a broad private equity program that is diversified across all stages of 
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private equity (venture capital, mezzanine, and leveraged buyout), a vol-
atility of 25 percent p.a. is reasonable (Terhaar, Staub, and Singer 2003).

■■ Correlations	 with	 equities	 and	 bonds. Because private equity invest-
ments are usually realized by listing on the market, the eventual return 
is highly correlated with the listed equity market. A correlation of 0.7 
with listed equity and 0.4 with fixed income could be expected (Terhaar 
et al. 2003).

Table 7.2 shows the risk and return expectations for a well‐diversified 
private equity program.

aChieving private equity alloCations

Private equity is among the most illiquid of all investment opportunities. 
The time span from initial commitment to final realization of returns can be 
10 to 15 years.

To achieve a target asset allocation of, say, 5 percent, the actual amount 
of fund assets committed to private equity must exceed 5 percent. This is 
because the private equity fund draws down funds only when profitable 
opportunities are identified. Further, over the life of a private equity 
program, an investor will not only be funding private equity investments 
but also be receiving distributions as gains from earlier funds are realized. 
Unless an investor overcommits, a target allocation is unlikely to be reached. 
For example, if we assume that at any point in time 75 percent of assets 
committed to private equity will be actually invested, then an investor must 
commit 130 percent or more of the desired allocation to be at the target 
allocation. So, a 5 percent target allocation would require around 7 percent 
commitment of fund assets to private equity investments.

table 7.2 Risk and Return Expectations for Well‐Diversified Private Equity Program

Scenario

Expected	Return	
above	Listed	Equities	

(after	Fees) Volatility

Correlation		
with		

Equities

Correlation	
with		

Bonds

Excellent 
implementation 

Well above equities
(5.0%)

Higher than 
equities (20%)

Moderate 
(0.5)

Low (0.2)

Good 
implementation

Above equities 
(3.0%)

Higher than 
equities (25%)

High  
(0.7)

Moderate 
(0.4)

Poor 
implementation

Below equities
(–2.0%)

Higher than 
equities (35%)

Very high 
(0.9)

High  
(0.6)





115

Chapter 8
Benchmarks

In ordinary English, a benchmark is a standard of performance, used as a 
point of comparison. In investment management, this definition has been 

extended in a precise way (Siegel 2003, p. 4):

The benchmark for portfolio performance is the total return on a 
(usually) cap‐weighted index of the securities in the asset class, or 
subclass, in which the portfolio is intended to be invested.

Benchmarks play several roles in investment management. In one sense, 
benchmarks are passive investment strategies to compare against an active 
manager’s performance and to determine whether the manager has added 
value. In another sense, benchmarks represent the opportunity set of invest-
ments in an asset class; a well-constructed benchmark measures the return 
from an investment in that asset class. Finally, a benchmark represents the 
aggregate return of all investors in an asset class, whether invested actively 
or passively, before fees and costs.

What are BenChmarks For?

The three main uses and purposes of benchmarks are listed next.

	 1.	As	portfolios	for	index	funds. Benchmarks act as a portfolio for inves-
tors who wish to passively invest in a particular asset class or segment 
of that asset class. Such an investor may believe that seeking to beat a 
benchmark over long periods of time is difficult and so would opt for 
a market-cap-weighted index that represents the market to which the 
investor wishes to gain exposure. Index funds that replicate the desired 
benchmark exposure are most suitable. Equally weighted indexes 
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tend not to be good benchmarks for indexing purposes because of the 
significant rebalancing whenever the price of a stock in the universe 
changes. In contrast, cap-weighted indexes need only be rebalanced 
when the constituent stocks change, the number of outstanding shares 
change, or to reinvest dividend payments.

	 2.	As	benchmarks	 for	actively	managed	funds. Benchmarks act as pas-
sive strategies to compare against the performance of active manager 
returns and to assess the extent to which the manager has added value. 
Many managers usually start with the constituents of a particular 
index as the starting point when constructing their own portfolios. 
These managers will deviate from the benchmark weights depending 
on their degree of conviction in their stock views. Managers who use 
the benchmark as the starting point for portfolio construction always 
use those same benchmarks for performance measurement purposes 
and to measure the level of active risk, or benchmark relative risk, they 
are taking.

	 3.	As	proxies	for	asset	classes	in	asset	allocation. Benchmarks capture the 
universe of available opportunities in an asset class. A benchmark con-
structed in a consistent manner over time allows for the comparison of 
returns at very different points in time. Benchmarks also allow for the 
comparison of rates of return across asset classes and to measure the 
differing levels of risk in each asset class and the correlations across 
those asset classes. Benchmarks allow for an initial assessment of the 
risk and return characteristics of asset classes for establishing invest-
ment policy and strategic asset allocation choices.

Since all benchmarks or indexes perform all of these tasks, it is impor-
tant to consider the suitability of an index from the point of view of all of 
these principal uses.

CharaCterIstICs oF Good BenChmarks

When multiple indexes are available for benchmarking, it is important to 
choose an index that not only is consistent with investment objectives but 
also has a number of practical qualities. The list of desirable characteristics 
that we have used may not be exhaustive, and we may place a different em-
phasis on each. Also, some of the characteristics may be contradictory, and 
some desirable characteristics may have to be compromised to ensure that 
others are met. However, it is critical that an index have objective rules that 
are well defined to allow all interested parties to understand how to apply 
the information to their particular situation.
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In general, a benchmark should have these characteristics (Siegel 2003):

■■ Replicability. The returns reported for the index should be replicable. 
For example, if the index is calculated using gross dividends but the 
fund must pay withholding tax, the fund may have difficulty replicating 
the index returns. Furthermore, over time, the index must represent a 
realistic baseline strategy that a passive investor could have followed. 
Therefore, information about index composition and historical returns 
should be readily available.

■■ Completeness. The index should include all opportunities that are 
realistically available to market participants under normal market 
conditions. If it doesn’t, the index may be easily beaten by including in 
the fund the markets/securities that are not included in the index.

■■ Investability. The ideal index contains only securities that are fully invest-
able, representing the true passive alternative. However, in practice, the re-
quirement is usually that the index should be easy to replicate at the lowest 
possible cost. Thus, low turnover and related transaction costs are also de-
sirable. Securities should not be excluded due only to poor liquidity. Rather, 
securities should be included to more accurately reflect the true opportunity 
set that a manager with skill is expected to beat. Ideally, the index should 
use free float‐adjusted market capitalization to determine security weights. 
Therefore, the index must be investable as a truly passive alternative.

■■ Objective	selection	criteria. The index must be constructed in an objective 
manner such that it has clear, published rules and an open governance 
structure. When an index meets these criteria, investors and managers 
are able to anticipate more accurately upcoming changes in it, thus aid-
ing both passive and active management. There should be a clear set of 
rules governing inclusion of markets/securities in the index, and investors 
should be able to forecast and agree on changes in composition.

■■ Acceptance	by	investors. Generally, the index should be well recognized 
and well regarded by market participants. However, occasionally it may 
be necessary to use a new benchmark index that is not in common usage, 
due to that index being a far better benchmark according to the criteria 
discussed earlier. In any case, the benchmark index should be compiled on 
an objective basis by an institution of high standing in the market.

example: Global equities

The three major institutional investment benchmarks for global equities are 
listed next:

	 1.	MSCI World Index and MSCI All Country World Index
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	 2.	S&P/Citigroup Broad Market Index
	 3.	Financial Times Stock Exchange (FTSE) All‐World Index

In terms of the characteristics of a good benchmark, any of the indexes 
can be assessed. We work through the characteristics of a good benchmark 
using the MSCI World Indexes as examples.

■■ Replicability. The MSCI indexes are available with net dividends or 
gross dividends reinvested. In many countries, investors will pay the 
withholding tax on dividends in foreign countries. An active global 
equity manager would pay withholding tax on dividends received on 
behalf of the investor. Therefore, setting a benchmark index for global 
equity managers with gross dividends reinvested could lead to replica-
bility problems. A fairer measure of performance would be the MSCI 
index with net dividends reinvested, which subtracts withholding taxes 
on dividends.

■■ Completeness. The MSCI All Country World Index provides significant 
breadth in terms of country coverage, including nearly 50 markets. 
The MSCI World Index contains a large capitalization and covers ap-
proximately 1,800 stocks. However, the MSCI All Country World Index 
contains a larger universe of stocks (approximately 2,400) and there-
fore more smaller‐capitalization stocks than the MSCI World Index. In 
terms of completeness, the MSCI All Country World Index has greater 
stock coverage than the MSCI World Index.

■■ Investability. International indexes face a direct trade‐off between 
completeness (the number of different stocks in an index) and invest-
ability. An index is investable to the extent that one can readily buy 
and sell the stocks in it with a minimum of price‐pressure effects and 
other transaction costs. With international indexes—not only emerg-
ing market but also developed country indexes—the illiquidity of the 
smallest‐cap and most closely held stocks is a greater problem than in 
larger markets such as the United States. Although most indexes ex-
clude the smallest, least liquid securities, when selecting a benchmark, 
an investor must consider the trade‐off between greater completeness 
and lower liquidity.

■■ Objective	 selection	 criteria. Objective and clearly stated rules for 
index construction are advantageous. Such rules allow investors, either 
in index funds or through active managers, to predict the benchmark 
constituent stocks and trade efficiently as a result. MSCI’s sometimes 
judgment‐based method for index construction runs counter to this  
requirement (as does S&P’s use of an index committee to construct 
the S&P 500). However, since the MSCI indexes capture 85 percent of  
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world equity capitalization, MSCI’s judgment has a small impact on 
index constituents and therefore its return. There are some advantages 
of the widely used MSCI indexes, such as the high index liquidity and 
investor recognition.

■■ Acceptance	by	investors. The MSCI World Index is widely used by in-
vestors internationally.

market CapItalIzatIon and BenChmarks

Market‐capitalization weighting is the bedrock of a good benchmark. The 
vast majority of investment indexes currently produced around the world 
are capitalization weighted. So, too, are those used for performance meas-
urement purposes.

The market capitalization of a market represents the aggregate port-
folio of all active and passive investors in that market. An index based on 
market‐capitalization weighting represents the neutral portfolio against 
which active management can be evaluated.

Why?
Consider a portfolio of U.S. stocks with each stock weighted accord-

ing to its market capitalization. We call this a cap‐weighted market port-
folio. A passive investor is anyone whose portfolio of U.S. equities is the 
cap‐weighted market portfolio. An active investor is anyone whose portfolio 
of U.S. equities is not the cap‐weighted portfolio. If we add the portfolio 
positions of all passive and active managers in the market, this aggregate 
portfolio is the market portfolio. All passive investors hold the same posi-
tions as the market portfolio, so the aggregate positions of all active inves-
tors are the same as the market portfolio.

The market capitalization portfolio is the one everyone can hold. And, 
of course, every investor in a particular market does hold that portfolio. All 
the shares of every listed stock are owned by someone. The key determi-
nant of market‐capitalization weighting is the price of a stock. In a public 
market, the price of a stock reflects every market participant’s view on the 
expected value of a stock. Price then is an important mechanism for many 
market participants to establish the future performance of a stock and also 
to change their views on the future performance of a stock.

In recent times, a new breed of so‐called benchmarks are claimed to 
be superior to the market capitalization indexes. These are sometimes 
referred to as alternative benchmarks. Examples include fundamental in-
dexing, gross domestic product weighting, equal weighting, and risk parity 
weighting. For further discussion on these topics, refer to Chapter 10 on 
active versus passive management.
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Chapter 9
tactical asset allocation

tactical asset allocation (TAA) and dynamic asset allocation (DAA) strat-
egies have attracted renewed interest in recent years as investors have 

endured one of the worst and most volatile markets in history. The inter-
est in such approaches seems appropriate. Many investors are wondering 
whether much of the pain suffered in the recent market declines could have 
been avoided through preemptive asset allocation moves.

The approaches seem to have great appeal. The idea of selling over-
valued assets and buying undervalued assets in anticipation of generating 
superior returns seems intuitive.

If investors engage in TAA strategies, those strategies become another 
source of investment risk. Before adding such risk, several issues must be 
addressed:

■■ What exactly do we mean by TAA?
■■ What is involved in undertaking TAA decisions?
■■ How successful have investors who have implemented such strategies been?
■■ Who should undertake such strategies, and if so, how?

taCtiCal versus strategiC asset alloCation

The distinction between TAA and strategic asset allocation (SAA) is important. 
Each serves different purposes, usually involves different decision makers, and 
requires different levels of skill and experience. The process of undertaking 
the SAA is covered in Chapter 5. The role of the SAA is summarized below.

■■ It specifies a static mix of asset classes that is intended to be a long-term 
plan that best meet the investor’s objectives. It is often considered to be 
the principal determinant of long-term portfolio performance.

■■ It is based on long-run relationships among asset class returns and the 
behavior of the investor’s liabilities.
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■■ It is established to be a long-term benchmark against which all asset 
deviations, at the asset class and security level, are measured.

■■ It acts as a behavioral discipline by providing an anchor against the 
temptation to follow short-term trends in market returns.

In contrast, TAA can be described as follows.

■■ Unlike the SAA, which is based on long-run relationships between as-
set classes, TAA seeks to systematically adjust a fund’s asset mix away 
from the SAA when asset classes are believed to be priced away from 
long-run relationships.

■■ It is usual that TAA seeks to shift asset class exposures anticipating a 
return to long-run relationships. TAA will tend to sell asset classes that 
have strengthened and buy asset classes that have weakened. TAA will 
tend to be contrarian in nature.

■■ TAA is usually undertaken by managers with relevant experience and 
skills to predict shorter-term market movements. The SAA is established 
by the investor and is a long-term benchmark against which the value-
add from TAA can be measured.

approaChes to taa

TAA approaches usually fall into two categories:

	 1.	Model	 driven. Model-driven managers use systematic approaches to 
estimate current risk–return relationships in determining tactical asset 
class positioning. For cost and efficiency reasons, implementation is of-
ten via derivatives—futures, swaps, or options—rather than by trading 
physical securities.

	 2.	Subjective	 evaluation. In contrast to model-driven approaches, asset 
class shifts around the benchmark allocations are determined through 
investment intuition and experience rather than the use of more formal-
ized risk–return estimates.

Both approaches are based on the assumption that capital markets are 
not completely efficient and can be partially forecasted.

taa versus global taa versus Daa

The terms global TAA (GTAA) and dynamic asset allocation (DAA) have 
gained prominence recently. The terms TAA, GTAA, and DAA are some-
times used interchangeably, although there are differences.
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TAA historically arose from specialist managers who allocated across 
domestic asset classes. TAA usually involves a few number of asset classes 
over which positions are taken. The downside of TAA tends to be the low 
number of portfolio positions. This means that errors in forecasting asset 
class relationships cannot be adequately diversified, resulting in volatile 
performance patterns.

GTAA strategies attempt to overcome the low number of positions in 
TAA strategies by increasing the number of asset classes involved and diver-
sifying positions. GTAA strategies extend beyond domestic asset classes and 
cover a wide range of equities, bond, and currency markets. The degree of 
complexity in GTAA approaches also tends to increase. Increased complex-
ity comes from a greater level of resource and expertise involved in assessing 
the risks and returns of a greater number of markets, each with different 
accounting, reporting, and taxation systems.

DAA is a term that has gained recent prominence. It is used in a variety 
of contexts and therefore lacks precise definition. However, the intent be-
hind the term is usually a desire by investors, both retail and institutional, to 
adjust the mix of assets in their SAAs. It is more akin to TAA than to GTAA.

In this chapter, we use the term TAA to refer to the process of adjusting 
asset class weights around the SAA benchmark.

investment beliefs

To engage in TAA activities, an investor needs to hold specific investment 
beliefs about the nature of the inefficiency of capital markets. There are at 
least three such beliefs:

	 1.	TAA takes positions based on the relative attractiveness of asset 
classes. It is necessary to therefore believe that asset classes are inef-
ficiently priced relative to one another and the inefficiency can be 
exploited.

	 2.	It is not necessary to believe that every security within an asset class 
is accurately priced. It is possible for investors to incorrectly price eq-
uity and bond markets within a country, or even across countries, while 
every security within the asset class is priced accurately. This may be a 
reasonable belief to hold, since obtaining good-quality information on 
many markets and asset classes can be a challenge, especially given the 
different accounting, taxation, and regulatory environments. However, 
the degree of global financial integration and free flow of information, 
the rise of GTAA managers to exploit such inefficiencies may suggest 
greater relative asset class efficiency. The belief in this inefficiency is 
ultimately a matter of investor judgment.
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	 3.	The equity risk premium varies over time, and this variation is exploit-
able. In efficiently priced markets, asset classes are correctly priced rela-
tive to their riskiness. Riskier asset classes are therefore priced to deliver 
higher expected returns compared to less risky asset classes. Therefore, 
the equity market will offer a return premium (equity risk premium) to 
compensate investors for the greater risk they need to bear. However, 
it is necessary to believe that the equity risk premium deviates from its 
long-term level. When the equity risk premium is high relative to its 
long-term level, equities will be attractive to buy, and vice versa.

ConDitions for suCCess

The opportunity for TAA managers to add value are, to a large extent, driv-
en by three key factors. These factors are: the extent of mispricing, volatility, 
and correlation among asset classes. While the manager has control over 
the size of the positions taken for each asset class, the previous factors are 
determined by market conditions over which the manager has no control. 
The three factors are described next.

■■ For a TAA manager to add significant value depends on the extent of 
asset class mispricing. The more extreme market mispricing the greater 
the opportunity. The extent of mispricing, how long it lasts, and the 
speed with which prices revert to valuations are subject to a great deal 
of uncertainty.

■■ Volatility between asset classes is an important determinant of whether 
the TAA manager’s positions will be rewarded. The lower the volatility 
differences, the smaller the value-added is likely to be.

■■ Correlations among asset classes needs to high for value to be added. 
Relative movement among asset classes is necessary for the TAA man-
ager’s positions to pay off. If the correlation between asset classes is 
high, the value-added would be low.

taa proCess

Any TAA decision, undertaken by either an investor or a manager, will in-
volve, either implicitly or explicitly, three separate steps.

	 1.	Evaluate the relative attractiveness of each asset class
	 2.	Allocate capital
	 3.	Implement the decision
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evaluate relative attractiveness

Evaluating the relative attractiveness of each asset class is the most impor-
tant step in taking TAA decisions. The process of evaluating the relative 
attractiveness is as follows.

	 1.	Establishing the long-term normal, sometimes referred to as the equilib-
rium, relationships asset classes have to one another

	 2.	Assessing the extent to which an asset class is away from its long-term 
normal level, in the expectation that it will revert to this level over time

Successful evaluation of the relative attractiveness of each asset class de-
pends on the manager’s ability to identify the difference between the market 
price and the long-term normal value and capture this difference over time.

The use of valuation models is a common technique, such as the dividend 
discount model (DDM). A DDM estimates value by discounting future cash 
flows to the present. The DDM can be used to assess the market’s implied 
discount rate given the current market price of the asset class. The implied 
discount rate provides an estimate of the market’s expected return of the asset 
class at a point in time. The market’s expected return can be compared to the 
investor’s assessment of the long-term return for that asset class.

The use of DDMs involves estimating two key parameters:

	 1.	The dividend growth rate for the market in question
	 2.	The appropriate discount rate

Both parameters can be difficult to estimate. Every TAA manager will 
have their own approaches to dealing with the estimation challenges. Some 
utilize consensus forecasts of market dividend growth rates, while others 
undertake their own long-term analysis of the fundamental growth rate of 
the relevant market. For discount rates, it is usual to use the market’s yield 
on a long-term bond plus an estimate of a suitable long-term premium for 
the market being evaluated.

DDMs produce a fair value estimate for the market or asset class. While 
it is assumed that the market price will revert to this fair value over time, it is 
possible that structural shifts in the markets can result in permanent changes 
to relative valuations.

Once the relative attractiveness of asset classes is determined, the esti-
mates can be used for allocating capital.

allocate Capital

Allocating capital involves using the assessment of the relative attractive-
ness of each market. The manager will also, usually, take into account how 
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extreme they believe markets can become and the riskiness of the market. 
The maximum position for a market is unlikely to be achieved unless that 
market is at an extreme valuation level.

Determining the approach to allocating capital differs by manager. Some 
managers employ optimization techniques to determine optimal allocations to 
each market. Such optimization techniques take into account the relative attrac-
tiveness, riskiness, and correlations among each market. Other managers prefer 
not to use optimization techniques. These managers claim that uncertainty of 
their estimates does not justify the precision optimization techniques require. 
Small changes to inputs can result in very different allocations.

It is usual for investors to specify constraints about how far a TAA man-
ager can deviate from their benchmark. The permissible deviations express 
the investor’s tolerance for TAA risk taking. For example, if the benchmark 
weight to international equities is 50 percent, an investor with low tolerance 
for TAA risk may allow a deviation of 10 percent around the benchmark 
weight—from 40 percent to 60 percent. An investor with higher tolerance 
for TAA risk may allow for a deviation of 20 percent around the benchmark 
weight, resulting in a band from 30 percent to 70 percent. The permissible 
bands will have a significant impact on the manager’s ability to add value, 
since the bands control the relative size of TAA positions allowed.

implement the Decision

Broad market positions are usually most efficiently implemented via the 
futures market. Futures contracts of equity and fixed income indexes are 
listed on many of the main exchanges around the world. Index funds are 
an alternative method of implementation. Index funds consist of a basket of 
securities that closely track the desired market. Some index funds are avail-
able as pooled funds, where purchasing or selling units in the pooled fund 
can achieve the desired market exposure.

Futures, however, tend to offer many advantages:

■■ Futures tend to be a cheap way to effect market exposures
■■ There is no need to trade the individual securities that make up an in-
dex, which avoids security-level liquidity issues

■■ Futures tend to be more liquid than index funds
■■ Direct payment of custody costs and withholding taxes can be avoided 
with futures contracts

There are some disadvantages in using futures:

■■ Not all markets have deep, liquid futures markets, making them an ex-
pensive form of implementing exposures for those markets
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■■ Not all investors are permitted from dealing in futures either by law or 
trust deed

■■ Index futures contracts are based on domestic indexes. If global ex-
posures are required, say for the MSCI World Index, then a basket of 
domestic index futures need to be created to track a global index. Some 
degree of tracking error between the basket of country index futures 
and the global index will result.

eviDenCe of value aDDeD

The empirical evidence of value added by TAA managers is usually conducted 
within specific domestic markets. The markets considered here include the 
United States, the United Kingdom, and Australia. Representative studies 
are discussed and their results shown for each market.

united states and Canada

The landmark study of Brinson, Hood, and Beebower (1986) analyzed the 
results of 91 U.S. pension plans over a 10‐year period. The results for the 
average plan are shown in Table 9.1.

The study shows that the average U.S. pension fund delivered 
9.01 percent per annum (p.a.). Most of the return came from strategic asset 
allocation of 10.11 percent. Security selection and market timing activities 
detracted 0.36 percent p.a. and 0.66 percent p.a., respectively.

Annual average value added results found by six U.S. and Canadian 
studies of pension fund performance are shown in Table 9.2 (refer to Mercer 
Investment Consulting 1998, summarizing these six studies: Brinson et al. 
1986, 1991; Carlton and Osborn 1991; Hensel, Ezra, and Ilkiw 1991; Ilkiw 
1987; and Rouillard 1993).

table 9.1 Return Attribution

Source	of	Return Return	(%	p.a.)

Strategic asset allocation 10.11%

Security selection –0.36%

Market timing –0.66%

Other –0.07%

Total 9.01%

Source: Adapted from Brinson et al. (1986).
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The results show that the average return from market timing was 
–0.4 percent p.a. In contrast, the average return from security selection is 
0.1 percent p.a. The range of value added from market timing is slightly 
lower than for security selection and may reflect tighter constraints on the 
market timing strategies compared to security selection activities.

Weigel (1991) studied 17 U.S. TAA managers. The results of this study 
are summarized next:

■■ In aggregate, the 17 U.S. TAA managers showed significant market 
timing skill. This finding contrasts with previous research showing no 
timing ability of mutual funds.

■■ The managers’ market timing skill was partly offset by their other 
activities. Transaction costs did not explain the result.

■■ The variation across the managers’ market timing skill was substantial. 
Selecting the right manager would have been an important considera-
tion for an investor.

■■ The returns to market timing varied considerably over time. This may 
reflect changing capital market conditions or indicate a change in the 
managers’ investment processes.

Some cautions about the results are worth noting:

■■ All TAA managers were major investment firms. The return series ana-
lyzed also contained simulated back histories. The simulated returns 
should be treated with caution, as they are unlikely to be repeated under 
real market conditions.

■■ The real‐time return histories did not support the manager’s typical 
claims of a 4 percent to 5 percent value‐added expectation.

■■ While the market timing performance varied over time, there was a 
tendency to decline over the real‐time sample period.

■■ It is at least possible that, as more and more TAA managers enter the 
game, market inefficiencies could be arbitraged away to the point where 
they can no longer be profitably exploited.

table 9.2 Annual Average Value Added (%)

Percentile Security	Selection Market	Timing

98th 2.3 0.6

84th 1.2 0.1

50th 0.1 –0.4

16th –1.0 –0.9

3rd –2.1 –1.4
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united Kingdom

Blake, Lehmann, and Timmerman (1999) studied the results of 306 U.K. 
pension funds over a nine‐year period. They decomposed the total returns 
earned by pension fund managers into the components shown in Table 9.3.

The study shows that the average U.K. pension fund delivered 
12.06 percent p.a. Most of this return was due to strategic asset allocation, 
or passive activity. Security selection added 0.32 percent p.a., but market 
timing detracted 0.20 percent p.a.

australia

Faff, Gallagher, and Wu (2005) studied 51 institutional Australian growth 
and balanced funds and 29 capital stable funds over an 11‐year period. The 
results are shown in Table 9.4.

The average value detracted from market timing activities was 
0.32 percent p.a. for the 80 funds studied. There was positive value added 

table 9.3 Return Attribution

Source	of	Return Return	(%	p.a.)

Strategic asset allocation 12.00%

Security selection 0.32%

Market timing –0.20%

Other –0.06%

Total 12.06%

Source: Adapted from Blake et al. (1999).

table 9.4 Average Market Timing Performance across All Funds

Average	(%	p.a.)

Australian equities 0.18

International equities –0.26

Direct property –0.03

Listed Australian property 0.02

Australian fixed income –0.19

International fixed income –0.05

Total –0.32

Source: Adapted from Faff et al. (2005).
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from timing Australian equities and listed property of 0.18 percent p.a. and 
0.02 p.a., respectively. The greatest value detracted came from timing inter-
national equities and Australian fixed income.

marKet timing anD time out of the marKet

The equity market does not deliver returns in a steady way. Returns are not 
normally distributed. Rather, the market goes in fits and starts. Long‐term 
performance can be severely impacted by a few days. Miss the best few days, 
and long‐term wealth can be seriously compromised. Miss the worst few 
days, and long‐term performance can be enhanced substantially. By how 
much?

Figures 9.1 and 9.2 show the effect of missing the best 10 and 20 days 
as well as missing the worst 10 and 20 days compared to a buy‐and‐hold 
strategy in various markets.

Say we invested a sum of money in every market so that at the end of 
2006 each market returns $100. If the 10 best days were missed, in say 
Australia, an investor would have only $55 instead of $100 had those 
10 days not been missed. If the best 20 days were missed in Australia, then 
an investor would have only $38. The average across all markets is sober-
ing. Miss the best 10 days and, on average across all markets, an investor 
would have had only had $49 instead of $100 if those 10 days had not been 
missed. Miss the best 20 days and, on average across all markets, an inves-
tor would have only $29. Missing the best 10 days means an investor would 
have missed out on 51 percent of the wealth he or she otherwise would 
have had, on average across markets. Miss the best 20 days and an investor 
would have 71 percent less wealth than if those days had not been missed.

On the flip side, though, missing the worst 10 days would have meant 
that, on average across all markets, an investor would end up with $250—a 
substantial improvement over a simple buy‐and‐hold strategy that would 
have been invested every day. Even better, missing the worst 20 days would 
have meant, on average across all markets, that an investor would have 
ended up with $470 instead of $100 if those worst days were included in 
the long‐term performance.

The results in both figures are extreme. An investor would have to have 
extraordinary ability to time the markets just right so that only the best, or 
worst, days were missed. But that is not the point. The effect of just a few 
days can have an enormous impact on the long‐term value of an investor’s 
portfolio. The old adage “Time in the market, not timing the market” is 
appropriate. Market timing suffers from the manner in which returns are 
delivered. Market timers are rarely completely out of the equity market; 
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they just lean away or into the market based on their view of future market 
prospects. In effect, some portion of their investment portfolio is either com-
pletely out of the market or overexposed. So the dramatic results shown in 
the figures would be reflected in their results, but to a lesser extent, if they 
got it wrong or got it right. Get it right and the rewards can be handsome. 
Get it wrong and the results can be terrible. The results can be compounded 
in either direction because every market timer always needs to make two 
decisions: deciding when to be out of the equity market with some amount 
of their investment and deciding when to get back in.

The odds are stacked against market timers. Ten (20) days in each 
market represents about 0.1 percent (0.2 percent) of the total trading 
days. Being successful at timing 99.8 percent of the days can be completely 
undone by getting the 0.1 percent of the best and worst days wrong.

Sharpe (1975) estimates that a market timer who switches between cash 
and equities needs to be at least 70 percent correct every year to succeed at 
market timing. Admittedly, the strategy Sharpe explores has very few bets.

gtaa

As noted earlier, TAA involves only a few positions, or bets. Gaining added 
value depends on the manager’s skill and how often that skill is put to use. 
With TAA strategies, skill is generally put to use infrequently. Global TAA, 
however, tries to put skill to use over many more decisions and more often 
over time.

With GTAA, emphasis shifts away from basic decisions on the over-
all allocation between stocks and bonds toward a much larger number 
of currency and country‐relative stock/bond decisions. These create more 
attractive opportunities for investors to obtain additional excess return 
sources for their portfolios.

The increased opportunities of GTAA result in a much larger number 
of bets and so a higher return‐to‐risk potential for a given level of manager 
skill.
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Chapter 10
active versus  

passive Management

When structuring an asset class portfolio, the first issue is whether to 
invest actively or passively. Here we provide a decision framework that 

discusses active versus passive management as a range of choices available 
to an investor.

DeCision FraMeWork

Table 10.1 provides a number of decisions available to an investor—from 
passive (index) management through to traditional active management 
where skilled investment managers are identified to manage securities within 
an asset class (Ezra and Warren 2010).

Investing in a market‐cap‐weighted index is the starting point for struc-
turing an asset class. Index products that replicate cap‐weighted indexes are 
usually available at low cost.

Market Capitalization starting point

William Sharpe, a Nobel Prize–winning financial economist, published an 
article titled “The Arithmetic of Active Management” (Sharpe 1991). It  
made a simple point, without any theory or belief in so‐called efficient  
capital markets, that active management is always a zero‐sum game. A 
zero‐sum game means the winners win by the amount that the losers lose, 
before fees. After investment manager fees, brokerage, and other costs are 
taken into account, active management is a negative‐sum game.

For example, consider a portfolio of U.S. common stocks with each 
stock weighted according to its market capitalization. We call this a cap‐
weighted market portfolio. A passive investor is anyone whose portfolio 
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of U.S. equities is the cap‐weighted market portfolio. An active investor is 
anyone whose portfolio of U.S. equities is not the cap‐weighted portfolio. 
If we add the portfolio positions of all passive and active managers in the 
market, it must be true that this aggregate portfolio is the market portfolio. 
All passive investors hold the same positions as the market portfolio, so the 
aggregate positions of all active investors must be the same as the market 
portfolio.

The implications of this simple point are important.

■■ Passive investors earn the return on the market portfolio, since this is 
the portfolio they hold, minus their fees and costs. Active investors, in 
aggregate, also hold the market portfolio. So they also earn the market 
return minus their fees and costs. If the fees and costs of active investors 
are higher than those of passive investors, active investors must in ag-
gregate lose to passive investors. This is the unavoidable arithmetic of 
active management.

■■ Appropriate performance measurement of active management is 
essential. The best way to measure a manager’s performance is to com-
pare the return to that of a comparable passive alternative. That is a 
benchmark that is a feasible alternative identified in advance of the pe-
riod over which performance is measured. Peer group comparisons are 
not capitalization weighted and do not represent the full set of active 
investors.

table 10.1 Decision Framework

Decision Action

1. Start with a passive, cap‐weighted index. If reasons for deviating from a cap‐
weighted index not suitable, invest 
in this index.

Reasons to deviate:

2.  Availability. Easily replicable index not 
available.

3.  Suitability. Cap‐weighted index not 
consistent with investor objectives.

4.  Active management believed to 
outperform. Types of active management:

 a. Cap weights are inefficient.
 b. Market favors active management.
 c. Skilled managers can be identified.

Alternative to market cap 
weighting.

Source: Adapted from Ezra and Warren (2010).
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■■ The only way to beat the market, apart from luck, is to have special 
skill. An investor must be much better than all other investors, espe-
cially when fees and costs are considered. To win, an investor must, by 
necessity, take money out of other investors’ pockets. This means good 
or smarter managers will take away from bad managers. Therefore, not 
everyone can expect to beat the market.

There are, however, three main reasons for considering alternatives to 
cap‐weighted indexes for asset class structuring: availability, suitability, and 
the ability of active management to outperform.

availability

One reason for not investing in a market‐capitalization‐weighted index for 
an asset class is where no such index exists. Generally this applies to unlisted 
asset classes, such as private equity, but some listed asset classes, such as 
commodities, fit into this category.

For unlisted asset classes, it is common to use peer universes. These 
are based on surveys of funds in the market and organized by vintage year 
(year of inception). As these are samples of funds, they do not represent the 
entire market. Further, the performance metrics rely on appraised value esti-
mates, which are not true market values. It is therefore not possible to create 
market‐capitalization indexes for many unlisted asset classes.

Commodities do not have market capitalizations like equities. However, 
alternatives exist, such as production‐weighted indexes like the S&P 
Goldman Sachs Commodity Index.

Furthermore, in some asset classes, market‐capitalization indexes are 
available, but replication of the universe of securities in the index is dif-
ficult. This includes subasset classes, such as emerging market equities 
and small‐cap equities. For example, many of the small‐cap equities in the 
U.S.‐based Wilshire 5000 are illiquid. No full‐replication index fund exists 
for the index. A less comprehensive index that is more accessible is needed 
to enable a manager to buy and sell stocks in the index in adequate volume.

suitability

Market‐capitalization indexes may be inconsistent with an investor’s objec-
tives. Three examples, based on Ezra and Warren (2010), are provided next.

 1. Tax reasons. The tax positions of investors can mean market‐capitalization 
indexes are less than ideal to meet their objectives. For example, 
investors may be tax advantaged in their home jurisdiction, making a  
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global market‐capitalization index potentially inefficient in after‐tax 
risk and return terms. One example is the Australian imputation tax 
system. Under an imputation tax system, the double taxation of cor-
porate earnings, at the corporate level and then at the personal level, 
is reduced. This tax benefit makes Australian stocks more attractive 
than international stocks to Australian investors. A higher weighting to 
the Australian equities market than implied by a market‐capitalization 
weight in the global index is justified.

 2. Socially responsible investing. Investors may have objectives that include 
socially responsible investing. The criteria will be specific to the individual 
investor and will usually result in specific weights to stocks, sectors, or 
countries that differ from a market‐capitalization‐weighted index.

 3. Customized fixed income mandates. Some investors have specific 
liabilities, such as the defined liabilities of a pension plan. If the cash 
flows of those liabilities are explicitly matched, then a broad market‐
capitalization fixed income index may differ in terms of duration, cash 
flow patterns, and credit risk. Matching the liabilities is better achieved 
through bespoke fixed income portfolios.

The suitable alternatives in each case will depend in the investor’s 
specific circumstances and objectives.

active Management expected to outperform

We deal with three possible reasons to expect active management to outper-
form a passive, market‐capitalization‐weighted index.

Cap-Weighted index Considered inefficient An investor’s beliefs about the suit-
ability of a market‐capitalization index and its inefficiency may provide a 
reason to construct an alternative approach.

Equities In recent years, alternative approaches to cap‐weighting within 
equities have been proposed. The approaches claim to offer better risk/return 
characteristics than a cap‐weighted index. Many of the approaches are referred 
to as non–market‐capitalization indexes. Some approaches are discussed next.

Low Volatility and Minimum Variance Investors have recently become 
interested in low‐volatility and minimum‐variance strategies because his-
torically they have displayed these characteristics:

■■ Lower volatility. Volatility as measured by the standard deviation of 
returns is generally around 30 percent lower than the comparable 
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market‐capitalization broad market index for a range of risk models 
and optimization techniques. For example, the MSCI Minimum Vari-
ance Index has produced 30 percent lower volatility than the MSCI 
World Index from 1995 to 2007 (Nielsen and Aylursubramaniar 2008). 
For U.S. equities, volatility has been 25 percent to 30 percent lower 
than the broad market index, depending on the minimum variance tech-
niques employed (Clarke, de Silva, and Thorley 2006b; Thomas and 
Shapiro 2009).

■■ Similar returns. Average returns have been similar to, and sometimes 
even higher than, the broad market index for both U.S. and global 
equities.

■■ Lower beta. The beta relative to the broad market index tends to be 
around 0.7. The minimum variance strategies tend to outperform in 
falling markets and underperform in rising markets.

The performance of these portfolios is related to three characteristics of 
the stocks in the portfolio:

 1. They tend to have low market betas.
 2. They tend to have low total volatilities or low idiosyncratic volatilities 

(adjusting for the beta component of returns).
 3. They tend to be value stocks (with low price‐to‐book [P/B] ratios).

All of these characteristics have contributed to the historical average 
return of the portfolio:

■■ Low‐beta stocks have delivered superior average risk‐adjusted returns 
and only slightly lower average raw returns than high‐beta stocks.

■■ Low total and idiosyncratic volatility stocks have delivered slightly 
higher average risk‐adjusted and raw returns than the market. They 
have delivered much higher average risk‐adjusted and raw returns than 
high total and idiosyncratic volatility stocks (Ang, Hodrick, Xing, and 
Zhang 2006, 2009).

■■ Value stocks have delivered higher average returns than growth stocks.

Fundamental Indexing Fundamental indexing weights stocks by one of 
many economic fundamental factors, especially accounting figures, such as 
sales, earnings, book value, cash flow, and dividends. A key belief behind the 
fundamental index methodology is that underlying corporate accounting 
or valuation figures are more accurate estimators of a company’s intrinsic 
value than is the listed market value of the company. That is, one should buy 
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and sell companies in line with their accounting figures rather than accord-
ing to their current market prices.

The proponents of fundamental indexing claim that traditional method 
of capitalization‐weighted indexes over weights overvalued stocks and under  
weights undervalued stocks. That is, they claim that market‐capitalization- 
weighted indexes contain a systematic inefficiency. Weighting by funda-
mental factors is claimed to avoid the pitfalls of equal weighting while still  
removing the claimed systematic inefficiency of capitalization weighting.

Fixed Income Some fixed income indexes suffer a variety of problems that 
can make them inefficient. Two main problems worth noting are the “bums” 
problem and the incomplete representation of the universe of issues.

The “bums” problem is where the issuers who go deepest into debt (the 
biggest bums) have the largest weights in a cap‐weighted index. Such an 
index is unlikely to be efficient in risk–return terms. Such issues would seem 
to be the most likely to be downgraded or to default. The bums problem 
applies to countries in an international sovereign bond index and to corpo-
rations in a U.S. bond index.

Some standard fixed income indexes are incomplete representations of 
the available universe. Not only do such indexes not represent the asset 
class, but there is scope to build a more efficient index by incorporating the 
excluded securities.

Market Favors active Management There may be something about the mar-
ket or investment environment that favors active management in general. 
That is, under what market conditions could the average manager beat the 
market consistently? Some market features, discussed by Ezra and Warren 
(2010), are provided next.

Investor Differences Investor differences might result in a group of inves-
tors who are willing to accept below‐index returns. Some specific examples 
follow.

■■ Different investment horizons. Differences in investment horizon may 
lead investors to have different views of risk and return, leading to op-
portunities for some investors. For example, long‐term investors may 
have the ability to harvest an illiquidity risk premium from private 
market asset classes, such as private equity; such investors can wait a 
sufficiently long time to realize such a premium.

■■ Liquidity provision. Some capital providers with less immediate uses 
for their capital may supply liquidity to those requiring immediacy. This 
liquidity provision would be done in exchange for adequate compensation.
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■■ Taking risks others are less able to accept. Some investors are better 
able to take on risks than other investors, due either to a higher toler-
ance for risk or to the ability to diversify these risks in their portfolio. 
Some examples of such risks from nontraditional asset classes are life 
settlements, catastrophe bonds, and selling long‐dated volatility.

Market Inefficiency Market inefficiency provides the opportunity for 
active managers to reliably outperform the index. However, market 
inefficiency is not sufficient to justify active management. Active managers 
must be better placed than other investors to exploit the inefficiency. Some 
market characteristics of an inefficient market are:

■■ Segmented markets. Segmented markets are ones where asset pricing is sub-
ject to local factors, such as domestic economic effects and politics. Active 
managers operating across many markets are capable of taking advantage 
of these relative pricing effects. Emerging markets are an example.

■■ Information advantage. Irrational or less informed investors in a market 
can provide the basis for market inefficiency, or greater opportunities 
for mispricing. This type of inefficiency occurs in smaller, less liquid 
markets, for example small‐capitalization equities.

skilled Managers identified It is unlikely that markets are perfectly efficient at 
pricing information. Some mispricing opportunities must exist to provide 
an incentive for investors to obtain and process information (Grossman and 
Stiglitz 1980). However, for an investor to beat the market, market inef-
ficiency is not enough. Skillful managers must also exist to exploit market 
inefficiencies. The investor must hold two beliefs in this regard. The first is 
that skillful managers exist. This is not unreasonable since people, and hence 
managers, are not created equal. The second is that the investor can identify 
the skilled managers in advance. This belief comes down to whether the 
investor has, or has access to, enough manager selection skill to add value.

Cost versus benefit of alternative

All costs need to be weighed up against the benefits before selecting the 
alternative to a market‐capitalization index. Costs are usually higher with 
active management due to manager fees, trading costs, manager monitoring 
costs and research costs.

Since many of the reasons for deviating from market‐cap indexes rely 
on some form of market inefficiency, we explore this important but often 
less well understood aspect of capital markets. We break this discussion into 
two parts: the evidence on market efficiency and the barriers that exist to 
widespread acceptance of the concept of market efficiency.
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eviDenCe on Market eFFiCienCy

Understanding the concept of market efficiency and evidence on the subject 
is important. If a person believes in market efficiency, he or she would en-
gage in passive strategies. If a person rejects the concept, he or she should 
fully understand what market efficiency is. We cover these issues:

■■ What is market efficiency?
■■ What is the evidence on market efficiency?

What is Market efficiency?

The concept of market efficiency is a hypothesis developed by Professor 
Eugene Fama at the University of Chicago. It is commonly referred to as the 
efficient markets hypothesis (EMH). The hypothesis contends that financial 
markets are extremely efficient in reflecting information about individual 
stocks and about the stock market as a whole. When information arrives, the 
news spreads very quickly and is incorporated into the prices of securities 
without delay. The conclusion from such a description of financial markets 
means that neither technical analysis, which is the study of past stock prices 
in an attempt to predict future prices, nor even fundamental analysis, which 
is the analysis of financial information such as balance sheets and corporate 
earnings to help investors identify undervalued stocks, would help an inves-
tor to achieve returns greater than those that could be obtained by holding 
a portfolio of randomly selected stocks, at least not with comparable risk.

The concept of the EMH is closely associated with the idea of a random 
walk. A random walk means that subsequent price changes are random 
departures from previous prices. The logic of the random walk is simple. If 
the flow of information is immediately impounded into stock prices and this 
flow of information is unimpeded, then tomorrow’s news will be unrelated 
to today’s price change. Because news is unpredictable—otherwise it would 
not be news—price changes that result from that news must by random and 
unpredictable. The conclusion from this view is that prices reflect all known 
news, and uninformed investors buying a diversified portfolio of stocks will 
obtain a rate of return similar to that of the experts.

Burton Malkiel, in his 1973 edition of A Random Walk Down Wall 
Street, described this by saying a blindfolded chimpanzee throwing darts 
at the Wall Street Journal could select a portfolio that would do as well 
as the professional investment managers. He subsequently explained 
(Malkiel 2003) that the advice was not to literally throw darts but rather 
to “throw a towel over the stock pages—that is, to buy a broad‐based 
index fund that bought and held all the stocks in the market and charged 
very low expenses.”
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The EMH is an appealing description of competitive market equilibria. 
In an efficient market, market prices fully reflect available information. 
Market participants adjust the available supply and aggregate demand in 
response to publicly available information so as to generate market-clearing 
prices. It seems plausible that in major stock markets, where millions of 
dollars are “voting,” a rational consensus is reached on the prospects of 
future cash flows for any company, given available information, and this is 
best reflected in share prices.

However, even though the EMH may be an elegant economic concept, 
it may not be true. Prices in securities markets may not fully reflect available 
information. The early literature on market efficiency was widely interpreted 
as supportive of the EMH. But by the late 1970s, anomalous evidence was 
growing. There is now a substantial body of empirical research that casts 
doubt on the degree of market efficiency. Many who believe in the concept 
of the EMH are questioning whether share markets are as efficient as once 
thought.

Markets are not simply either efficient or inefficient. Market efficiency 
can be viewed as a continuum running from the perfect market to the grossly 
inefficient market, where excess earning opportunities are abundant. We can 
therefore think of any market or securities in that market as being character-
ized by some degree of efficiency. So we may think of the New York Stock 
Exchange as more efficient than the Brazilian stock market. Likewise, we 
might regard most actively traded shares are more efficiently priced than 
thinly traded shares.

A significant risk in any decision on the active versus passive manage-
ment issue is that the degree of efficiency in markets tends to be significantly 
understated by market participants, whether investors, investment manag-
ers, or corporate executives. Some flatly reject the idea that securities are 
efficiently priced. In general, the investing community seems to accept mis-
pricing as the norm, both at the aggregate market level and at the individual 
company level.

What is the evidence on Market efficiency?

A brief summary of the evidence on market efficient follows (Malkiel 2003).

behavior of past stock prices
Short-Term Momentum

Early Work The original studies investigated the correlations of stock 
prices over successive days and weeks. The general conclusion was that the 
stock market had no memory. Past price movements were not useful in pre-
dicting future price changes.
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Recent Work More recent studies (Lo and MacKinlay 1999; Lo, 
Mamaysky, and Wang 2000) suggest that there are too many price changes 
in one direction to be consistent with a random walk. There is also some evi-
dence that technical analysis is slightly predictive, such as head-and-shoulders  
patterns.

Explanations Behavioral explanations have been offered for the existence 
of short-term momentum effects. One such explanation is the “bandwagon 
effect.” A bandwagon effect means the higher the price moves, the more 
investors “jump onto the bandwagon” by buying and thereby push the price 
further up, and vice versa. An example is the rise of the U.S. stock market 
in the late 1990s, or tech-bubble (Shiller 2000). Another explanation is that 
investors tend to underreact to new information. As investors understand 
the information more fully, prices adjust and exhibit momentum effects.

Interpreting the Research Should we conclude that markets are inefficient? 
Probably not, for three reasons.

 1. Researchers find evidence of statistical significance. This is not the same 
as economic significance. Once transaction costs are accounted for, the 
strategies are not profitable. Lesmond, Schill, and Zhou (2001) find that 
trading costs make “relative strength” strategies unprofitable. 

 2. While the behavioral explanations are conceivable, underreaction does not 
always occur in stock markets. Underreaction tends to occur as often as 
overreaction. (See Fama 1998 for a comprehensive survey of event studies.)

 3. Momentum effects tend to be inconsistent over time. In other words, 
they cannot be relied on to generate reliable excess returns. Malkiel 
(2003) notes that short-term momentum strategies generated positive 
returns during the late 1990s but large negative returns during the early 
2000s. Once predictable patterns in stock prices are published, they 
tend to disappear soon afterward. This may be due to a genuine profit-
able opportunity, which, once published, is acted on by investors to the 
point where the strategy is no longer profitable. One such example is the 
January effect, where stock prices tended to rise in January. The effect 
largely disappeared after its discovery. It may also be due to data min-
ing by financial researchers. Positive results may have been found at a 
particular time period using a particular statistical technique.

Long‐Run Return Reversals

Research Findings Evidence of return reversals appears over longer time 
periods—typically around three to five years. That is, stocks that have 
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performed poorly over the past three to five years tend to do well over the 
next three to five years. The reverse also holds (DeBondt and Thaler 1985; 
Fama and French 1988; Poterba and Summers 1988).

Interpreting the Research Some explain the return reversals as being due 
to overreaction. Investors engage in waves of optimism and pessimism, 
driving stock prices away from fundamental values, which eventually re-
vert. While there is strong support for the return reversal effect, it is not 
uniform across studies and across time. The return reversal effect may 
not be evidence of inefficient markets since interest rates tend to mean 
revert. Stock prices must go up when interest rates decline to be competi-
tive with bond returns. Because interest rates mean revert, so too should 
stock returns.

seasonal patterns

Research Findings Various calendar‐based return patterns have been doc-
umented. The month of January has tended to produce higher returns than 
other months, and small‐capitalization stocks tend to have higher returns 
than large‐capitalization stocks in January (Keim 1983). Day‐of‐the‐week 
effects have also been observed. Monday tends to produce higher returns 
than other days (French 1980). There are also return differences around the 
turn of the month and holidays (Ariel 1990; Lakonishok and Smidt 1988).

Interpreting the Research The return patterns are not dependable from 
period to period. Further, the returns tend to not be profitable due to trans-
action costs involved.

predictability based on Financial Metrics

Predicting Returns from Starting Price-Earnings and Dividend Yields

Research Findings Starting price‐to‐earnings (P/E) ratios appear to predict 
future returns. Figure 10.1 shows the results of measuring the S&P 500 in-
dex P/E ratio each month and the subsequent 10‐year return from 1926 until 
2012. Ten portfolios were then formed based on the starting P/E ratio; they 
are shown on the horizontal axis. The figure shows that higher returns were 
obtained when starting P/Es were low, and vice versa. Starting dividend yield 
ratios for the whole market show similar predictability as P/E ratios. Higher 
returns are achieved when starting dividend yield ratios are high.

Interpreting the Research Dividend yields and interest rates are correlated. 
Dividend yields tend to be high when interest rates are high. Consequently, 
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the ability of starting dividend yields to predict future returns may simply be 
the adjustment of the general stock market to economic conditions. Regarding  
P/E ratios and subsequent returns, Malkiel (2003) notes that the relation 
is not tight. For example, whereas the P/E ratio of the S&P 500 rose above 
20 on June 30, 1987, and the dividend yield fell below 3 percent, predicting low 
future returns, the average annual return of the S&P 500 during the following 
10 years was an extraordinary 16.7 percent. Subsequent research by Fisher and 
Statman (2006) shows that no trading rules based on initial P/E ratios outper-
formed a simple buy‐and‐hold strategy over the period 1871 to 2002.

Predicting Returns Based on Other Financial Metrics

Research Findings Other financial metrics, such as interest rates, the term 
structure of interest rates, and spreads between high‐grade corporate bonds 
and short‐term interest rates, contain useful information for predicting fu-
ture stock returns (see Fama and Schwert 1977 on interest rates; Campbell 
1987 on term structure of interest rates; and Keim and Stambaugh 1986 on 
corporate spreads).
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Interpreting the Research The observed predictability may simply reflect 
the rational time-varying risk premiums for stock investors rather than mar-
ket inefficiency per se. It is also unclear whether the predictability would 
result in profitable investment strategies for investors.

Cross-sectional predictability Many patterns have been observed based on 
various company characteristics. Some of these are summarized next.

Size Effect

Research Small‐company stocks generate larger returns than large‐
company stocks. On average, small stocks since 1926 in the United States 
have generated 1 percent per annum higher returns (Keim 1983). Figure 10.2 
also shows the size effect from 1963 to 1990, where all stocks are divided into 
10 portfolios based on market capitalization. Small stocks produced higher 
average monthly returns than large stocks (Fama and French 1992).

Interpreting the Research The essential question is whether small‐company 
stocks allow investors to generate a return above a suitable risk‐adjusted return. 
The problem is obvious. If the measure of expected returns for the higher risk 
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of small‐company stocks is incorrect, then small‐company stocks may display 
higher returns than those expected. The conclusion may be that the market 
inefficiently prices small‐company stocks. That conclusion may be wrong, as 
the assumed expected returns for small‐company stocks may be incorrect. This 
problem is pervasive in most empirical research on market efficiency issues. A 
market inefficiency may simply be the result of an incorrect model of expected 
returns. Some researchers believe that the observed higher return from small‐
company stocks reflects higher risk rather than being indicative of market inef-
ficiency. Finally, there are other explanations for the size effect. The computer 
databases used contain only small companies that survived. If small companies 
that failed were included, the results may not be positive. Also, since the publi-
cation of the size effect, small‐company stock returns have not outpaced large 
stocks. The effect may have been eliminated due to competition or to increased 
institutional ownership of the market, driving portfolio managers to prefer 
large‐company stocks.

Value Effect

Research Many studies show value stocks produce higher returns that 
growth stocks. Common measures of growth and value are P/E ratios and 
P/B ratios. Stocks with low P/E ratios (or P/B ratios) are referred to as value 
stocks. Stocks with high P/E ratios are referred to as growth stocks.

Interpreting the Research One explanation provided for the value ef-
fect is that investors are overconfident in projecting high earnings growth 
and so overprice growth stocks (Kahneman and Riepe 1998). The same 
cautionary statement noted earlier for small‐company stocks applies here. 
The correctness of the model used to provide expected returns to value and 
growth stocks must be assessed before concluding that markets are ineffi-
cient. P/E ratios and P/B ratios may simply provide better measures of risk 
than current financial theory predicts. One explanation for the value effect 
consistent with this view is that companies in financial distress sell for less 
than book value of equity, and this financial distress factor is not properly 
captured in current financial theory. Finally, the results of the value effect 
may simply be time dependent. Eminent financial researchers have argued 
that the frailty of historical averages means that the observed effects should 
be treated with suspicion (Sharpe 2005).

summary

Many stock return predictabilities have been researched and published. 
Malkiel (2003) suggests investors treat the evidence with caution. The pat-
terns are not robust in different time periods, and some patterns may simply 
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reflect a rational pricing of company risk. Malkiel provides a simple argu-
ment for why, even if the patterns did persist, they would self‐destruct. For 
example, assume the January effect did persist and proved to be a dependa-
ble investment strategy for the first five days of January. Investors would buy 
stocks on December 31 and sell on January 5. The effect of such investor 
behavior would be that stocks rise on the last day of December. The strategy 
would not be as profitable. Investors would need to buy on December 29 
instead and sell on January 4. This process continues until the January effect 
eventually disappears.

The observed predictability may simply be quirks in the data, the result 
of researchers sifting through the same data for decades looking for positive 
results to publish.

Finally, the predictability may be unexploitable. Malkiel (2003) 
provides a quote from a discussion between two well‐known financial econ-
omists, Robert Shiller and Richard Roll, in which Roll says:

I have personally tried to invest money, my client’s money and my 
own, in every single anomaly and predictive device that academics 
have dreamed up. . . . I have attempted to exploit the so‐called 
year‐end anomalies and a whole variety of strategies supposedly 
documented by academic research. And I have yet to make a nickel 
on any of these supposed market inefficiencies . . . a true market in-
efficiency ought to be an exploitable opportunity. If there’s nothing 
investors can exploit in a systematic way, time in and time out, then 
it’s very hard to say that information is not being properly incorpo-
rated into stock prices. (p. 72)

What barriers exist to aCCeptanCe oF the ConCept 
oF Market eFFiCienCy?

Despite the research on the efficiency of markets to date, many investors 
and market participants do not accept the idea that markets are reasonably 
efficient. Strong market and behavioral impediments stand in the way of 
broad acceptance of the market efficiency concept (Bowman and Buchanan 
1995). These impediments can be grouped into market impediments and 
behavioral impediments.

Market impediments

Many market factors act against the acceptance of the concept of market 
efficiency.
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no strong punishment Mechanism There is no strong mechanism to punish 
poorly conceived investment strategies. In an efficient market, the risk‐
adjusted expected return using publicly available information is the same 
regardless of investment strategy used. This is unlike most other investing 
activities, such as the investment in operating assets undertaken by com-
panies. Inefficiencies in these activities are expected and well understood, 
and punishment mechanisms exist. For example, if McDonald’s selected 
operating locations randomly, we would expect its profitability to decline. 
An efficient market also provides a long‐term positive return to investors. 
Well‐diversified portfolios are expected to produce positive returns even if 
the stock selection procedures are random. Irrational investment strategies 
that do no harm can persist indefinitely.

We expect to observe Winners and losers Investment returns are uncertain. 
Therefore, we expect to see the realized returns of some investors above 
the average realized return and some below the average realized return of 
all investors. So observing substantial winners is consistent with market 
efficiency. We should expect to see extreme winners.

Difficult to Distinguish skill from luck When we see the returns from an invest-
ment decision, how do we know whether it is the result of skill or luck? 
The tendency is to draw a causal link between the investment return and 
an investment decision‐making process rather than luck. The main prob-
lem here is that markets are essentially probabilistic in nature and, when 
combined with a poor understanding of probabilistic events, can result in 
incorrect inferences being drawn. Compounding the problem is that we 
often have very few observations of an investment activity. Professional 
investors may make hundreds of investments each year, but the investment 
background is continually changing and stock selection models are sub-
ject to review. There are really too few genuine observations to evaluate 
skill. There is a tendency to blame the market rather than the investment 
strategy.

vested interests The economics of an entire industry depend on an ineffi-
cient view of the market. Technical analysts would not be expected to sup-
port evidence that stock prices act like random walks. Stockbrokers would 
not advise their clients to buy and hold, thereby minimizing transaction 
costs. Investment advisors and investment letters are not expected to edu-
cate investors on the latest research proclaiming efficient markets. Bernstein 
(1992) has commented that “some of the wealthiest people on Wall Street 
are professionals whose bank accounts have been inflated by a constant flow 
of investment advisory fees” (p. 17).
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The market structure when combined with behavioral factors forms 
a strong bond to prevent widespread acceptance of the concept of market 
efficiency.

behavioral impediments

The stock market is often described in emotive terms suggesting irrationality. 
It is described as having animal spirits or a knee‐jerk reaction. Many human 
traits are better frames of reference and explanations for how we are likely 
to behave. These are discussed next.

aversion to loss realization We have a strong tendency to distinguish between 
paper losses and realized losses. When a stock position is open, the timing 
of a sale is within our control. A realized loss is considered final, but we 
often cannot convince ourselves that unrealized losses are unknown. The 
consequence is to hold losing stock positions too long, hoping that in time 
losses will be recovered. We may hold a stock at $5 per share for three years 
and sell at $5 per share. We may say we broke even and conveniently ignore 
transaction costs, risk undertaken, and the time value of money.

illusion of knowledge We are poor at making statistical inferences and intui-
tive probabilistic assessments. We also tend to overestimate how much we 
know about or understand something. Our beliefs about how the market 
functions are often based on few observations, as noted earlier. Similarly, we 
often have few observations over which to assess the quality of investment 
information. Investors who observe five consecutive successful investment 
recommendations tend to attribute too much to the event. We tend to as-
sume skill of the investment advisor when in fact little weight should be 
placed on the occurrence. A related behavior is our tendency to overvalue 
anecdotal information.

illusion of Control We exhibit an illusion of control even in chance‐based 
events like coin flipping. When observing a sequence of events, we tend to 
attribute this to skill or some control being exerted over the outcomes. If 
we exhibit this behavior with events that we know are chance based, it is 
no wonder that this behavior is exacerbated when it comes to the complex 
functioning of the stock market.

attributing successes and Failures We also tend to attribute successes to skill 
and failures to bad luck. In the context of the stock market, this means we 
tend to attribute superior investment outcomes to skill and poor outcomes 
to bad luck.
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Thus, in view of these behavioral traits, the biggest risk we face is our-
selves. Bowman and Buchanan (1995) describe the combined effect of these 
behavioral factors:

The investor enters this environment with a number of perceptual 
flaws. The stories of past successes (over few trials) of others are 
assumed to be replicable rather than fortuitous. We then apply our 
own particular brand of genius to selecting an investment. If the 
investment is profitable we ascribe that to our investing acumen. If 
the investment fares poorly we have a dual strategy. We hold onto 
the shares, if possible, in hope of a recovery, but if we do realize the 
loss, we attribute it to bad luck. (p. 163)

Behavioral research (Luthans and Kreitner 1985) has shown that 
behavior is best affected through intermittent, unexpected positive 
reinforcement. Stock markets provide such intermittent reinforcement and 
therefore encourage engagement in market‐beating schemes.
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Chapter 11
passive Management

I f an investor has decided to manage asset class exposures passively, a 
choice needs to be made to implement these exposures either physically 

or synthetically. Physical investment is where an index manager is hired 
to manage the asset class (or subasset class) exposures. Synthetic exposure 
is where a derivative is used to replicate the return pattern of the required 
index, to provide economic exposure to the desired asset class.

In this chapter, we discuss the variety of different instruments to obtain 
and manage index exposures, and the effectiveness of and risks inherent in 
each instrument. Particular focus is placed on synthetic implementation and 
liquidity risks. An example of how derivatives can be employed to manage 
market and active management risks, often referred to as alpha‐beta separa-
tion, is explored.

physICal alternatIves

The main options for physical implementation of an asset class via index 
exposures are either index funds or exchange‐traded funds (ETFs).

■■ Index funds provide index exposure through the purchase of all 
securities that underlie the index, where possible, or through a subset 
of those securities that closely track the index. Either approach usually 
results in a low tracking error to the index exposure sought. It is typi-
cal for index funds to provide daily net asset values and daily liquidity.

■■ Exchange‐traded funds, like index funds, provide fully funded physical 
implementation. While the investment exposure provided by ETFs is 
very similar to that of index funds, ETFs trade like individual stocks.
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synthetIC IMpleMentatIon

The main options for synthetic implementation of asset class via index 
exposures are futures and total return swaps.

■■ Futures are exchange‐traded derivative contracts to buy or sell the under-
lying index (or security) at a predetermined future date and price. Futures 
allow an investor to achieve an index exposure without full cash settle-
ment at the inception of the contract. A futures exchange acts as an inter-
mediary and minimizes the risk of default by either party. The futures ex-
change requires collateral, an initial amount of cash, to be put up by both 
parties. Futures prices often vary daily, resulting in a difference between 
the daily futures price and the previously agreed futures price, which is 
settled daily (called variation margin). The futures exchange will transfer 
the appropriate amounts from each counterparty’s margin accounts that 
recognize the daily profit and loss. If margin accounts fall below a certain 
amount, a margin call is made to the relevant party to top up the account.

■■ Total return swaps are over‐the‐counter (OTC) derivative contracts. 
Similar to futures, total return swaps allow the investor to establish a 
notional index exposure without full cash settlement at the inception of 
the swap. As the names implies, cash flows are swapped between coun-
terparties to the contract. For example, a long equity index position in-
volves receiving the index total return on the notional value over an 
agreed term in exchange for paying a LIBOR (London Interbank Of-
fered Rate) cash return over the agreed period. Collateral requirements 
are based on counterparty credit factors, since each counterparty is ex-
posed to the risk of the other defaulting.

rIsk ConsIderatIons

Regardless of the implementation option chosen to obtain passive mar-
ket exposures, be they physical or synthetic, deviations of the portfolio 
positions from the index will occur. The deviations introduce a source of 
risk, referred to as “tracking error” risk. Tracking error risk can be impor-
tant for investors with short investment horizons since the performance 
dispersion between the actual portfolio and the index can be meaning-
ful. However, over longer investment horizons the tracking error effect on 
performance tends to be quite small.

The use of futures tends to produce the highest tracking error risk, 
but offers lower trading costs. This is particularly so when a liquid futures 
contract is not available for the index exposure required and a customized 
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basket of futures is needed to track the index. For example, tracking the 
MSCI (Morgan Stanley Capital International) World Index requires a 
basket of futures on the underlying countries.

If short positions are required, such a strategy can be easily implement-
ed by futures or swaps. ETFs can be used for obtaining short exposures, 
although index funds can only be used for obtaining long index exposure.

operatIonal ConsIderatIons

The operational burden differs by each way of obtaining passive exposure. 
For larger funds, futures can be attractive because of their low costs. How-
ever, futures require certain back-office capability. The back office must be 
able to cope with daily settlements payments (variation margin), due to fu-
tures price changes, between the custodian and broker. The custodian must 
also have the capability to value the investor’s portfolio properly when syn-
thetic instruments are used.

Smaller funds may find the additional operational burden outweighs the 
lower cost of trading. ETFs may be an operationally easier alternative to futures, 
where settlement procedures are the same as for an individual stock transaction.

The investor may choose to switch from passive to active manage-
ment, at some stage. Operational procedures for converting from synthetic 
to physical investment differ by instrument. Futures can convert in an 
“exchange-for-physicals” market that has a wider bid/offer spread than 
the futures market. The conversion occurs at an agreed price with delivery 
of the underlying securities to the investor’s nominated account stipulated. 
Swaps have no conversion to physicals. Swaps must be closed out and the 
physicals purchased at the same time.

Index funds can be redeemed “in kind.” This means the index manager 
delivers all securities in the fund to the investor instead of redeeming for 
cash. ETFs can be exchanged for physicals, where the ETF vehicle deliv-
ers the portfolio of securities in the ETF via a broker that charges a fixed 
redemption fee. A “creation” procedure converts a physical portfolio of se-
curities into an ETF holding.

ManagIng rIsk wIth derIvatIves—an exaMple of 
alpha–Beta separatIon

Most institutional and almost all retail investors tie the passive decision 
(beta) and active decision (alpha) together. That is, the decision to invest in 
an asset class, such as equities, is determined at the strategic asset allocation 
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level. The investors then go out and hire active equities managers to man-
age the allocation and in doing so link the active returns of equities to the 
passive allocation (i.e., the market or systematic risk exposure).

The investment management community has more recently, and par-
ticularly since 2005, promoted the view that the alpha and beta decisions 
need not be linked. Instead, investors could decide what asset classes they 
want as part of their strategic portfolio and then overlay on top of these as-
set classes the best alpha managers they can find.

Concept in detail

The concept is explained in Figures 11.1 and 11.2. Figure 11.1 shows the 
typical asset allocation for an investor using active management. The mar-
ket return from passive management, is marked by the dark grey boxes. The 
additional return due to active management, or alpha, of the asset class is 
marked by the light grey boxes. The proportion of the portfolio invested in 
each asset class is shown by the width of each box.

For example, 50 percent of the portfolio is allocated to large-cap equity. 
The asset class has an expected return of 8 percent per annum (p.a.) from 
passive management with an additional 1.2 percent p.a. expected from 
active management of the asset class. For hedge funds, the expected return 
is the cash return, of 4 percent p.a., plus an additional return of 3 percent 
p.a. expected from active management.

The portfolio in Figure 11.1 shows why portable alpha strategies are 
sometimes employed. The proportion of a portfolio that can be invested in 
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managers with alpha is limited to the asset classes in which those managers 
operate. In the example, the most attractive alpha source is hedge funds, to 
which only 10 percent of the portfolio is allocated. If more alpha is sought 
from hedge funds, then more must be allocated to hedge funds at the ex-
pense of either fixed income or equities. However, this would decrease the 
overall risk of the portfolio, resulting in a risk and return trade-off that may 
not suit the investor’s circumstances or risk tolerance.

Portable alpha strategies allow the alpha to be separated from the asset 
class in which that alpha is generated. An example is provided in Figure 11.2. 
This provides the investor with greater flexibility to determine the desired 
market exposures independently of the sources of alpha.

Implementation aspects

The implementation aspects of portable alpha are best described using an 
examples porting alpha from a small‐cap equity manager to large‐cap equity 
market exposure.

small-Cap Manager alpha The bar on the left in Figure 11.3 shows three 
components of the expected return of a small‐cap manager. The assumed 
expected return of 10 percent p.a. is comprised of an 8 percent expect-
ed return from a passive investment in a global small‐cap index (such as 
the MSCI Global Small Cap Index) plus a 2 percent alpha from a global 
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small‐cap equity manager. The expected return on the Global Small Cap 
Index is further composed of a global small‐cap equity risk premium of 4 
percent and a risk‐free rate of return of 4 percent.

To effect the transfer of 2 percent global small‐cap equity manager 
alpha from a global small‐cap equity market exposure to a global large‐cap 
equity market exposure, one would:

■■ Invest one dollar with a global small‐cap equity manager.
■■ Short one dollar position in a global small‐cap equity futures contract 
(or basket of futures, depending on the index used).

■■ Long one dollar position in a global large‐cap equity future (or basket 
of futures, depending on the index used).

The small‐cap risk premium is expressed as:

Expected return on global small-cap index – Cash return

This is the small‐cap premium an investor can gain by taking a long posi-
tion in a global small-cap index future, ignoring margin requirements and trans-
action costs. Therefore, if one dollar is placed with a global small‐cap manager 
and a short position is taken in a global small-cap index futures contract, the 
small‐cap premium is canceled from the total return. The result is the small‐cap 
manager alpha and the cash return, as shown in the middle bar in Figure 11.4.
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To complete the alpha porting to a large‐cap equity index, a long po-
sition in the large‐cap equity index future must be taken. Depending on 
the index used, it may be necessary to use a basket of futures to gain the 
appropriate exposure. There are implementation challenges and slippages to 
consider in practice. The last bar in Figure 11.4 shows the completed port-
able alpha strategy. The investor receives the small‐cap manager’s alpha plus 
the market return of the large‐cap equity index.
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Chapter 12
active Global equities Structure

this chapter assumes that an investor has decided to be actively invested 
in global equities. The four key risks and issues that need to be addressed 

are listed next.

	 1.	Active risk
■■ What level of active risk is desirable?
■■ How much value-add is consistent with the desired active risk?

	 2.	Style risks
■■ Should the portfolio have style biases—for example, a value bias or 
market capitalization bias?

	 3.	Management structure
■■ What manager structure should be employed; single manager or 
multiple-managers? With multiple-manager structures, how many 
managers are necessary and how should managers be combined?

■■ Is manager selection best outsourced or conducted internally?
	 4.	Market extensions

■■ Within the global equities allocation, should small capitalization 
companies and emerging markets be included?

Although we deal specifically with an active global equities allocation, 
many of the issues also apply to a domestic equities allocation.

aCtive riSk aND retUrN

Active managers are paid to take views. These views may be on individual 
companies, countries, interest rates, or currencies. The aim in taking such 
views it to produce returns that exceed those generated by the market. As a 
result of taking views, the manager will have portfolio positions that differ 
from benchmark, or index, holdings. These different positions will result in 
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the manager’s performance differing from the benchmark. If the manager’s 
views turn out to be correct, value will be added relative to the benchmark. 
On the other hand, if the views turn out to be wrong, value will be detracted 
relative to the benchmark. And the greater the deviations from the bench-
mark, the greater the potential to add value to the benchmark, but this also 
comes with greater the risk. Value added is sometimes referred to as “alpha” 
or “expected excess returns.” The risk taken in producing alpha, or excess 
returns, is commonly referred to as “tracking error” or “active risk.” We use 
the terms interchangeably.

Figure 12.1 illustrates the typical trade‐off between expected excess returns 
and active risk trade‐off (dark gray curve) for active equity managers. There are 
three points marked in the curve: index, enhanced index, and fully active.

The index point indicates pure index management with little tracking 
error and no alpha. In practice, index managers generate some tracking 
error. Index managers do not hold every stock in the index for transac-
tion cost reasons and in doing so introduce tracking error, usually less than  
0.5 percent.

The enhanced index point indicates active equity products that are low‐
risk and typically aim to deliver about 50 to 100 basis points (bps) of alpha 
with about 75 to 100 bps of tracking error.

The fully active point indicates a traditionally managed, single‐manager 
mandate. The typical alpha for a skillful manager is around 1.5 percent to 
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2.5 percent per annum (p.a.), with tracking error of around 4 percent to 6 
percent. Multiple‐manager products aim to reduce the tracking errors of 
individual managers while delivering similar postfees expected return as for 
a single-manager mandate. Multiple‐manager products introduce an addi-
tional layer of fees that may be reduced, or offset, due to large volumes of 
assets and fee discounts from individual managers.

The slope of the curve decreases more as the tracking error increases. 
This is mainly due to the long‐only constraints of traditional active manag-
ers. The long‐only constraint means that traditional managers tend not to 
sell stock short: selling stocks not currently owned, with the intention of 
subsequently repurchasing them at a lower price. This results in managers 
being unable to take full advantage of any skill or insights they may have on 
stocks they regard as overpriced. The best that can be achieved is to not hold 
the stock. The constraint occurs when a manager has a strong view on the 
relative unattractiveness of a stock, which has a small index weight. In con-
trast, the manager can express a strong view on underpriced stocks through 
a large over-weight position relative to index. The effect of this long‐only 
constraint is that as tracking error increases, alpha increases at a decreasing 
rate. The more active risk a manager wishes to take, the more impact the 
long‐only constraint has on the manager’s ability to outperform the index.

In contrast, long/short mandates relax the long‐only constraint. 
Assuming the manager’s skill is unchanged, the effect would be an increase 
in the slope of the curve.

Which type of mandates should an investor opt for? The decision to opt 
for an index, an enhanced index, or a fully active strategy is ultimately based 
on the investor’s return requirements and/or risk tolerance.

Management Fees

Management fees differ by the management approaches. At the low end 
of fees charged are the passive managers, whose fees can range from  
low-single-digit bp fees for large mandates to around 20 bps for smaller 
mandates. Low‐risk active manager rates are slightly higher than passive 
rates, typically ranging from 20 to 40 bps. Fully active managers are usually 
the most expensive, but will vary considerably by manager and mandate 
size, and typically range from 50 to 100 bps p.a.

Style riSkS

What is Style?

The idea of styles began in the 1970s as the investment management in-
dustry gathered more information on and conducted greater research into 
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investment manager performance data. It was noticed that groups of man-
agers shared similar approaches or philosophies on the key drivers of stock 
price movements. These managers also had similar performance patterns 
and portfolio characteristics, in terms of market capitalization, industry 
ownership, and price‐to‐fundamentals ratios, such as price‐to‐earnings (P/E) 
or price‐to‐book value (P/B) ratios.

It is useful to think about equity styles with reference to the components 
of equity returns. The equity return is simply described as:

Equity return = Dividend yield + Change in earnings +/– Change in P/E

■■ Value	 managers are primarily concerned with the price component. 
Price is included in the dividend yield and P/E. The value investor may 
deem the stock cheap if, relative to fundamentals, the P/E ratio is too 
low or the dividend yield is too high for whatever reason. The market 
may be overly pessimistic about the company’s future prospects, and 
value investors assume that the P/E ratio will revert to some normal 
or fair level when the market realizes that the prospects are not as bad 
as initially thought. If this occurs, the stock price will rise. The value 
investor anticipates that price change will be the main source of reward 
rather than the change in earnings. In other words, the value investor is 
focused on the stock’s cheapness relative to fundamentals rather than 
attempting to forecast of the improving fundamentals as the source of 
future returns.

■■ Growth	managers tend to put more emphasis on the middle component, 
the change in earnings. If the growth investor believes the stock will 
deliver a certain future growth rate that the market has not adjusted 
to, then as those earnings increase, the stock price will increase as well. 
Of course, if those earnings do not materialize, the anticipated stock 
returns will not follow.

■■ Market‐oriented	 managers have a more balanced view of the equity 
market but still tend to reflect some bias toward either the earnings or 
the price component of equity returns.

Style Classification

There are broadly four main style categories:

	 1.	Value
	 2.	Growth
	 3.	Market oriented
	 4.	Small capitalization
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Figure 12.2 depicts these styles in relation to different segments of the 
equity market.

Small‐capitalization managers, as the style implies, tend to focus their 
attention on smaller‐capitalization companies. Small companies tend to be 
less widely followed by institutional investors, and these managers find op-
portunities through superior research. Small‐cap managers also exhibit the 
same value, growth, and market‐oriented styles as the large‐capitalization 
managers.

Different manager styles produce different portfolio characteristics and 
differing performance patterns. Table 12.1 provides indicative characteristics 
for representative value, growth, market‐oriented, and small‐cap managers 
against the broad equity market.

■■ Market	 capitalization. The large‐cap managers have the majority of 
their funds invested in the top 1,000 stocks in the market, which ac-
count for over 90 percent of the equity market’s capitalization. The 
small‐cap manager, by contrast, has the bulk of funds invested below 
top 1,000 stocks in the market, which account for only 10 percent of 
the broad market.

■■ Valuation	characteristics. The different styles of each manager exhibit 
the valuation characteristics expected. The value manager has below‐
market P/E and P/B ratios and an above‐market yield. The growth 
manager’s characteristics display the opposite of the value manager’s 
ratios. The market‐oriented manager is close to market on valuation 
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table 12.1  Sample Characteristics of Equity Styles

Characteristic
Value	

Manager
Growth	
Manager

Market‐
Oriented	
Manager

Small‐Cap	
Manager

Broad	
Market	
Index

Market	Capitalization	(%)

Large (top 50 stocks) 17.4 30.6 26.8 2.3 33.0

Medium/large  
(51 to 200) 25.3 25.8 38.1 3.6 24.9

Medium (201 to 500) 21.5 35.8 20.2 5.0 19.7

Medium/small  
(501 to 1,000) 23.0 6.0 11.6 32.4 12.7

Small (1,000+) 12.8 1.8 3.4 56.6 9.8

Valuation	Characteristics

P/E 13.0 23.2 17.9 28.7 19.0

Price/Book 2.3 5.7 2.7 3.6 3.4

Dividend Yield 3.0 1.1 2.8 0.5 3.5

Growth	Characteristics

Long‐term growth 
forecast 10.5 21.0 13.8 20.0 12.0

Return on equity 12.9 25.7 17.9 12.9 16.9

Sectors	(%)

Information  
technology 5.7 22.2 11.3 17.3 11.2

Healthcare 9.3 8.7 6 11.5 8.2

Consumer discretionary 8.4 26.2 18.1 20.5 14.2

Consumer staples 3.7 0.2 7.8 2.6 7.7

Energy 5.1 2.5 8.1 1.2 6.5

Telecommunication 
services 11.1 9.3 9 8.3 10.6

Materials 19.8 6.6 7 5.2 8.2

Industrials 4.5 2 7.6 9.2 5.8

Financials 25.1 14.5 17.2 16.3 13.6

Utilities 7.3 7.8 7.9 7.9 14
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and growth characteristics. The small‐cap manager shows a growth 
bias, so the valuation ratios are above market.

■■ Growth	 characteristics. The growth characteristics show the growth 
manager style. Earnings growth forecasts and expected return on equity 
are above the broad market.

■■ Sectors. The value manager is over weight relative to the broad index 
in financial services (typically a lower‐multiple sector) and materials, 
which in this case includes many manufacturing companies. The growth 
manager is over weight in two growth sectors, technology and con-
sumer discretionary. The market‐oriented manager closely resembles 
the broad index.

Determining Style

Determining a manager’s investment style is necessary to establish a suitable 
custom benchmark portfolio for the manager. The benchmark portfolio 
ideally would capture all the manager’s systematic biases and thereby enable 
the return due to the manager’s skill to be isolated. Two broad approaches 
to establishing custom benchmarks are index‐based and asset‐based 
benchmarking. These are briefly described.

Index‐based benchmarking was developed by William Sharpe (1992) in 
his survey of mutual fund performance, shown in Table 12.2. The approach 
regresses the historic returns of a portfolio against a series of common 
indexes. In the table, the benchmarks are the Barra Large‐Value, Large‐
Growth, Medium‐Capitalization, and Small-Capitalization indexes. These 
indexes together represent the total market capitalization of the U.S. equity 
market and are mutually exclusive.

As an example, it is estimated that 97 percent of Fidelity’s Magellan 
Fund’s performance is attributable to the return on a passive portfolio of 
large‐cap growth, medium‐cap, and small‐cap indexes. The choice of in-
dexes is usually based on capitalization, growth, and value, as these are the 
main determinants of a manager’s style.

The asset‐based benchmarking approach attempts to get a more ac-
curate benchmark by specifying a benchmark portfolio rather than using a 
quantitative approach, such as the index‐based approach. Doing this often 
involves investigating the portfolio holdings of a manager over a sufficient 
period to identify the style biases. The benchmark portfolio represents a 
naive replication of the portfolio based on the manager’s stock selection 
criteria. This approach requires good manager research and interaction with 
the manager to ensure the benchmark portfolio is investable and is a good 
representation of his or her investment process.
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intended or Unintended Style risks

Style risks can play an important role in the performance of the equities 
portfolio for a fund. Many investors consider themselves to have long‐term 
investment horizons and high tolerance for risk. However, investors need to 
understand and appreciate the potentially long periods of underperform-
ance of a particular style relative to the broad market index.

Style cycles can last for many years and may in some cases exceed an in-
vestor’s definition of a long‐term investment horizon. Investors would need 
to analyze their existing equity investments to determine whether structural 
style biases exist. This is important to ensure there are no unintended style 
bets in the equity portfolio. For example, investment managers may have 
been hired without regard to style. Their investment processes may exhibit 
a particular style bias in aggregate.

If a style bias is intended, then the style risks and chances of short‐term 
underperformance will be understood. The managers would then need to be 
chosen based on their ability to outperform a simple style index. It should 
be noted that there is no one “best” style. All styles have their proponents, 
and it is difficult to definitively say that one style consistently performs bet-
ter than the others over time. Many studies support the concept of value 
and small‐cap investing. The study by Fama and French (1993) provides 

table 12.2 Sharpe’s Analysis of Mutual Funds

Approximate	Exposures	to	Styles

Average	
Performance	
Explained	by

Value Growth Medium Small Other Style Selection

161 Growth 
equity 12 41 15 20 12 90 10

118 Growth 
and income 28 29 14 10 19 91 9

4 Utility 
funds 44 Negligible Negligible Negligible 56 59 41

5 Convertible 
bonds 13 14 11 17 45 89 11

Vanguard’s 
trustees 
commingled 70 Negligible Negligible 30 0 92 8

Fidelity’s 
Magellan Negligible 45 30 18 7 97 3

Source: Summarized from William Sharpe (1992).
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some support for this approach, but it is not proof that value and/or small-
cap must be the best style. Malkiel (2003) presents average actual returns 
generated by mutual funds classified by whether they have growth or value 
investment objectives. He shows that over a period as far back as the 1930s, 
it does not appear that investors realized the higher rates of return of a value 
investment style shown by Fama and French. When formulating a style bias, 
it is worth considering these questions:

■■ What kinds of stocks result from the criteria used to define “value”? 
How comfortable is the investor with the resulting portfolio? If the style 
definition used results in concentrated sector exposures (e.g., a large tilt 
toward financials), would the investor tolerate potentially significant 
short‐term periods of underperformance from holding that portfolio?

■■ Does the performance derive from the style factor, or is there another 
effect driving the results?

■■ How many investors employ the approach today compared to when the 
study was performed? The approach may have become more popular 
and may have increased efficiency in that part of the market, making it 
more difficult to find mispriced assets.

■■ Why should history necessarily repeat itself?

If an investor has no view on which style is expected to outperform in the 
long term and is concerned with the impact such a style bias could have on 
short‐term performance, a style‐diversified portfolio of managers could be 
constructed with offsetting style biases. A style‐diversified approach is also 
best for investors who tend to have shorter time horizons for performance 
evaluation, have a low risk tolerance (relative to the broad equity index), 
and have multiple parties to whom performance needs to be explained. The 
aim of such a structure is to outperform the market index through stock 
selection rather than relying on a style bias to generate superior returns over 
time. An understanding of the individual manager’s style is essential when 
combining managers in a complementary way to ensure that the chosen 
managers do indeed have diversifying style performance patterns.

In the remainder of this chapter, we assume that a style‐neutral portfolio 
is preferred for the purposes of forming a manager structure. The principles 
discussed also apply to a style‐biased portfolio.

MaNaGeMeNt StrUCtUre

Single- versus Multiple-Manager portfolio

In Figure 12.1, a multiple‐manager portfolio was shown as having a slight 
reduction in alpha compared to a single‐manager portfolio, but with a 
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significant reduction in tracking error risk. To understand how this reduc-
tion in tracking error risk can occur, it is necessary to understand the sources 
of active risk. Tracking error is driven by two main sources: style bias and 
manager‐specific characteristics—performance driven by the manager’s par-
ticular investment process.

A multiple‐manager portfolio usually tries to maintain the alpha across 
managers while reducing tracking error risk. Why? Because tracking error 
risk can be diversified; alpha cannot. More managers will result in higher 
costs and manager fees (fewer assets shared among more managers). So long 
as the increased fees do not erode the alpha, multiple‐manager portfolios will 
result in superior alpha‐tracking error trade‐offs. The crucial assumption here 
is that alpha can be maintained as the number of managers increases. That 
is, many skillful managers can be identified. Manager selection is critical. We 
refer the reader to Chapter 14 for a discussion on manager selection issues.

Figure 12.3 illustrates the ideas by comparing a single- versus multiple-
manager approach in terms of sources of risk. The single-manager approach 
is shown on the left and multiple-manager approach on the right.
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The market, or benchmark, risk will have the greatest effect on either 
approach. It is a major contributor to the total riskiness of returns.

The risk of value-added is the tracking error. While expected value-
added (alpha) may be the same for the single- and multiple-manager 
approaches, the tracking errors differ. Tracking error can be split into that 
part due to manager style and to factors specific to the manager—driven 
by the manager’s particular investment process. The impact of style on a 
manager’s returns can be significant. This is illustrated in Figure 12.3 as a 
greater contribution to the total risk due to this effect in the single-manager 
structure. If it is the aim of a multiple-manager structure is to be “style-
neutral” then style risk can be diversified. This is shown on the right of 
Figure 12.3 by a smaller contribution to total risk due to style factors. The 
part of tracking error due to manager-specific factors can also be diversified. 
The extent of diversification will depend on the correlation between the 
individual managers in the multiple-manager structure. The impact of 
diversification across style and manager-specific factors is shown as a 
smaller contribution from these factors in the multiple-manager structure as 
compared to the single-manager structure.

Combining multiple-managers does not, in itself, result in a reduction to 
alpha. The inability to find skilful managers results in a reduction to alpha. 
A multiple-manager structure will, usually, come at a higher cost than a 
single-manager structure. This is due to the following factors:

■■ Manager fee schedules tend to be higher for smaller mandates. The 
greater the number of managers, the smaller the mandate, resulting in 
higher total fees.

■■ More managers, tends to result in a greater number of securities held and 
therefore more trading. Custody and brokerage costs will also increase.

■■ The greater the number of managers, the more likely manager replace-
ments will be, resulting in higher transition costs.

The difference between the single- and multiple-manager structures is 
a trade-off between greater diversification across style and manager-specific 
factors and cost. The nature of the trade-off is discussed in greater detail 
later in this chapter.

Global equity risks

If an investor chooses to employ a multiple‐manager global equity structure, 
a number of additional risks and issues will need to be addressed, including 
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sector and country risks, mandate breadth—global, regional, U.S./EAFE—
and number of managers employed.

Sector and Country risks About 25 years ago, most investors exhibited 
a strong home‐country bias when constructing their equity portfolios. 
Since then, there has been greater integration of both capital markets 
and the economies in which companies operate. Back then, local 
investors had greater influence on equity prices than today, managers 
were domestic‐centric, and companies had a greater focus on domestic 
markets and resources. Today, the home‐country bias has lessened, 
global investors have a greater impact on equity prices, managers have 
realigned their research and management focus from country to global 
sectors, and companies have tended to shift production offshore with 
greater global competition.

Some examples are:

■■ Starbucks operates in more than 35 countries.
■■ Asian automakers have increased their sales globally and account for 
one‐third of auto sales in the United States.

■■ Apple and Samsung are dominant in their industries globally.

Furthermore, the relaxation of trade and capital controls has resulted 
in some industries shifting into single global markets, and relaxation of 
foreign ownership constraints has led to greater cross‐border investing. 
Globalization of capital markets has resulted in alignment of accounting 
standards, corporate governance, and greater convergence of interest rates. 
The success of companies with either a domestic or a global focus is more 
influenced by global economic events.

The result of these developments is the increasing importance of sector 
influences as drivers of risk while the influence of countries has diminished 
(see, e.g., Baca, Garbe, and Weiss 2000; Cavaglia, Brightman, and Aked 
2000). In other words, many companies are increasingly influenced more 
by global trading conditions for the particular sector and less by domestic 
events. A mining stock in Australia is more likely to act like other mining 
stocks globally than other Australian stocks compared to 25 years ago. At 
the same time, there has been a reduction in the country bets of managers 
(in large part due to significant benchmark changes) and an increase in the 
number of global equity products being offered by managers (Lin, Hoffman, 
and Duncan 2009).

These developments suggest that global mandates are becoming more 
attractive than in the past and would have an impact on the suitability of a 
particular management structure.
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Manager Structure Three different approaches have developed for manag-
ing developed global equity portfolios (Ahmad 2006).

	 1.	A regional approach where specific mandates are created for Europe, 
U.S., Japan, and Pacific Basin equities. This structure is preferred by 
U.K. and European investors.

	 2.	A U.S. and non‐U.S. (Europe, Australasia, and Far East, or EAFE) portfolio. 
This structure developed as U.S. institutional investors looked for interna-
tional diversification. Australian investors have followed this approach.

	 3.	More recently, the development of an increasing number of mandates 
focused on global equity, driven by the factors discussed previously.

Figures 12.4, 12.5, and 12.6 illustrate the three approaches, and  
Table 12.3 discusses the pros and cons of each.

Regional	Equity	Structure

■■ Five regions are represented: U.S. equities, U.K. equities, continental 
Europe equities, Japan equities, and Asia‐Pacific equities. The regions 
can be split into large‐ and small‐cap segments of the market.

■■ Some pros of the structure include specialist managers for each region 
and control over the country‐level bets, which would be established as 
part of the asset class structure decision.

■■ Some cons of the structure include greater complexity with the large 
number of managers in terms of manager monitoring and maintaining a 
reserve bench of managers and higher costs (fees and transition man-
agement costs) in running the structure unless a significant amount of 
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assets is available. The regional structure also suffers from the inability 
of managers to take views on the relative valuations of similar stocks 
from one region to the next; the structure lacks interregional perspec-
tive. Finally, there is the possibility of a style (value or growth) bias 
depending on the style bias of each manager employed. A more com-
plex structure that explicitly controls for style bias, say by employing 
a growth, market‐oriented, and value manager in place of each man-
ager suggested, would result in a 24‐manager structure. Such a structure 
would be overly complex.
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table 12.3 Pros and Cons of Global Equity Manager Structures

Manager	Structure Pros Cons

Regional equity 
structure

Specialization of regional  
 managers 
Control over country bets

Greater complexity 
Higher costs
Lack of interregional  
 perspective
Requires sizable assets  
Possible value/growth  
 bias

U.S./EAFE equity 
structure

Deep pools of quality managers  
Maintains specialization in  
 the United States

Fixed exposure to the  
 United States
Lack of interregional  
 perspective
Possible value/growth  
 bias

Global equity 
structure

Good choice of managers
Importance of sectors
Extending the mandates allows  
 exposure to emerging markets
Provides exposure to small‐cap  
 equities
Flexible structure 
Manageable number of  
 managers

Possible value/growth  
 bias

U.S./EAFE	Equity	Structure

■■ This structure is typical for many U.S.‐based institutional funds. It com-
prises the U.S. and international equities (from a U.S.‐based investor’s 
point of view), alternatively referred to as EAFE.

■■ Some pros of the structure include specialist managers in the United 
States for large and small cap. There is also a deep pool of quality man-
agers since this structure is the more traditional structure employed by 
U.S.‐ and Canadian‐based funds. As a result, there is a great number of 
managers available to suit this structure.

■■ Some cons of the structure include a relatively fixed weight to the U.S. 
market based on the asset class structure decision while the manager 
retains discretion to alter the country weights across the EAFE universe. 
A manager with a broader mandate would be required for the EAFE re-
gion, resulting in less manager specialization than exists in the regional 
equity structure. Similar to the regional structure, this structure suffers 
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from the inability of managers to take views on the relative valuations of 
similar stocks from the United States to the EAFE region. Further, there 
is the possibility of a growth or value bias, depending on the managers 
employed. Such a bias is more easily managed because of the deeper 
supply of managers to manage a market‐oriented mandate.

Global	 Equity	 Structure	 This structure shows dedicated large‐cap and 
small‐cap global equity managers.

Some pros of this structure include:

■■ A deep supply of active global equity managers as managers are in-
creasingly organizing their stock research efforts along sector teams 
and away from country/regional teams. As a result, the global equity 
manager universe now includes more global equity mandates, giving 
investors more scope to construct a portfolio of global managers than 
was possible in the past.

■■ The growing importance of sectors in driving the risk of global portfo-
lios implies that managers whose research is aligned by global sectors 
may have a broader perspective in comparing relative valuations and 
earnings prospects of similar companies across countries than a man-
ager whose research focus remains aligned solely by country or region. 
A truly global equity mandate allows high‐global‐equity managers to 
add value through cross‐border stock selection.

■■ A global mandate allows exposure to and value added from emerging 
markets as well as the small‐capitalization segment of the global market.

■■ The number of managers is sufficiently small to make the structure man-
ageable and available to investors with fewer assets under management.

The con of the structure is the possibility for a style bias given the lim-
ited number of managers. This may be corrected with a style‐neutral global 
equity manager structure, say, with a value, market‐oriented, and growth 
manager in combination. This would increase the number of managers and 
reduce the structure’s attractiveness to investors with a small asset base.

Number of Managers

How many managers should be used? There needs to be an appropriate bal-
ance between the benefits of tracking error reduction in a multiple‐manager 
structure and the increased cost of more managers.

The decision on the number of managers can be arrived at where more 
managers are added until the marginal benefit (reduced tracking error) 
equals the marginal costs (increased fees and expenses).
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We discuss the marginal benefits and costs next.

benefits Adding more managers will reduce the tracking error compared 
to any single‐manager tracking error. The reduction in tracking error comes 
from diversification across style and manager‐specific characteristics. The 
effect is illustrated in Figure 12.7.

Costs The marginal cost of adding more managers is largely driven by the 
increased investment management fees. The impact of increased custody 
costs and monitoring costs tends to be small.

Determining the Number of Managers The “optimal” number of managers will 
be where the marginal benefit equals the marginal cost.

This cost‐benefit analysis is illustrated in Figure 12.8. The optimal 
number of managers is where the marginal cost and marginal benefit lines 
cross. The higher the costs, the higher the slope of the marginal cost line. 
However, increased costs do not need to be automatic. Outsourcing to 
multiple‐manager product providers can address the cost issues through 
pooling of assets to achieve scale in terms of assets under management and 
negotiating lower manager fees.

We provide some further detail on the inputs required in addressing the 
cost‐benefit trade‐off, which are:

■■ Expected excess returns for each manager
■■ Expected tracking error (risk relative to the index) of each manager
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■■ Correlations of manager returns
■■ The total amount allocated to all active managers
■■ The desired expected excess return target per unit of tracking error for 
the active management program

■■ Fee schedule and other costs

The inputs are forward looking, so a careful use of historical informa-
tion combined with informed judgment would be required.

expected returns and risks When estimating expected excess returns of 
risks of a manager, a good understanding of the manager’s investment 
process is required. When estimating expected manager returns, sole 
reliance on past performance is unwise, for it is not a good predictor of 
future performance, and reasonable estimates about future performance 
should be formed.

■■ Past	performance	is	not	a	good	predictor	of	future	performance. Much 
research has been conducted on the predictive power of past manager 
performance. The conclusion is that there is weak evidence that past 
performance predicts future performance. The first important research 
was conducted by the academic Michael Jensen in 1968. He examined 
mutual fund managers over a 20‐year period and found no evidence of 
consistency of manager excess returns (sometimes referred to alpha) 
over time.
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However, in 1993, Hendricks, Patel, and Zeckhauser found evidence 
of persistence in peer‐relative performance of mutual fund returns. That 
is, mutual fund managers in the top (or bottom) quartile, when ranked 
by past performance, tended to stay in the top (or bottom) quartile. 
Issues of survivorship bias and backfill bias tend to magnify any per-
sistence. In contrast to the modest degree of performance persistence 
of mutual funds, evidence of persistence among pension fund managers 
is almost nonexistent. A study by Dunn and Theisen (1983) found no 
evidence of persistence of quartile ranks among pension fund equity 
managers between 1973 and 1982.

Some biases, including survivorship and backfill, should be properly 
accounted for when interpreting manager histories.

■■ Survivorship	 bias is a very important phenomenon that needs to 
be properly accounted for when using return histories of active 
managers. This is especially true when looking at mutual fund 
managers provided to retail investors or institutional manager 
data, usually collected by investment consultants. Survivorship 
bias is where the return histories are included only for managers 
who survived the period in question. Say you are looking at the 
past 10 years’ performance of active managers; probably many 
managers went out of business during that period. Only the returns 
of successful managers are included in the histories. This problem 
tends to be more severe for mutual fund managers. Mutual fund 
companies sometimes play a kind of game with performance. If 
they have an underperforming fund, sometimes the fund comes 
to an eventual end as investors pull money from the fund due to 
poor performance and the fund is closed. However, sometimes the 
poor‐performing fund is merged with another (successful) fund. 
The record of the poor‐performing fund disappears, and only the 
successful fund’s record remains.

■■ Backfill	 bias occurs when a new manager is added to a manager 
database. When that manager is added to the database, a full per-
formance history for the manager’s investment fund is added. When 
looking back at, say, a 10‐year performance history, the manager’s 
results would not have been available to the investor. This inflates the 
observed performance and persistence observed. The combined effect 
of backfill bias and survivorship bias contributes also to the average 
return of managers above the benchmark. This can be around 2 per-
cent p.a. and in some years can exceed 4 percent. That is, the effect 
of removing poor manager records and adding successful manager 
records can increase the observed average returns by 2 percent and as 
much as 4 percent in some years (Swensen 2008).
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■■ Managers	change	their	process	over	time. If past performance were to 
be solely relied on for estimates of future performance, many years’ 
worth of performance would be required. This is because there may be 
random events that could affect a manager’s returns in the short term. 
A long return history is needed to distinguish the excess returns due to 
skill from the random events. As an example, let us say a manager is 
able to produce an average excess return of 1.5 percent above the in-
dex, with 4 percent relative risk (or tracking error). You would need 28 
years’ worth of returns to be 95 percent statistically confident about the 
manager’s skill level or, in other words, to be 95 percent confident that 
the manager’s returns exceed the index.

The main difficulty is not actually obtaining such long return 
histories, although, in practice, such long return histories are not easy to 
come by, and 5- to 10-year histories are usually available for managers. 
The main difficulty is that the investment process that generated the 
performance results tends to change over time. Many events could affect 
the investment process a manager employs to generate excess returns. 
Some of these are:

■■ A change in the firm’s ownership
■■ A change in the senior management of the firm
■■ Departures and additions of senior investment staff
■■ A change in the investment philosophy
■■ Changes to the investment guidelines or constraints
■■ A change of benchmark against which excess returns are measured

The use of short but more relevant return histories must therefore 
be accompanied by a good understanding of the manager’s investment 
process.

■■ Reasonable	 estimates	 of	 future	 performance. Producing reasonable 
estimates of future performance requires an understanding of the 
empirical results of successful managers and having a good theoretical 
framework. In terms of empirical results, Grinold and Kahn (1995, 
p. 91) estimate that top‐quartile managers have excess return-to-risk 
ratios of 0.5 before fees. This is sometimes referred to as the information 
ratio. This means that 50 bps of outperformance is expected for every 
100 bps of tracking error. An information ratio of 0.5 is good, 0.75 
is very good, and 1.0 is exceptional, according to Grinold and Kahn. 
They also say that about 10 percent of all information ratios are 
above 1.0. The exact distribution of information ratios is produced 
in Table 12.4.
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Jacobs and Levy (1996) also suggest that a good manager might have 
an information ratio of 0.5 while an exceptional manager might have an 
information ratio of 1.0. While empirical results are a useful starting point, 
a sound framework for understanding the key drivers of an active manager’s 
information ratio is necessary to avoid making unreasonable estimates of 
future performance. One such framework is the “fundamental law of active 
management” developed by Grinold (1989). The idea is simple and intui-
tively appealing. It states that:

Information ratio = Skill × Breadth × Constraints

where:

Skill =  correlation between each forecast and the realized 
outcomes (a high correlation means many correct 
forecasts are made)

Breadth	=  square root of the number of independent forecasts in 
each period

Constraints	=  amount of information the manager has that makes it 
into the actual portfolio positions

The essence of the idea of superior active management captured in the 
fundamental law can be expressed as “play often and play well.” Since the 
information ratio is the ratio of the expected excess return to active risk (or 
tracking error), we would represent the fundamental law diagrammatically 
as shown in Figure 12.9.

For some given level of skill and without any portfolio constraints, the 
trade‐off would be a straight line (i.e., as active risk is increased, so too is the 
expected excess return relative to the index). As the skill of the manager in-
creases, the slope of the line would increase, represented by the dashed line. 
As a manager’s skill increases, the expected excess returns increase for any 
given level of active risk or size of the active positions taken. If constraints 

table 12.4 Distribution of Active Managers’ Information Ratios

Percentile Information	Ratio

90 1.0

75 0.5

50 0.0

25 –0.5

10 –1.0
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exist, such as no short selling, industry or sector limitations, position limits 
on individual securities, and limitations on turnover, the expected excess re-
turn would decline for any given level of active risk. The constraints would 
impair the ability of a manager to translate his or her information, into the 
portfolio positions. This is represented by the black line.

Correlations of Manager returns Use of historical manager data to estimate 
correlations should be treated with caution. Historical correlations tend to 
be highly sensitive to the period chosen and vary widely over time. A good 
understanding of the investment manager’s investment process is needed to 
make informed judgments.

Costs Various costs need to be factored into the decision about the ap-
propriate number of managers. The most significant costs of active manage-
ment are outlined in Table 12.5 with indicative ranges for each.

■■ Investment	 management	 cost. This cost far outweighs any other in 
active management. Investment management fees are invariably larger 
the smaller the size of the mandate. For any given mandate size, fees 
do vary significantly from manager to manager. Managers tend to 
depart from their stated fee schedules if they want to do business with 
a particular investor.
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■■ Administration	costs. Administration costs cover valuation, accounting 
services, unit pricing, and net asset value calculations. Administration 
costs can vary widely between markets and portfolios within markets 
but typically lie between 2 and 4 bps.

■■ Custody	costs. Custodians charge for trade settlement, handling corpo-
rate actions, and safeguarding financial assets. Custody costs tend to be 
small and typically lie between 1 to 4 bps.

■■ Trustee	costs. Trustees are charged with looking after the interests of 
the unit holders in the case of a pooled or commingled fund or the ben-
eficiaries in the case of a pension fund. Trustee costs are usually in the 
1 to 2 bps range.

■■ Stock	lending	revenue. Stock lending involves the lending of securi-
ties by one party to another. The advantage to the lender is the fee, 
and the collateral if the borrower fails to repay. The advantage of 
securities lending to the borrower is the fact that any profit from 
shorting the securities accrues to the lender. Securities lending can be 
attractive in some markets and provide revenue to offset other costs. 
Stock lending tends to generate about 1 bp.

Self-Managed versus Outsourcing

The decision to self‐manage or outsource depends on a number of factors. 
Most important is whether investors have the economies of scale to manage 
the equity structure they desire. Multiple‐manager providers pool assets of 
investors to achieve these economies of scale:

■■ Power to negotiate lower manager fees. Managers and mandates that 
are usually available only to large investors become available to smaller 
investors.

table 12.5 Active Management Costs

Costs Indicative	Range	(bps)

Investment management cost (decreases as mandate 
increases)

30–95

Administration costs 2–4

Custody costs 1–4

Trustee costs 1–2

Stock lending revenue –1
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■■ Significant resources to manage the managers. The scale of pooled 
multiple‐manager funds allows considerable extra resources to be 
devoted to the researching and monitoring of investment managers.

Market exteNSiONS

The MSCI World Index covers about 75 percent of the total market capitali-
zation and comprises about 1,800 stocks. Another 15 percent of the global 
market capitalization would not be included in this benchmark. While the 
MSCI World Index is a good representation of the global equity opportunity 
set, it is not a complete representation. The global equity exposure could be 
improved by having exposure to the full opportunity set.

Small-Capitalization equities

An allocation to small‐capitalization equities may be considered for the 
following reasons:

■■ Broader	coverage. To broaden the market coverage, the portfolio will 
benefit from additional exposure to the small‐cap sector of global 
companies. Small‐capitalization stocks are generally considered to 
exhibit greater risk than larger‐capitalization equities. Small companies 
tend to be less mature and to have less certain earnings streams than  
larger companies. Nevertheless, adding small‐capitalization stocks to 
a portfolio that contains only large‐capitalization stocks will broaden 
market coverage.

■■ Higher	 returns. Small‐capitalization equities may offer a return 
premium over large‐capitalization equities. Many academic studies 
have identified a higher return to small‐capitalization equities compared 
to large‐capitalization equities. If we believe that markets are largely 
efficient, then the observed return premium, on a risk‐adjusted basis, 
would be arbitraged away. We could then reasonably expect a higher 
return on small‐capitalization stocks to be due to higher risk. In addition 
to higher business risk, some of the expected higher return could be due 
to liquidity risk.

■■ Alpha. The opportunities to add value over the benchmark are greater in 
the small‐capitalization arena. In general, small‐capitalization stocks are 
less well researched, providing greater opportunity for active managers. 
There is also evidence that it is possible to generate greater returns from 
active management in the small‐capitalization market.
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emerging Market equities

The rationale for adding emerging market equities to a portfolio that does 
not already have such an exposure is similar to that for adding small‐
capitalization equities. There are diversification benefits in addition to the 
possibility of higher expected absolute returns and the greater potential for 
active managers to generate excess returns.
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Chapter 13
active Global 

Fixed Income Structure

the same key issues that need to be addressed for global equities should be 
addressed for fixed income. The most important issues for fixed income 

are:

■■ Style—which active strategies are most likely to be rewarded?
■■ Management structure—specialist managers or broad market managers? 
Number of managers?

■■ Market extensions.

Style

What Is Style?

Fixed income fund managers add value to the portfolios they manage by 
using one or more of a series of strategies that are available to them. The 
strategies are listed next.

■■ Duration and yield curve forecasting. Managers anticipate the direction 
of yield movements and therefore whether long‐dated bonds will out-
perform short‐dated bonds.

■■ Country allocation. Managers forecast the relative movement of bond 
yields in different countries.

■■ Currency. Managers forecast currency movements.
■■ Sector allocation. Managers predict the relative movement of sectors.
■■ Security selection. Managers perform fundamental credit analysis to 
predict which bonds will outperform others.
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Fixed income managers will rely on one or all of these strategies, and 
this is what is meant by investment “styles” in fixed income. However, a 
single investment manager typically has a bias toward one style. No single 
style will outperform others consistently, and performance of different styles 
is difficult to predict in advance.

One approach is to diversify across the styles. This controls the impact 
of style bets and improves consistency of performance. A complementary 
combination of styles will have significantly less benchmark‐relative risk 
than any single style. The result can be a structure that reduces the likeli-
hood of underperformance.

Most likely rewarded Strategies

Dynkin, Ferket, Hyman, van Leeuwen, and Wu (1999) used “perfect 
foresight” to measure the best way to add value to a portfolio. They found 
the order of importance with respect to the information ratio was as listed:

 1. Security selection
 2. Sector rotation
 3. Quality of issue selection
 4. Duration strategies

The rationale for this preference is based on the fundamental law of 
active management and its implication that security selection should have an 
information ratio that is higher than other strategies for a given skill level. 
While a range of fixed income strategies should be used in active manage-
ment, the emphasis should be on security selection and sector rotation where 
possible. It is important to note that the quality of investment professionals 
and the investment process determines the relative success of each approach.

ManaGeMent StruCture

Specialist and Broad-Market Managers

Managers can be broadly divided into sector specialist managers and 
broad‐market managers. Specialist managers have skill in and confine their 
attention to a specific sector of the universe (e.g., mortgage‐backed securi-
ties or corporates). A broad‐market manager invests across all securities in 
the index and retains the ability to rotate across sectors.

Specialist managers tend to suffer from the inability to rotate across sec-
tors, which can substantially limit their scope to add value. Furthermore, the 
low security-specific volatility places practical limits on the potential added 
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value from skillful security selection within high‐grade fixed income sectors. 
The decision ultimately comes down to the circumstances of the investor. 
Important considerations are:

■■ The size of allocation to fixed income (in absolute terms—minimum 
account sizes can hamper the structure).

■■ The perceived relative skill of managers. It is necessary to compare the 
value added from security selection and sector rotation.

■■ The complexity of the manager structure if specialist managers are em-
ployed and the ability to maintain the manage structure over time.

For the majority of investors, broad‐market managers provide greater scope 
to add value and easier to access and maintain the manager structure over time.

how Many Managers?

Compared to single‐manager structures, multiple managers can reduce 
the tracking error compared to the benchmark, thereby improving the 
consistency of excess returns. If the selected managers are skillful, a multiple‐ 
manager structure is more likely to have better risk‐adjusted returns (or 
higher information ratios) than a single‐manager structure. However, a 
number of factors must be considered:

■■ Costs of hiring more than one manager through fees and administrative 
and custody costs.

■■ The size of allocation to fixed income in absolute terms.
■■ The investor’s concerns for tracking error.
■■ Complementarity of investment processes.

For investors who are focused on reducing the tracking error within their 
core fixed income allocation, it may be appropriate to hire three to five man-
agers for a significant fixed income allocation (minimum US$300 million for 
separate accounts). Most manager diversification occurs with the second and 
third managers. However, these points should be noted:

■■ The tracking errors of individual fixed income managers tend to be 
small, at around 1 percent to 2 percent per annum. Thus, the benefit 
of diversification of manager‐specific risks results in a smaller amount 
of overall risk reduction at the portfolio level than for equities. So the 
benefits of introducing additional managers are proportionately less.

■■ In contrast to equity managers, the different investment processes of-
fered by fixed income managers are associated with specialization in 
their skills and research processes rather than investment in vastly 
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differentiable groups of securities. Complementarity in fixed income is 
less clear than for equities. Tracking error is reduced by the diversifica-
tion of investment processes and sources of value added rather than 
through a structure that combines managers of complementary styles.

■■ In terms of management fees, minimum account sizes tend to be around 
US$500,000 to US$1 million for pooled accounts and around US$100 
million for separate accounts. It is usual, based on stated manager fee 
schedules, for the median manager fee to rise by 1 basis point (bp) as the 
mandate size falls from US$1 billion to US$500 million (from 24 bps to 
25 bps). The median manager fee will then typically rise by about 6 to 
12 bps as the mandate size falls from US$500 million to US$100 million.

Diversification gains (benefits) are unlikely to be sufficient to outweigh 
fee increases with smaller mandates. It is typical for multiple-manager struc-
tures to have about three to five broad‐market managers and for larger funds 
to consider specialized mandates to complement this structure on a case‐
by‐case basis. Such specialized mandates may include allocations to high‐yield 
(HY) managers and emerging market debt (EMD) managers. For smaller 
funds considering allocations to HY and/or EMD, broadening the mandates 
of broad‐market managers has the advantage of allowing managers to rotate 
in and out of these high‐risk, equity‐like sectors. It also avoids the dispropor-
tionate monitoring burden associated with smaller mandates.

Market extenSIonS

HY and EMD should not be considered separate asset classes for investors with 
broad equities and fixed income exposure in their portfolios. These are really 
market extensions. These sectors represent large and important parts of the 
bond market and can have return‐enhancing and diversifying properties. There 
is also significant scope for adding value through active management within the 
extended sectors or through skillful tactical rotation in and out of the extended 
sectors. The returns of HY and EMD are typically more volatile than those of 
investment‐grade fixed income and are positively correlated with equities.

When considering an allocation to HY or EMD, the case for their inclu-
sion will depend on how they improve the investment characteristics of an 
investor’s portfolio. Some characteristics of each sector are discussed next.

high-yield Debt

HYD is a high–paying bond with a lower credit rating than investment-
grade corporate bonds, and Treasury bonds. HYD tends to have a higher 
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risk of default; therefore these bonds pay a higher yield than investment-
grade bonds. Credit rating agencies define HY bonds as carrying a rating 
below BBB from Standard & Poor’s (S&P), and below Baa from Moody’s.

HYD offers investors the following features:

■■ Potentially higher income. HY bonds offer potentially higher income 
than more conservative fixed-income investments. The yield spread be-
tween HY bonds and investment-grade bonds has typically been be-
tween two and four percentage points, depending on the issuer and 
market conditions. These higher yields come with an increased risk of 
default. Consequently, HY bonds usually comprise a relatively small 
portion of an investor’s portfolio.

■■ Capital appreciation potential. Positive events in the economy, industry 
or issuing company can potentially reward investors with increases in 
HY bond prices. These events include ratings upgrades, improved earn-
ings reports, mergers or acquisitions, positive product developments or 
market-related events.

■■ Alpha. The HY market tends to be less efficient than the equities, gov-
ernment, and investment-grade bond markets. This inefficiency provides 
greater opportunities for alpha through security selection.

HYD presents the following risks:

■■ Default risk. Defaults occur when a company fails to pay an interest or 
principal payment to a debt holder as scheduled and as specified in the 
legal agreements. The risk of default on principal or interest, or both, 
is greater for HY bonds than for investment-grade bonds. Factors such 
as business cycle volatility, excessive leverage or threats of competitive 
takeovers may lead to default. In the event of default, HY bonds tend 
to trade at very low prices, if they trade at all, and liquidity may be 
nonexistent.

■■ Downgrade risk. Downgrades result when rating agencies lower their 
rating on a bond. Downgrades are usually accompanied by bond price 
declines.

■■ Interest rate risk. Changes in interest rates affect fixed-income security 
prices. The longer the maturity of the bond, the more it will fluctuate in 
relation to interest rates.

■■ Liquidity risk. Liquidity is the ability to sell a bond quickly and with-
out a substantial price discount. HY bonds, tend to have relatively less 
liquidity than developed bond markets and liquidity worsens during 
periods of economic and political distress.
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■■ Economic risk. This is the vulnerability of a bond to downturns in the 
economy. During economic downturns, HY bonds typically lose more 
principal value than investment-grade bonds.

■■ Event risk. This covers risks that affect the specific issuer’s ability to 
repay its debt obligations on time. These include poor management, 
changes in management, failure to anticipate shifts in the company’s 
markets, rising costs of raw materials, regulations, and new competition.

emerging Market Debt

Most of the features and risks of HY bonds are applicable to the EMD mar-
ket. Returns tend to be higher, commensurate with the higher risks, diversifi-
cation benefits exist, usually with lower correlations to other bond markets, 
liquidity tends to be relatively low and alpha opportunities are available to 
investors. The risks of HY bonds also apply to EMD. In addition, EMD ex-
hibits substantial currency risk. The currency volatility can be a significant 
driver of total local denominated EMD price risk.

risk and return assumptions

When considering an allocation to these market extensions, the risk and 
return expectations in Table 13.1 are useful as a starting point.

taBle 13.1 Risk and Return Assumptions—Emerging Market Debt and High Yield

Emerging Market Debt High Yield

Upside Base Downside Upside Base Downside

Expected excess 
return (above cash 
return) 4.5% 2.0% 1.0% 4.5% 3.0% 1.5%

Volatility 8.0% 12.0% 17.0% 6.0% 8.0% 12.0%
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Chapter 14
Manager Selection 

h iring and firing investment managers is an important task facing 
many funds. This is because investment managers are entrusted with 

managing the assets of a fund and delivering on its investment objectives. 
The process of manager selection requires good research, constant manager 
monitoring, and an appropriate governance structure so the fund can 
respond appropriately and hastily when required. These manager selection 
tasks require a significant commitment of resources and time to undertake 
effectively. In this chapter, we outline the key to good processes that will aid 
in making effective manager hiring and firing decisions.

hiring ManagerS

Manager selection is not always an easy task. Even the best manager selec
tion processes and manager evaluations can result in poor outcomes. Luck 
plays a role in the outcome. This does not mean that selecting managers by 
throwing darts at a list of manager names is the answer. Rather, a disciplined 
approach to manager evaluation and selection will have a better chance of 
producing superior outcomes over time. Increasing the chances of hiring 
and keeping good managers requires three things:

	 1.	An asset class structure
	 2.	Collecting information
	 3.	Evaluating managers
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asset Class Structure

Having a predefined asset class structure is necessary before manager selec
tion can be undertaken. Asset class structures assist with manager selection 
in these ways:

■■ They refine the manager search universe. If a small‐cap manager is re
quired, there is no point searching for a growth manager.

■■ They help focus the investor’s attention on managers that fit the port
folio structure rather than choosing managers on the basis of good 
recent performance.

■■ They can prevent early manager termination. An asset class structure 
can help the investor distinguish between underperformance due to the 
manager’s style and underperformance due to a failure of a manager’s 
skill to add value.

Collecting information

Collecting information on investment managers takes time. The purpose 
is to gain insights into the manager and add value to the selection process. 
There are a number of ways of obtaining this information, including:

■■ Using advisors
■■ Via questionnaires
■■ Marketing visits
■■ Manager interviews

Using advisors The advisory industry on manager research has grown 
rapidly over the years. Advisors usually have a large database of performance 
information and manager research opinions on a select group of the universe 
of managers.

Questionnaires Information can be gathered by sending a questionnaire to 
a number of investment organizations. The approaches taken by managers 
in their responses can vary a lot. Increasingly, managers will submit pre‐
prepared, or stock, responses for similar but not identical questions the 
manager has received from another investor in the past. The investor should 
be sure to outline the investment structure and approach the potential 
manager would be part of. This may help managers tailor their responses.

Marketing Visits Investment managers will visit potential investors, but 
this will depend on the size of the firm and the amount of assets under 
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 management. Larger firms usually have well‐resourced marketing teams. In 
smaller firms, owners often make the visits.

The degree of experience a fund has with investment processes will 
largely determine the type of managers encountered and the depth of the 
discussions. More sophisticated funds tend to explore firms with new con
cepts or those using the latest investment approaches. Less sophisticated 
funds may wish to meet with a wide range of managers to increase their 
understanding of the state of the industry and to get a feel for the type of 
investment processes available.

Manager interviews Interviewing managers is simply a process of obtaining 
qualitative information as input into subjective assessments about the qual
ity and suitability of managers to manage assets. A structured approach to 
interviews is necessary to ensure that the right information is extracted and 
there is consistent treatment across managers. Specifics of the interviews are 
discussed next.

Aim	 of	 Interview	 The main aim of interviews is to choose managers 
who can add value. Adding value will involve taking risks. The interview 
should result in a good understanding of the investment process, identifi
cation of the risks the manager takes in adding value, and assessment of 
the resources (staff, systems, and organizational support) to support the 
risks taken.

Interviews should ideally be conducted face‐to‐face and take place over 
a period of time. A single meeting will not be sufficient to obtain a deep 
understanding of the firm. Further meetings with different people from the 
manager’s firm will allow for better access to the manager’s insights and en
able the formation of a well‐rounded opinion.

Focus	of	Interview	 Qualitative insights require focusing on four key areas 
of the investment manager: investment staff (people), investment philoso
phy and approach (process), structure of the portfolio over time (portfolio), 
and historical performance over market cycles (performance). Each aspect 
will allow a detailed understanding of the manager’s risk taking and provide 
comfort that past performance can be repeated in the future.

The main focus of a manager interview should be on people and 
process, the qualitative aspects of the manager evaluation. The qualita
tive impressions assembled from manager interviews can be supported 
or called into question by quantitative evaluation of the portfolio and 
performance.

Some key interview questions follow. There are no right or wrong  
questions; these are just a starting point.
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Equity	Manager	Questions

■■ What is the investment philosophy and how has it changed over time?
■■ Why will the investment philosophy be successful in the future? What 
evidence supports the belief?

■■ What valuation approaches are used in evaluating countries and stocks?
■■ What specific fundamental factors (P/B, earnings, growth, sales mar
gins) are integral to the stock selection process? What is the relative 
importance of these factors?

■■ What factors drive the sell decision?
■■ How is diversification defined and what role does it play in portfolio 
construction?

■■ How many stocks are contained in the portfolio?
■■ How are individual country and stock weightings determined?
■■ What mistakes, if any, have been made and what lessons have been learned?

Fixed	Income	Manager	Questions

■■ Describe the approach to managing the fixed income portfolio (dura
tion, credit selection).

■■ What market anomaly or inefficiency is being captured?
■■ Why will the anomaly or inefficiency be expected to persist in the fu
ture? What evidence supports the claim?

■■ How is the portfolio positioned?
■■ Discuss the qualitative and quantitative processes used.
■■ What credit rating services are used and how?
■■ How is diversification defined and reflected in the portfolio construction?
■■ Describe how the following factors contribute to the valueadd and risk 
expected over time:

■■ Security selection
■■ Sector bets
■■ Duration management
■■ Yield curve management

Organizational	Questions

■■ Are leaders of the organization generally promoted from their positions 
from within the organization or brought in from the outside?

■■ Is the leaders’ prior experience in business management or portfolio 
management?

■■ What does it take to be successful and how is success defined?
■■ What is the vision for the firm? How is it determined and communicated?
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■■ What are the firm’s comparative advantages and competitive pressures?
■■ What new business lines, distribution channels, and products will be 
added?

■■ How does the firm plan on ensuring that future growth does not com
promise the integrity of its existing investment process and products?

■■ What is the ownership structure of the firm? If it has changed, or is 
likely to change, why?

Manager evaluation

There are broadly five main criteria across which a manager should be eval
uated. These are summarized in Table 14.1.

In arriving at a final ranking for each manager, a weighting scheme of 
the importance of each type of criterion will need to be established.

Organization Issues around organizational stability and effectiveness need 
to be evaluated. Important areas include the extent to which the leadership 
within the firm is sound, effective, and capable of ensuring continued, long‐
term business success as well as investment success.

Areas	to	Evaluate

■■ The consistency between the business growth goals and the firm’s in
vestment philosophy

■■ How investment professionals are motivated and compensated

table 14.1 Evaluation Criteria

Organization People Process Portfolio Performance

Goals and 
philosophy

Incentives

Stability

Ownership

Integrity/
professionalism

Client list

Succession/
contingency

Proven 
expertise

Staff 
continuity

Tenure and 
experience

Experience in 
unfavorable 
environments

Desire to 
excel

Coherent and 
understandable

Disciplined 
philosophy

Generates 
a portfolio 
consistent with 
philosophy

Enduring

Consistency 
with 
investment 
philosophy

Corroborate 
the investment 
process

Indicates an 
understanding 
of risks taken

Competitive 
results versus 
benchmark and 
peers

Demonstrated 
success in 
different 
environments 
consistent with 
process
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■■ Likelihood that the investment team will stay together in the future.
■■ Be aware of any of these signs of organizational problems:

■■ Business focus on asset gathering rather than value added
■■ Unclear succession planning
■■ Ownership problems
■■ Conflicting business and investment philosophies
■■ Poor leadership

■■ Does the firm have sufficient size and depth to provide the necessary 
level of client service?

Good	Signs

■■ Leaders who motivate the firm’s professionals toward a common goal.
■■ Has been in existence for a sufficiently long enough period to ensure a 
high chance of continued success. 

■■ Size and depth of firm sufficient to ensure quality decision making and 
client servicing.

■■ Staff members act with integrity and professionalism.
■■ Growth goals are reasonable and consistent with value adding rather 
than asset gathering.

■■ No recent ownership changes.

people Superior investment management performance relies on good staff 
and an appropriate management structure. When it comes to investment 
staff, the key aspect to focus on is how their experience and skills are used. 
This involves an assessment of how key investment decisions are made and 
includes:

■■ Determining which companies are candidates for research and inclusion 
in the portfolio.

■■ What emphasis is placed on views about markets and sectors versus 
companyspecific views.

■■ The approach to deciding allocations to companies and how the portfolio 
is structured.

■■ The factors used to determine when companies are sold.
■■ When and how the portfolio is reviewed. This includes how whether 
views about companies have changed and how this manifests in changes 
to the portfolio.

After the assessment about how investment decisions are made, the 
next step is identifying who is responsible for each decision and the degree 
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of organizational support. This involves assessing the extent to which key 
investment staff are involved in research functions, participate at the invest
ment committee, and receive administrative and technology support from 
the organization.

Areas	to	Evaluate

■■ The prior experience of investment professionals and applicability of 
that experience to current responsibilities

■■ Whether investment experience was obtained from a previous firm; if 
so, whether that firm shared the same investment philosophy as the cur
rent firm

■■ The degree to which the experience of the investment professionals is 
complementary and how well they work together

Good	Signs

■■ Experience
■■ Investment professionals have had portfolio management experience 
in both favorable and difficult market conditions

■■ Highquality education and experience
■■ Investment professionals have diverse backgrounds
■■ A strong desire to generate superior performance

■■ Staff continuity
■■ The investment track record has been produced by current invest
ment professionals

■■ Minimum professional staff turnover
■■ Good administrative and technology support from the organization

process An extensive understanding of the investment process is necessary 
to identify what risks are being taken to generate superior performance. 
Doing this usually involves understanding the investment strategy, the in
vestment philosophy that underpins that strategy, and understanding how 
much risk is taken and when.

Areas	to	Evaluate	 In assessing the investment strategy, the key focus is to 
evaluate whether the manager appreciates the nature and extent of the risk 
being taken in the investment strategy, so that there is confidence good in
vestment decisions are likely to be made in the future. Good investment 
performance by itself simply means that the manager took the right type of 
risk at the right time.

In assessing whether the manager appreciates and understands the risks, 
two areas should be focused on:
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	 1.	Portfolio	risks. Portfolio risks are likely to be driven by several factors. 
These include: 

■■ The extent of diversification across company holdings
■■ Whether, and how, cash is employed to manage portfolio volatility
■■ The extent to which the overall portfolio is affected by the volatility 
of individual companies, sectors, or country exposures

■■ The extent to which industry dynamics and macroeconomic views 
drive portfolio structure and how often such views are taken

	 2.	Company	risks. Company risks cover the extent to which the manager 
understands the companyspecific factors that drive valuation. It also 
includes whether the manager appreciates the extent to which the mar
ket has priced in the manager’s view of intrinsic value.

After the assessment of the investment strategy and the extent to which 
risks are understood, the next step is to evaluate how the manager decided 
on the amount of risk to take. Deciding how much risk to take is essential to 
good portfolio construction and to ensure the desired performance eventu
ates. Ideally, the approach should be clearly articulated and supported by 
a defendable rationale. Managers vary in their approaches. Some rely on 
quantitative methods in determining how much risk to take on. The portfo
lio construction process tends to be more objective and simpler to evaluate. 
Others rely on subjective judgment, in which case evaluation of key invest
ment staff plays a greater role.

Once the investment risk taking approach is understood, the organiza
tional support should be evaluated. These include:

■■ Internal	resources.	Portfolio managers, research analysts, computer and 
data support.

■■ External	resources. The extent to which information from research bro
kerage firms is obtained and utilized. The quality and accuracy of in
vestment ideas received from brokerage firms and the commissions paid 
should be understood.

When evaluating historical performance, it is important to assess wheth
er the investment process and key staff that produced the performance have 
changed. It is important to understand the impact of the growth in assets on 
historical performance. Growth in assets may affect the manager’s ability to 
generate superior performance in the future.

The evaluation should cover these issues:

■■ The potential returns and risks implementing the investment strategy 
successfully.
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■■ The manager’s competence in consistently implementing the investment 
strategy over time.

■■ Whether the resources are adequate to support the strategy.
■■ The impact of poor implementation of the investment strategy.

The assessment requires a deep insight into the manager’s process and 
is highly subjective. It is usual to conduct the assessment over a sufficiently 
long period of time.

Good	Signs

■■ Investment philosophy
■■ Coherent and understandable investment philosophy.
■■ Philosophy adaptable and suitable for all market environments.

■■ Decisionmaking process
■■ Identifiable member of the team with ultimate responsibility at each 
decisionmaking stage.

■■ Timely decisionmaking process.
■■ Research and portfolio management roles clearly distinguished and 
understood by team members.

■■ Stock selection
■■ Comprehensive and coherent process for selecting stocks.
■■ Clearly identifiable buy and sell disciplines.
■■ Complete investment research coverage.

portfolio Assessment of the manager’s portfolio should focus on its struc
ture. The portfolio structure should reveal how successfully the manager has 
implemented the investment strategy. The assessment corroborates whether 
the investment risks claimed to be the basis of the investment strategy actu
ally have contributed to past performance.

Areas	to	Evaluate	 Analysis of portfolio structure aids in understanding the in
vestment philosophy, strategy, and its implementation. It is typical to use quan
titative tools to analyze a representative portfolio at distinct points in time. The 
points in time should cover varying market conditions. As an example, with 
equity managers, an assessment of the consistency of investment risks taken 
can be investigated by focusing on portfolio characteristics such as: priceto
earnings (P/E) ratio, pricetobook (P/B) ratio, return on equity (ROE), earnings 
growth, distribution of companies by size and style, and cash levels.

Both qualitative and quantitative assessment is required to form a 
comprehensive understanding of the manager’s process and investment ap
proach. This should lead to a good understanding of the types of risk taken 
by the manager in generating added value.
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■■ Portfolio structure
■■ Clear, articulate criteria for how the portfolio is structured, which 
reflects an awareness of the risks taken.

■■ Understandable rationale for company, sector, or country biases.
■■ Risk

■■ Manager thoroughly understands risks that are taken.
■■ Risks taken are reasonable in generating potential returns.

performance The final step in evaluating a manager is consideration of 
past performance. Past performance can only be competently analyzed and 
understood once a good understanding of people, process, and portfolio 
structure has been established.

Areas	to	Evaluate	 The focus should be on two key issues:

	 1.	Is the return history—the pattern of returns, highs, and lows—consistent 
with the manager’s investment strategy?

Managers that employ investment styles, such as value or growth 
investing, will generate superior performance when their style performs 
well. Their return patterns should be measured against a suitable style 
index to assess value added. Managers with lowerrisk strategies will 
tend to produce smaller deviations from the appropriate benchmark.

	 2.	How does performance compare with other managers that employ a 
similar investment approach?

This assessment requires comparison with a group of peer managers 
with the same investment strategy. Unless a manager’s results correctly 
adjusts for their investment approach that manager may be inappropri
ately terminated and a wrong manager may be hired as a replacement.

Good	Signs

■■ Performance exceeds a passive benchmark with appropriate adjustment 
for the investment strategy and fees.

■■ Proven ability to add value over a market cycle adjusted for risk, as 
demonstrated against a peer group.

Firing ManagerS

At some point, something changes with an investment manager firm. It may 
be the people, the investment process, or the structure of the  portfolio, which 
may affect the performance results. Senior management may leave and/or 
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new investment staff may join; there may be a change in the investment 
philosophy (during the tech boom of the late 1990s, some value managers 
became growth managers); the ownership structure may change, resulting 
in different incentives for investment staff; and the edge provided by the in
vestment process or efficiency of portfolio implementation may deteriorate.

Any of these changes may affect confidence in the manager’s ability 
to deliver expected performance. Firing and replacing the manager would 
then be necessary. Changing managers, however, is costly. The costs include 
search costs of finding a new manager and legal, administrative, and broker
age costs in moving the portfolio to a new manager.

An evaluation of the costs and benefits of changing managers must be 
undertaken.

trade-Off

An investor may consider changing a manager for reasons other than changes 
with the manager. For example, the objectives of the fund may change; the 
risk tolerance of the trustees may change; or the asset class structure may 
change, requiring a new lineup of managers. 

When deciding whether to change managers, an investor faces this 
choice: Retain the incumbent manager and receive the returns of the man
ager, or change the manager and incur the certain costs of transitioning the 
manager and the returns of the new manager.

The trade‐off involves a simple decision: Does the change in uncertain 
future returns exceed the certain costs?

The benefits cover:

■■ The change in the expected returns of the managers.
■■ The change in the characteristics of the return pattern, for example, 
whether the manager is a value manager.

■■ How the new manager fits in the overall portfolio structure. Correlation 
of the manager’s return with other managers.

The costs include:

■■ Search costs in finding a new manager
■■ Appointment costs (legal, administrative)
■■ Transition costs

benefits

The benefit of changing managers is the expected improvement in the fu
ture returns of the new manager compared to the existing manager. This 
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requires assessments about the expected return and risk (dispersion of  
returns around the expectation).

expected returns There are many ways of forming performance expecta
tions. One way is to look at the typical ranges of performance outcomes for 
managers in the market similar to the incumbent manager. The investor can 
then calibrate the changes using the typical range of performance outcomes 
as a guide.

For example, Table 14.2 and Figure 14.1 show 10‐year historical per
formance data of various managers up to December 31, 2009.

The index returns are marked by the black triangle alongside each gray 
box—the longer horizontal line represents the median manager, the next 
horizontal line on either side of the median manager marks the top and bot
tom quartile manager, and the highest and lowest horizontal lines represent 
the top and bottom decile managers, respectively.

There are various ways to use the information in the table and figure. 
If it is believed a manager will produce returns in a particular quartile or 
decile in the future, the historical information could be used for forming 
these expectations. An example using a U.S. large‐cap core manager follows.

■■ Let us say the incumbent manager was believed to be in the top quartile 
of managers in the U.S. large‐cap core space. Now, due to the manager’s 
changed circumstances, it is believed that the manager has fallen into the 
middle of the pack. The historical performance of U.S. large‐cap core 
managers shows that this fall in returns should be about 2.2 percent 
per annum (p.a.), from 1.8 percent to –0.4 percent. If the new manager 
is expected to be in the top quartile, the expected return benefit from a 
manager change will be 2.2 percent p.a.

■■ However, if the manager’s change is extreme, say because the 
investment team has departed for another firm, the manager’s future 
performance may be in the bottom quartile of managers or perhaps 
worse, in the bottom decile. The historical performance shows 
that the return expectation should fall by 3.1 percent p.a. (from 
1.8 percent to –1.3 percent) if the manager becomes a bottom‐quartile 
manager. If a new manager is believed to be in the top quartile, then 
3.1 percent p.a. would be the expected benefit, in return terms, of 
changing managers.

■■ It would also be possible to have the assets managed passively instead of 
replacing the manager with another active manager. In this case, if it is 
believed the manager has fallen to the bottom quartile, the return benefit 
of this change would be 0.4 percent p.a. (index returns of –0.9 percent 
compared with bottom‐quartile manager of –1.3 percent).
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It is important to ensure that the level of risk of the candidate manager 
is similar to that of the incumbent manager. This will provide a better basis 
for relying on historical return estimates for establishing future return ex
pectations. Historical returns will not perfectly apply for future outcomes, 
but they are a useful starting point.

Diversification benefit Let us say an investor has employed two manag
ers with complementary investment styles—one growth and one value 
manager—and the value manager changes style to growth. This may be 
cause for termination.

Diversification across styles can be very effective. If it is believed that 
there is not a material expected return difference between value and growth 
investment styles, then style diversification will reduce tracking error without 
impacting the expected return (for a detailed discussion we refer the reader to 
the section on “style risks” in Chapter 12). Therefore, if a manager employed 
within the asset class changes style, the risk of the portfolio would increase.

In our example, if the value manager becomes a growth manager, the 
total risk of the equities asset class would increase, as would the total port
folio risk.

This is represented in a stylized way in Figure 14.2a and b.
In the figures, the value manager is shown before and after chang

ing investment style. The figures plot the style of each manager relative 
to the index on two dimensions: company size and growth versus value. 
Figure 14.2 shows the two‐manager, style‐neutral structure: a value manag
er and a growth manager, and neither manager has a size bias relative to the 
index. The combined manager structure is shown by the black circle marked 
A. The combined structure has neither a growth‐value bias nor a size bias.

In Figure 14.2, the value manager changes style and becomes a growth 
manager, with a slight large‐cap bias. The combined structure is now rep
resented by the black circle marked B. The portfolio now has a significant 
growth bias and a slight large‐cap bias. The resulting portfolio would now 
have more tracking error than before the style change.

This is represented in Figure 14.3 in alpha (expected excess returns) 
and tracking error terms. Point A shows the alpha/tracking error position 
of the style‐neutral portfolio before the manager’s style change. After the 
style change, the portfolio’s alpha/tracking error is shown by point B. It is 
assumed that the alpha of the portfolio does not change. That is, the value 
manager’s alpha does not change with the shift in style.

The new portfolio, marked by point B in Figure 14.3, is now less ef
ficient than before; the alpha of the portfolio per unit of tracking error has 
declined because of the increased tracking error of the portfolio. How much 
does an investor care about the reduced efficiency? At the very least, an 
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investor should expect the alpha of the portfolio to be at point C. This is 
the alpha that an investor could achieve with a styleneutral portfolio at 
the same level of tracking error as portfolio B. However, since the inves
tor actually prefers the level of risk at point A, the investor may require a 
higher level of compensation than the expected return difference between 
points B and C. It can be said that the diversification benefit of having a new 
value manager replace the value‐manager‐turned‐growth‐manager is worth 
at least the return difference between points B and C.

Costs

The costs of change will depend on the investor’s specific portfolio. The three 
main costs of change are the search costs of finding a new manager, the costs 
of moving the portfolio, and the costs of appointing a new manager.

Growth manager Value manager 

Value 

(a)

(b)

Large Cap 

Small Cap 

Growth 
A 

Growth manager 

Value manager 

Value 

Large Cap 

Small Cap 

Growth 

B 

FigUre  14.2 Manager Changing Investment Style: (a) Before; (b) After
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Search Costs The costs in finding a new manager can be broken down into 
direct and indirect costs.

Direct costs include the additional fees paid to various service providers 
needed to find a new manager—asset consultants and travel costs for internal 
staff members to review managers. The costs increase with the complexity 
of the search and location of managers. Travel and accommodation costs 
will increase if overseas manager research trips are conducted.

Indirect costs include the cost of staff and trustee time devoted to the 
search, time that could otherwise be spent on other activities. Typically the 
search time can average around two weeks full time. 

Another important indirect cost is the implementation slippage that 
arises from delay in implementing a recommended manager change. Costs 
of delay are often overlooked but can be substantial. There are no simple 
measures to assess the costs of such delays. 

Moving the portfolio Costs Replacing a manager is an expensive exercise. The 
normal direct costs of transition include bid/offer spreads, commissions, 
and, in some markets, official charges. These costs, however, form only one 
part of the total costs of the portfolio restructuring that occurs when a 
new manager is substituted for an old one. A larger element of costs arises 
because neither the outgoing nor the incoming fund manager is aligned 
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FigUre  14.3 Risk and Return Effect of Manager Changing Style
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with the investor’s objective, which is to maximize the proceeds of securi
ties being sold and to minimize the cost of acquiring new securities. The 
new manager will not want all of the securities of the outgoing manager; 
therefore, unwanted securities must be sold.

A number of options are available to the investor when it comes to 
executing the trades.

■■ A specialist “transition broker” could be employed to do all the dealing.
■■ An agency broker could be used for the transactions, capturing some 
part of the usual agency fee for the client.

■■ Crossing networks could be used to liquidate some or all of the 
portfolio.

A more detailed discussion of the costs involved in transitioning and 
options available is provided in Chapter 15 on execution risks.

appointing new Manager Costs The costs of appointing a new manager in
clude writing contracts and investment mandates with the new investment 
firm. Legal costs are usually low as a proportion of the assets subject to the 
investment management arrangement. If the investor has a custodian, there 
are additional account setup costs involved with the custodian.

The indirect costs involved can be substantial—the costs of trustees’ 
time and internal staff time in negotiating legal terms and establishing the 
investment mandate.

Overall trade-Off

The trade‐off is a simple one of asking whether the benefits outweigh the 
costs. An investor would estimate the costs and benefits of a manager change 
specific to his or her circumstances. Given that costs are certain and the ben
efits are uncertain, it would be sensible for the benefits to exceed the costs 
by a reasonable margin. The reasonableness of the margin in turn would 
depend on the level of confidence the investor would have in the benefits.

example

A U.S. equity team that had a strong value investment philosophy has 
decided to shift away from that style. As a result, it is expected that the 
patterns of returns will be more marketlike. The other manager is a growth 
manager, and the team has a project‐based relationship with an asset con
sultant for discretionary manager search services. The value manager’s total 
account size is $70 million.
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The transition will depend on whether the benefits exceed the costs. 
The benefits are mainly from hiring a manager with desired value style. The 
estimates arrived at are presented in Table 14.3.

In this example, the costs and benefits are similar. 

FeeS

Investment management fees are a major expense of many funds. Fees are 
generally negotiated at the time of manager appointment, usually starting 
from standard fee schedules published by the managers. Some managers are 
willing to negotiate fees; others will not budge from their stated fee sched
ules under any circumstances. These managers are often concerned about 
the flow‐on effects if their other clients find out about fee reductions.

Stated Fee Schedules

As a starting point for fee negotiations, it is useful to refer to stated fee 
schedules of a wide range of managers in a particular asset class. Some asset 
consultants collect stated fee schedules of managers as part of their manager 
research process. These fee schedules can then be aggregated within an asset 
class without giving reference to any particular manager. Such fee universe 
comparisons are useful for undertaking a review of fees as well as for nego
tiating a new mandate.

In Table 14.4, the fee schedule of a hypothetical international fixed in
come manager (Manager A) is shown.

The manager has three fee breakpoints. For assets up to $50 million, the 
fee is 35 basis points (bps); for assets from $50 million to $100 million, the 
fee is 33 bps; and for assets greater than $100 million, a flat fee of 22 bps 
is charged.

table 14.3 CostBenefit TradeOff

Benefit 2.0%	p.a.

Change in the riskadjusted expected return (from B 
to C, Figure 14.3)

2.0% p.a.

Total	cost 2.0%	p.a.

Search cost 0.1%

Hiring cost 0.1%

Moving the portfolio cost 1.8%
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Assuming an investor has a portfolio of $300 million invested with the 
manager, the effective fee would be 26 bps. Figure 14.4 compares Manager 
A’s fees with the fees of other international fixed income managers.

The comparison shows the effective fees payable using the actual 
fee scales of Manager A and the stated fee schedules for a representative 
sample of international fixed income managers. Stated fee schedules do not 
 necessarily represent the fees that actually would be paid to managers, as 
some are willing to negotiate.

The figure shows percentiles of fees charged by international fixed in
come managers. If the data are arranged in ascending order, the 5th percentile 
is the value 5 percent of the way through the list, the 25th percentile is the 
value 25 percent of the way through the list, and so on.

The graph shows the 5th, 25th, 50th (median), 75th, and 95th per
centiles of the distribution being shown for portfolio sizes of $50 million, 
$100 million, $200 million, and $300 million. The effective fees that would 
be payable to Manager A for each of these portfolio sizes are then plotted 
beside these ranges (as marked by the solid black triangles). The data repre
sented are indicative only.

Manager A’s fees are most competitive for small to intermediatesize 
mandates, those below $100 million. For large mandates, the fees still re
main competitive, around the 75th percentile.

Fees schedules are most typical among investment managers in public 
markets. Hedge funds tend to employ a combination of base fees plus 
performance‐related fee schedules, as do many private market managers.

perFOrManCe-/inCentiVe-baSeD inVeStMent 
ManageMent FeeS

The typical base fees charged by investment managers on the assets under 
management are sometimes criticized as not providing effective alignment 
between investors and managers. Some argue for performancelinked fees to 

table 14.4 Manager A International Fixed Income Fee Schedule

Fee	Schedule
Portfolio	Value	as	of		
September	31,	2012 Effective	Fee

First $50m 0.35% $300m 0.26%

Next $50m 0.33%

Balance 0.22%
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reward managers on the basis of the excess returns they deliver to investors. 
We next explore the typical kinds of performance fees used and look at their 
impact on incentive alignment between manager and investor next. 

typical base Fee A base fee charged on the assets under management is the 
typical manager fee structure. For example a manager’s fee may be expressed 
as 30 bps of the total assets under advice. Regardless of the value added, the 
manager is paid the same fee.

types of performance Fees We will explore two potential types of performance
related fees:

	 1.	Performance fee plus a base fee
	 2.	Performance fee with a cap and floor, plus a base fee

Performance	Fee	Plus	a	Base	Fee	 	 The fixed base fee is usually smaller 
when a performance fee element is introduced than when no performance 
fee exists. The performance fee is designed to share the value added be
tween the manager and the investor. Since value added is shared, the inter
ests of the manager and investor are usually more aligned. However, the 
performance fee has downside potential for the manager. If the manager 
has a period of poor performance, the performance fee can be significantly 
negative. The manager’s business could be at risk. This performance fee 
effectively reduces the investor’s exposure to active risk and shifts it to the 
manager.

Performance	Fee	with	a	Floor	and	Cap	 	 Managers are more likely to 
accept a performance fee with a floor because of the business risk associ
ated. Under this arrangement, the manager receives an increased fee for 
producing positive valueadd up to a point (since upside is capped) but 
does not share in the downside. Such a fee arrangement is not without 
its problems.

■■ If the manager realizes a very large valueadd toward the end of a 
performancefee calculation period, he or she is strongly motivated to 
reduce the active risk taken in the portfolio. This way the manager locks 
in the value added until the end of the fee calculation period.

■■ If the manager realizes a large negative valueadd toward the end of 
the calculation period, it is in his or her best interest to increase the 
active risk of the portfolio. The manager would increase the active 
positions; there is little to lose, because of the floor, and everything 
to gain.



Manager Selection  215

This fee arrangement incentivizes the manager to “game the bench
mark” at the expense of the investor. The cap on performance reduces this 
incentive but does not completely remove it.

Even with a cap and a floor on performance fees, the manager has 
an incentive to keep the active risk of the portfolio, and hence the value 
added, within the bounds of the floor and cap. The investor is, however, 
better off when both active risk and value added are high. The level of 
active risk that is good for the manager is not necessarily good for the 
investor and vice versa. But since the manager controls the level of active 
risk, there is a divergence of interests between the manager and investor 
about this level of risk.

are typical base Fees already a performance Fee Contract? Berk (2005) argues 
that the typical base fee arrangement is already a performance fee contract. 
Better managers manage larger funds, and so fund size is some, albeit noisy, 
measure of manager skill. When a manager does well and outperforms the 
benchmark, assets will tend to flow into that manager. The manager’s com
pensation will rise since the fees are charged on a proportion of assets under 
management. However, when the manager does poorly, assets will flow out 
of the manager’s funds, and his or her compensation will fall.

Conclusion

Fees are certain, but performance is not. Understanding the competitiveness 
of a manager’s fees and the suitability of the fee arrangement to an investor 
is essential to ensure the best outcome is achieved for investors.
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Chapter 15
execution

execution involves implementing the investment program efficiently. 
Doing this may involve developing investment manager guidelines and 

implementing changes across and within asset classes (rebalancing and tran-
sitioning between managers). This chapter deals with rebalancing and tran-
sitioning assets between managers.

rebalanCing

“Rebalancing” means periodically adjusting a portfolio’s asset allocation 
back to its benchmark, or strategic, asset allocation.

Why is rebalancing necessary?

The fund’s strategic asset allocation represents the portfolio that the govern-
ing body determines best meets the objectives of the fund, given the risk– 
return trade‐off. The strategic asset allocation is often referred to as the 
fund’s benchmark asset allocation.

Over time, however, the returns to each asset class will differ, and, even 
if the fund’s asset allocation was initially exactly at benchmark, the actual 
asset allocation will drift away from the benchmark.

For example, suppose that the benchmark was 40 percent equities,  
40 percent fixed interest, and 20 percent cash and that we invested $1,000 
in this benchmark asset allocation at the start of the month. Performance 
during the month is as shown in Table 15.1.

During the month, each asset class performed differently. Equities re-
turned 10 percent, fixed income fell by 6 percent, and cash increased by  
2 percent. At the end of the month the asset allocation had drifted from the 
benchmark asset allocation. If the benchmark asset allocation represents the 
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best portfolio for the fund, then after one month, the actual portfolio is no 
longer the best portfolio.

When the actual asset allocation drifts away from the benchmark, in-
vestment performance is adversely affected in two ways:

	 1.	The portfolio may be subject to a higher level of risk than necessary for 
the returns it can be expected to provide.

	 2.	The risk–return trade‐off may no longer be suitable to meet the fund’s 
objectives.

To address these problems, the portfolio must be rebalanced back to the 
benchmark asset allocation.

The benefit of rebalancing is that it will tend to buy low/sell high. Over 
time, a disciplined rebalancing policy will sell appreciating assets when 
markets have risen, as the asset proportion would have exceeded the bench-
mark weight, and buy assets when markets have fallen, when their relative 
performance causes their asset proportion to fall below benchmark weight.

principles of rebalancing

In the absence of costs, continuously rebalancing would be the most appro-
priate action. However, costs of rebalancing can be significant. Therefore, 
there is a trade‐off between the frequency of rebalancing, to maintain the 
desired asset allocation, and the costs of rebalancing.

■■ Rebalancing too frequently will result in many small positions being 
traded. The benefits of rebalancing would be quickly offset by the costs 
of trading.

■■ A small amount of drift does not move the portfolio’s risk–return profile 
significantly away from the benchmark profile.

table 15.1 Example of Portfolio Drift

Asset	Class
Benchmark	
Allocation

Amount	
Invested

Return	for	
Month

Amount	at	
Month‐End

Allocation	
Month‐End

Equities 40% $400 10% $440 43%

Fixed 
income 40% $400 –6% $376 37%

Cash 20% $200 2% $204 20%

Total 100% $1,000 2% $1,020 100%
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how is rebalancing accomplished?

Rebalancing can be carried out in two ways.

	 1.	Cash	flows. Many assets produce cash dividends and coupon payments 
that themselves require reinvestment. These cash flows can be direct-
ed to under weight asset classes so as to mitigate the need for explicit 
rebalancing activities. Some funds may receive regular contributions that 
may be sufficient to meet all or part of the rebalancing requirements.

	 2.	Sales	and	purchases. Assets can be sold in over weight asset classes and 
the funds used to purchase under weight asset classes.

What Sort of rebalancing approach is appropriate?

Jaconetti, Francis, and Zilbering (2010) compare three rebalancing rules:

	 1.	No rebalancing
	 2.	Periodic rebalancing (monthly, quarterly, and annually)
	 3.	Rebalancing when one or more asset classes reach trigger points, such 

as 1 percent, 5 percent, or 10 percent deviations from benchmark

The study shows that choosing not to rebalance portfolios is the least 
effective approach (i.e., portfolio efficiency is adversely affected). There 
is no appreciable difference between periodic rebalancing policies and  
trigger‐point rebalancing policies, although the costs of rebalancing rise  
dramatically the shorter the rebalancing period. Overall, an effective bal-
ance between risk–reward and frequency of rebalancing seems to occur with 
equity rebalancing ranges of about 5 percent.

practical Considerations

In designing an appropriate rebalancing policy, it is worth taking into 
account these points:

■■ The greater the transaction cost for rebalancing a particular asset class, 
the wider the rebalancing range should be.

■■ The actual differences between rebalancing policies tend to be small.
■■ The rebalancing focus should be on the significantly different as-
set classes, such as equities and bonds. Getting this mix right is more 
important than the domestic/international allocations.

■■ Rebalancing ranges should consider the volatility of the asset class 
as well as transaction costs. For example, domestic/international 
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allocations within an asset class tend to have similar volatilities. The 
domestic/international rebalancing range should be smaller than the 
equities/bonds rebalancing range.

■■ The lowest‐cost methods of rebalancing should be used.
■■ Net cash, from dividends, coupons, or net contributions, should be 
used first.

■■ Next, futures should be used where possible to effect rebalancing 
rather than selling or buying physical assets. Futures allow moves 
to be made more quickly and do not disturb underlying portfolios. 
The use of futures permits investors to adopt narrower rebalancing 
triggers.

■■ Last, physical transactions to rebalance should be performed.

example

The example in Table 15.2 demonstrates what a rebalancing policy could 
look like.

table 15.2 Sample Rebalancing Ranges

Asset	Class Benchmark Drift	Range Rebalancing	Range

Domestic equities 30% ±3% 27%–33%

International equities 20% ±3% 17%–23%

Total	equity 50% ±5% 45%–55%

Domestic fixed income 30% ±3% 27%–33%

International fixed income 20% ±3% 17%–23%

Cash 0% ±3% 0%–3%

Discipline is essential

Strict adherence to rebalancing policy is essential. In a similar vein, the 
only way that a rebalancing policy can be beneficial is for it to be ap-
plied diligently and objectively. Doing this requires regular assessment 
of a portfolio’s actual asset allocation against the benchmark, with con-
sequential trading decisions being taken on the basis of well‐defined 
rules rather than subjective views about the future return prospects of 
asset classes. In other words, rebalancing policy should not be used as 
a tool for taking a tactical approach to asset allocation. These decisions 
should at least be separated. This does not mean, however, that practi-
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cal  considerations not captured by the rebalancing model (e.g., one‐time 
cash flows for such purposes as tax) should not be taken into account as 
part of the rebalancing process.

tranSitioning ManagerS

Replacing a portfolio manager is an expensive exercise. Just how expensive 
is not widely appreciated. If the broad structure of the portfolio remains 
unchanged after the replacement, costs are likely to be around 1 percent to 
2 percent. If significant restructuring takes place and the securities are of 
limited liquidity, the costs could be greater than 5 percent.

Whatever the reason for the change, two key principles should be 
observed.

	 1.	The potential costs and potential benefits of the change should be 
evaluated in advance.

	 2.	The transition of assets between managers should be managed carefully 
to minimize the costs of the transition.

Furthermore, exposure to market movements should be managed 
during the transition. If the investor’s portfolio is held in cash during the 
transition and the market rises, the opportunity cost to the investor may 
exceed the transition costs being saved.

Why is Change Costly?

The costs of a transition are broadly twofold. First are normal costs of trad-
ing the portfolio, and second is the potential lack of alignment between the 
investor and both the outgoing (or old) and incoming (or new) manager.

The normal costs of trading are associated with buying and selling 
securities. These include commissions and bid/offer spreads, and, in some 
markets, official charges.

The lack of alignment issue tends to be more significant than the nor-
mal costs of trading. The investor’s objective is to ensure the maximum 
proceeds for the securities being sold and to minimize the costs of acquir-
ing new securities. However, the old manager, having been terminated, 
gains very little benefit from acting in the investor’s best interests. It is usu-
al to therefore exclude the old manager from the transition process. This 
occurs by preventing the old manager from making any further changes 
to the investor’s portfolio and having the list of current portfolio holdings 
passed on to  the investor. The investor may pass the list of holdings to 
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the new manager. The new manager may then be instructed to sell securi-
ties the manager does not wish to retain and reinvest the proceeds in the 
securities the manager wishes to obtain. It is rare for the old manager to 
participate in the buying and selling process involved in restructuring the 
portfolio.

Why would the new manager not act in the investor’s best interests in 
restructuring the portfolio? There are several reasons.

The new manager may not be familiar with the securities held by the 
old manager. This can occur when the old manager held securities that are 
not well researched or tend not to be widely held by other managers. For 
example, if the old manager specializes in small‐capitalization securities and 
the new manager focuses on large‐capitalization securities, then the new 
manager will have little experience and expertise in small‐capitalization 
securities. The risk is the unwanted securities are sold by a seller that does 
not understand the trading and valuation dynamics of the market in which 
trading takes place.

The investor may think the new manager has an incentive to ensure the 
unwanted securities are sold carefully, since the sale proceeds will determine 
the starting portfolio value of the new manager. The portfolio will affect 
the ongoing performance and hence the management fee earned by the man-
ager. The new manager has to balance the impact on the potential manage-
ment fees from poor transitioning with the resources needed to research the 
old manager’s portfolio.

In practice, the new manager knows there is a honeymoon period 
with new investor portfolios—the period during which the new manager 
restructures the portfolio and during which poor performance is often ac-
cepted by the investor. Some investors recognize the honeymoon period and 
agree to measure performance of the new manager after the portfolio has 
been restructured.

The knowledge of the honeymoon period had two main effects. First, 
new managers are keen to ensure the incoming portfolio matches their 
desired portfolio as quickly as possible. The new manager feels little obli-
gation to understand the market for the unwanted securities. If the size of 
the position in unwanted securities is large relative to the market’s normal 
dealing size, the new manager’s indifference can have a substantial nega-
tive effect on the sale price. Poor sales proceeds can also be blamed on 
the old manager, knowing that many investors monitor the trading proc-
ess with great diligence. Second, expensive transitions can also be blamed 
on the restructuring process, knowing that the period of poor perform-
ance will not be attributed to the new manager. Even if no explicit honey-
moon period is agreed on between the investor and the new manager, the 
new manager will explain away poor performance as being the costs of 
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 restructuring the portfolio, hoping that investors will give the new man-
ager the benefit of the doubt.

Transition costs are unavoidable but not uncontrollable. The remain-
der of this chapter considers ways in which the investor can ensure that 
transition costs are minimized.

process in Changing Managers

The usual procedure used for making a manager change has been described. 
The old manager is prevented from making any further changes to the port-
folio, and is asked to deliver a list of the current portfolio holdings. That 
list is then given to the new manager, who then decides which securities to 
retain and which to sell.

The process assumes a new manager has been identified. There may 
be circumstances where the old manager must be terminated immediately: 
fraud, or serious breach of investment guidelines. In these circumstances 
the portfolio could be held in suspense until a new manager is identified. A 
custodian bank can usually manage the mechanical aspects of a portfolio 
in suspense, but responsibility for decisions about the securities held in the 
portfolio rest with the investor.

In conducting a transition the following five options are available—
each with their advantages and disadvantages.

	 1.	The new manager could implement all the required trades.
	 2.	Both the new and old managers could work together.
	 3.	The old manager could be instructed to sell the unwanted securities and 

pass the sale proceeds to the new manager. The new manager would 
purchase the desired securities.

	 4.	The investor could implement the transition with the help of a broker.
	 5.	Appoint a dedicated transition manager.

Selecting the appropriate option

There is no single answer to which option is best. Judgments will need to be 
made on several criteria, the most important of which are:

■■ The number and liquidity of shares held
■■ The degree to which the investor is willing to be involved in the process
■■ The decision to employ a dedicated transition manager
■■ The new manager’s expertise in managing the securities held by the old 
manager
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■■ The ability and willingness of the investor’s other managers to purchase 
or accept unwanted securities

■■ The timeframe over which the transition must be completed

In practice, many investors prefer to use dedicated transition  managers. 
A transition manager offers dedicated transition management services 
 tailored to the specific requirements involved in moving a portfolio of assets 
from one manager to another and executing the required trades on the in-
vestor’s behalf. The transition manager can take over the assets from the old 
manager, sell the securities that need to be sold and buy securities to build a 
portfolio based on the new manager’s advice. The transition manager then 
delivers the portfolio to the new manager. The advantage of a transition 
manager, compared to the investor-conducted transition, is the specialist ex-
pertise and resources devoted to administration involved in the transition, 
dedicated risk and trading systems to minimize costs and reporting services 
which are particularly necessary for complex transitions. 



225

Reporting back to the board or investment committee is essential to 
 effectively manage monitoring risk. Every aspect of the governance ar-

rangement and investment process should be monitored and appropriately 
evaluated. Good investment reports are necessary to communicate essential 
information so that any issues can be clearly identified and effective solu-
tions reached.

LeveLs of PeRfoRmance RePoRting

Any fund’s portfolio can usually be split into three levels performance re-
porting: fund level, asset class level, and manager level. These are represented 
diagrammatically in Figure 16.1.

fund Level

At this level the total fund return is measured and compared to the fund’s 
return objective and strategic asset allocation, or benchmark, return. In the 
case of a defined benefit plan, the funding discount rate (that is used in the 
actuarial funding valuation) would also be presented.

chaPteR 16
Review and monitoring

Reporting Level

Manager Level

Fund Level

Asset Class Level

Decision
Governance

Fund’s purpose

Strategic asset allocation

Tactical asset allocation

Asset class structure

Manager selection D E

Extended

A B C

Who does what

Goals and objectives

Equities Bonds

Short-term deviations from strategic asset allocation

Description

Value Core Growth Broad

figuRe  16.1 Levels of Reporting
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asset class Level

At the asset class level, the performance of different investment strategies for 
each asset class is measured. A variety of manager structures may be employed. 
For a single‐manager structure, the performance of the manager’s portfolio is 
measured relative to the manager’s benchmark return. The separate effects of 
the manager’s security selection decisions can be accounted for at this level. The 
asset allocation timing decisions would be reflected in the difference between 
the actual asset class allocations and the benchmark asset class allocations.

manager Level

The manager level of reporting captures the performance of the individual man-
agers relative to a benchmark that reflects their strategy or style. For example, 
an investor may express the global equities asset class in terms of a value and a 
growth style. The combined value and growth manager performance is meas-
ured against the MSCI World Index, for example. The individual manager per-
formance would be measured against the appropriate style index. The growth 
manager may be benchmarked against the MSCI World Growth Index, while 
the value manager may be benchmarked against the MSCI World Value Index.

Each level of reporting is explored in greater detail with examples.

samPLe RePoRts

fund Level

At the fund level, the performance report usually addresses three key areas:

	 1.	Earnings. How has the fund performed against its total return expectation?
	 2.	Spending. How has the actual spending of the fund compared to expec-

tations? For charitable trusts or endowments this addresses the distribu-
tion levels of the fund.

	 3.	Value‐added. Have the investments produced superior returns due to 
active management decisions? The main sources of value‐add are can 
be split into asset allocation timing and security selection decisions.

We present an example for a charitable trust in Table 16.1.
The trustees of the charitable trust can get a snapshot of the state of  

the fund.

■■ The trust expects to earn 8 percent per annum (p.a.) over the long term. It 
has exceeded this by 4 percent since inception of the fund (excess return).
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■■ The targeted spending rate is 3 percent p.a. over the long term. However, 
since inception, the excess return has meant the trust can afford a higher 
spending rate in the future. The trust has adjusted up its expected spend-
ing rate to 3.5 percent p.a. Actual spending rates, however, have turned 
out to be lower than expected.

■■ The trust has benefited from its active management activities. Since in-
ception, the trust has earned 2.0 percent p.a. more than passive man-
agement, after fees. The value added is broken down as 2.3 percent p.a. 
from security selection and –0.3 percent from asset allocation timing. 
The trust does not engage in tactical asset allocation; the asset alloca-
tion timing represents the deviation of the actual fund’s asset allocation 
against the strategic asset allocation, which is tolerated under the trust’s 
rebalancing policy. Rebalancing sometimes generates a positive return 
and sometimes a negative return, but is not expected to be significant in 
the long term. More recently, the value added from active management 
has declined. This decline should prompt the trustees to investigate the 
reasons. Some issues to be addressed are: Is the confidence in the ac-
tive managers still present? Has something changed with the managers’ 
processes? Are the return outcomes within the typical variation expect-
ed when the active managers were hired?

tabLe 16.1 Charitable Trust Performance Report, Year Ended September 31, 2012

Investment	Performance Quarter
Year	to	
Date

Since	Inception	
(May	1,	2003)

(% p.a.)

Nominal fund return 1.0% 5.0% 12.0% (1)

Benchmark fund return 0.6% 3.5% 10.0% (2)

Expected nominal return 8.0% 8.0% (3)

Excess return –3.0% 4.0% (4)

Spending	rate

Expected spending rate 3.5% 3.0% (5)

Actual spending rate 3.7% 2.8% (6)

Active	management

Value added (1–2) 0.4% 1.5% 2.0% (7)

Attribution

Asset allocation timing 0.2% 0.2% –0.3% (8)

Security selection 0.2% 1.3% 2.3% (9)
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asset class Level

At the asset class level, the aggregate performance of all strategies within 
that asset class is measured. For example, if a multiple‐manager structure 
is employed within an asset class, the returns across all managers in the 
structure are aggregated and compared to the appropriate benchmark in-
dex and peer universe. For instance, international equities strategies are 
usually evaluated against the MSCI World Index (excluding the domestic 
country if there is a separate domestic equities allocation) while U.S. equi-
ties strategies are usually compared against the S&P 500 or Russell 1000 
index returns.

If balanced fund managers are used, then the performance evaluation 
would be against the manager’s benchmark return, which is usually the 
same as the fund’s strategic asset allocation benchmark.

Tables 16.2 and 16.3 show a typical performance summary at the asset 
class level. The examples assume a specialist manager structure is employed. 
Table 16.2 provides a summary of the asset values by manager and asset 
class. In the sample report, Manager C manages two specialty mandates: one 
for international fixed income and one for international equities. Manager 
B also manages two mandates: domestic equities and global real estate. The 
fund’s actual allocation across asset classes against the policy portfolio is 
shown in the last two rows. The actual allocation is close to the policy 
benchmark, indicating no need to rebalance the portfolio.

Table 16.3 shows a performance summary of each asset class, and man-
agers within each asset class, against the relevant benchmarks. The asset 

tabLe 16.2 Summary of Manager and Asset Class Allocation, September 31, 2012

Domestic	
Equities

Interna
tional	

Equities

Domestic	
Fixed	

Income

Interna
tional	
Fixed	

Income

Global	
Real	

Estate
Domestic	

Cash
Manager	

Total

Manager A 8.3% 4.6% 37.5% 50.4%

Manager B 2.8% 5.3% 8.0%

Manager C 16.1% 7.8% 23.9%

Manager D 17.7% 17.7%

Asset class 
total 11.0% 33.8% 4.6% 7.8% 5.3% 37.5% 100.0%

Strategic 
asset 
allocation 12.0% 32.9% 4.2% 8.6% 5.2% 37.2% 100.0%
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class benchmarks should match those chosen when the asset allocation pol-
icy was established.

manager Level

Active managers are hired in the expectation they will generate superior 
returns above a simple, passive index. However, active managers will not 
always beat their benchmark. Temporary periods of underperformance 
should be expected. Good reporting, at the manager level, should help an 
investor identify the cause of underperformance, and address issues such as 
whether: it is due to a change in the manager’s investment process? It is due 
to the manager’s investment style? Whether the performance is typical vari-
ation, expected when the manager was hired?

The following areas should be addressed:

■■ How the manager’s expected value‐add (alpha) and active risk (tracking 
error) compares to expectations

■■ How the manager’s style has drifted over time
■■ How the manager compares to other managers of similar investment 
style

Figure 16.2 addresses all three areas, while Figures 16.3 and 16.4 deal 
with the second and third areas, respectively.

Relative Performance expectations Figure 16.2 provides a comprehensive way 
to monitor the risks in active strategies.

Manager D is a market‐oriented international equities manager expect-
ed to outperform the MSCI World Index by 1 percent p.a. over the long 
term with 2 percent tracking error. This means that Manager D is expected 
to outperform the index by 1 percent p.a. and underperform the index in  
40 percent of quarters, 31 percent of calendar years, and 20 percent of 
three‐year periods.

Panels B, C, and D show the manager’s excess returns, tracking error, 
and information ratio (excess returns relative to tracking error). In panel B, 
the dotted line is the expected value added, of 1 percent p.a., and the black 
line is the rolling annualized value added.

Panel C shows the manager tracking error, the amount of benchmark 
relative risk, produced over rolling annual periods. The manager’s tracking 
error has been below expectations, of 2 percent p.a. over 2009 through 
2011. However, in the past year, tracking error has risen dramatically and 
been close to 6 percent p.a.
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Panel D shows the information ratio—the ratio of excess returns to 
tracking error. Over rolling annual periods, the information ratio has been 
very high over the 2009 to 2011 periods, relative to an expectation of 0.5. 
Excess returns were well above benchmark, and tracking error risk very 
low. However, given both the decline in excess returns and the remarkable 
increase in tracking error, the information ratio has plummeted.

The significant rise in tracking error should be cause for concern, de-
spite the excess returns being well within reasonable expectations.

Further investigation would be warranted. Some issues that would be 
addressed are: Has the manager’s style drifted over time, and how has the 
manager performed relative to other similar managers in the universe?

style Drift
Figure 16.3 shows Manager D’s style relative to the index, the MSCI World 
Index. The center of the figure represents the MSCI World Index. The MSCI 
style indexes, value, and growth, are marked by the solid black circles. The 
manager’s style and capitalization bias is shown for each quarter from 
December 2009 to September 2012 by the black dots linked by the gray line. 
Manager D’s portfolio has shown significant size drift over that period, from 
being in line with the benchmark to having a significant small‐capitalization 
bias.

The drift toward smaller‐capitalization stocks partly explains the sig-
nificant increase in tracking error risk observed in the past year. This shift 
should be cause for concern, as the manager no longer suits the asset class 

MSCI Value MSCI Growth 

December 2009 

September 2012

Growth Value 

Large Cap 

Small Cap 

figuRe  16.3 Style over Time; Period to September 31, 2012
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strategy for which he or she was employed. Further discussions with the 
manager would help in understanding the reasons for the drift.

Peer-Relative comparison
Figure 16.4 compares the manager’s performance to the peer universe of 
market‐oriented international equities managers.

The figure shows the universe of peer managers over one, two, and three 
years, in annualized performance. The number of managers in the universe 
is shown and includes 120 in the one‐year performance numbers, 100 in 
the two‐year performance numbers, and 75 in the three‐year performance 
numbers. Over a one‐year period, Manager D produced returns in the top 
decile, although the median manager underperformed the benchmark. Over 
a two‐year period, Manager D produced returns in the bottom quartile. 
Over a three‐year period, Manager D produced returns in the top 5 percent 
of peer managers, and the median manager significantly underperformed 
the benchmark.

While the manager’s performance over three years is in the top 
5 percent and in the top decile in the past year, it has been produced 
with an excessive level of tracking error risk driven by a strong bias to 
smaller‐capitalization stocks. In other words, the peer comparison becomes 
less relevant since the manager’s performance is more likely to be due 
to smaller‐capitalization stocks outperforming than due to the manager’s 
stock selection capabilities.

issues with Peer universes
The example with Manager D illustrates some limitations of the use of peer 
universe comparative performance. While peer manager universes are a use-
ful part of the manager evaluation process, they can be dangerous when 
used for investment decision‐making purposes. Some reasons are provided 
next.

■■ Peer universes tend to differ across various data providers. It is possible 
that an investor’s manager may be above the median manager in one 
peer universe but below the median in another.

■■ The benchmark is investable, the median manager is not. The median 
manager is only known after the fact.

■■ Peer universes will display a survivorship bias over time. Persistently 
poor managers tend to terminate their businesses and will be removed 
from peer universes. Better managers will remain resulting in an upward 
bias in the median manager’s return. A good manager will struggle to 
beat this upward bias and could be unjustifiably fired if compared to the 
median manager’s performance over time.



Review and Monitoring 235

Similar care should be adhered to when undertaking total fund per-
formance comparisons. Many investors compare their total fund perform-
ance to the total fund performance of other investors. Such comparisons 
may encourage investors to chase the strategic asset allocation of peer funds, 
based on their past performance. The costs of performance chasing behavior 
are twofold: the opportunity cost of the investor’s original strategic asset 
allocation, and the transaction costs of changing the portfolio. Maintaining 
the investor’s initial strategic asset allocation is often the best course of ac-
tion, as it is the most suitable to meet the investor’s objectives.

concLusion

Performance evaluation is essential to the review process and for manag-
ing and monitoring risk. Good performance reporting helps the investor 
highlight where any performance issues exist. Performance reports should 
identify investment strategies that add value and assist the investor in taking 
appropriate action on strategies that subtract value. The end result should 
be to improve the quality and effectiveness of investment decisions taken by 
the investor.
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Chapter 17
Case Study 1—Defined 

Benefit plan

BaCkgrounD

A corporate pension plan, Sky Pension Plan (SPP), has suffered significant 
losses in the value of plan assets over the past five years. The previous trus-
tees had unwisely chosen to invest in commercial and residential real estate 
near corporate headquarters. Market conditions have proved to be difficult, 
and the value of land and buildings has suffered significant losses while the 
economic downturn has resulted in the termination of several key tenants. 
As a result, the real estate portfolio has suffered significant impairment, with 
more than half of the properties remaining untenanted.

The funding ratio of the plan—the value of assets to actuarial liabilities—
has fallen to around 65 percent. The trustees have been replaced.

FinanCial poSition anD aCtuarial Valuation

The current financial position of the plan is shown in Table 17.1.

taBle 17.1 Portfolio Composition of Sky Pension Plan ($ ’000s) as of June 30, 2012

Investments

Commercial real estate 126,000

Residential real estate 62,000

U.S. listed equities 5,000

TOTAL ASSETS 194,000

Less term liabilities 12,000

Net assets available to pay benefits $182,000
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taBle 17.2 Actuarial Assumptions

Discount rate Expected return of the plan, less tax and investment fees

Salary increases 3.5% p.a.

Administration expenses 0.5% of salaries

Retirement age 67

Employer contributions 12% of members’ salaries per annum (p.a.), plus an 
extra 10% of salaries p.a. to June 30, 2016

Demographic statistics

Contributing members:
Number
Average age
Average salary
Average membership

1,800
48
$90,500 p.a.
16 years

Retirees:
Number
Average age
Average pension

1,700
69 years
$16,000 p.a.

The fund’s actuary has provided preliminary actuarial valuations and 
assumptions current as of June 30, 2012.

actuarial assumptions

A summary of the actuary’s assumptions is shown in Table 17.2.

Funding ratio

The funding ratio (FR) is the value of assets divided by the value of past 
service liabilities (PSL). The fund is in past service deficit when assets are less 
than the value of past service liabilities.

As of June 30, 2012, the funding ratio of SPP was as follows:

Past service liabilities $280m

Assets $182m

Funding ratio 65%
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engaging an inVeStment aDViSor

The SPP does not currently have an investment advisor. The new chair de-
cides that an investment advisor could assist the plan on three fronts:

 1. To review the current asset portfolio and recommend changes to its 
composition

 2. To assist the plan with the transition of assets, if necessary
 3. To design the portfolio structure and assist with the selection of manag-

ers for the plan

The chair drafts the questionnaire and sends it out to several well‐
known and respected investment consulting firms.

They short‐list three candidate firms and conduct interviews before 
making the final selection. They finally choose to engage the services of 
Walden Associates. The advisor meets with the trustees of the plan and 
agrees to this work plan:

■■ Define appropriate investment objectives.
■■ Formulate an appropriate asset allocation strategy.
■■ Design an appropriate investment management structure.
■■ Select investment managers and products.
■■ Negotiate contracts, mandates, and investment guidelines.

inVeStment oBjeCtiVeS

The first observation by Walden Associates is the lack of formal documen-
tation of the investment objectives, investment policies, and asset alloca-
tion policy. They suggest the trustees embody the plan’s investment policy 
in a formal document: the statement of investment policies and objectives 
(SIPO). A SIPO is presented for discussion with the  trustees.

The trustees meet to discuss the proposed SIPO. The main area of focus 
is the investment objectives section, given the plan’s poor funding status. The 
trustees wish to return the plan to full funding in the next five years. How 
much risk is the plan and corporate sponsor willing to accept in achieving 
this goal? In consultation with employer corporate, the trustees decide on 
two key metrics:

 1. The funding ratio would not fall below a target level by more than a 
certain chance (to be determined with the asset–liability study) in five 
years’ time.
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     SkY penSion plan   

 Statement of investment policies and objectives  

 investment objectives 

 The objective of the Plan is to achieve an expected Funding Ratio (FR) 
of 100 percent in fi ve years by maximizing expected return, subject to 
the following constraints: 

■■    No more than a  [X]  percent chance of a loss in any one year. 
■■    No more than a 5 percent chance the FR will be less than  [Y ]  percent 
in fi ve years’ time.     

 investment policies   

   1.  The long‐term investment strategy for the Plan is determined by 
the trustees. 

   2.  The expected returns will be maximized for the level of risk taken. 
   3.  A suitable level of diversifi cation is maintained across and within 

the chosen asset classes for the Plan. 
   4.  The investment strategy, investment structure, and implementa-

tion aspects of the Plan will be reviewed as needed, but no less 
than every three years.   

   2.  The asset returns should not be negative by more than a certain chance 
(to be determined with the asset–liability study) in any year.   

 The fi rst objective is to limit the cumulative shortfall to the employer. 
The second objective is to limit the volatility of employer contributions in 
any year. 

 The trustees then instruct Walden Associates to undertake an 
asset–liability study to assess the potential investment strategies the plan 
employs and enable the trustees to establish the parameters of the invest-
ment objectives (as outlined in the SIPO).   

 aSSet alloCation StrategY 

 The advisor undertakes an asset–liability study for the plan. Next we sum-
marize the key elements of that review.  
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   asset allocation policy 

 The Plan’s allocations to the invested asset classes must be maintained 
within the ranges as below. 

  Indicative Only 

Asset Class Benchmark    Policy   %   Range   %  

U.S. Equities     20 17–23 

International Equities   20 17–23 

■Total Growth Assets■■■■ ■40■■ ■34–46■■

U.S. Fixed Income   30 27–33 

International Fixed 
Income   

30 27–33 

■Total Income Assets■■■■ ■60■■ ■54–66■■

 investment assumptions 

 Walden Associates’ assumptions for expected returns and volatilities for 
various asset classes and infl ation are summarized in Table  17.3  .    

 Candidate portfolios 

 Based on the investment assumptions, the advisor identifi es possible effi cient 
port folios for the trustees’ consideration. The advisor produces nine  effi cient 

 taBle 17.3     Investment Assumptions     

Asset Class   
Expected Return 

(p.a.) 
Standard Deviation 

(p.a.) 

U.S. equities     8.5% 17.0% 

International equities   8.5% 16.0% 

U.S. fi xed income   6.0% 4.5% 

International fi xed income (hedged)   6.0% 4.5% 

U.S. cash   4.0% 2.0% 
Infl ation   2.5% 1.0% 
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candidate portfolios (see Table 17.4). The key determinant of risk and re-
turn is the proportion of growth assets.

The set of efficient portfolios in Table 17.4 is also shown in Figure 17.1.

asset–liability modeling

Asset–liability modeling is a method for analyzing uncertainty and interac-
tions between the Plan’s assets and liabilities.

The first step in the advisor’s analysis was to determine whether the 
candidate portfolios could achieve the plan’s desired investment objective. If 
this was not possible, then the trustees may need to revise the Plan’s invest-
ment objectives. The advisor’s analysis is presented in Figures 17.2, 17.3 
and 17.4.

In Figure 17.2, the results of the asset–liability modelling quantified the 
time it would take to achieve full funding for each of the candidate portfo-
lios. Riskier portfolios are expected to reach full funding in a shorter time 
period. Only three portfolios allow the proposed investment objective to be 
achieved. Those portfolios are G, H, and I, with 80 percent, 90 percent, and 
100 percent growth assets, respectively.

The second step was to determine whether any of the candidate port-
folios that achieve the investment objective, also meets the proposed invest-
ment constraints.
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The chances of the candidate portfolios producing a loss in any year 
are shown in Figure 17.3. The purpose of the investment constraint is to 
limit the volatility of the employer’s contribution in any year. The trustees 
discuss the results of the asset–liability modelling with the employer, and the 
employer advises that they would be uncomfortable with a loss happening 
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more than once every seven years (14 percent chance). Only portfolios A 
through D would meet the investment constraint.

Figure 17.4 shows the distribution of the funding ratio (FR) after five 
years from June 30, 2012 (i.e., June 30, 2017).

The figure shows percentiles of the funding ratio (5 percent, 25 percent, 
50 percent, 75 percent, and 95 percent). The 5th percentile represents 
5 percent of the highest possible outcomes; the 25th percentile represents 
25 percent of the highest possible outcomes, and so on.

The median funding ratio increases with the riskiness of the portfolio 
and the spread of possible funding ratios increases with riskiness of the 
portfolio.

The proposed investment constraint is that there be no more than a 
5 percent chance that the funding ratio will be less than a specified amount 
in five years’ time. The 5th percentile of funding ratios falls from 82 percent 
with portfolio A to 66 percent with portfolio I.

Suitable portfolios

The advisor and trustees discuss the results of the asset–liability study. In 
consultation with the employer, the trustees express a desire that there be no 
more than a 5 percent chance that the funding ratio will fall below 75 percent 
in five years’ time. As a result, portfolios A through F are candidates.

The only portfolios that can be expected to achieve a funding ratio of 
100 percent in five years’ time are G, H and I. The advisor also suggests 
that, based on the experience with similar funds, there be no more than a 
15 percent chance of a loss in any one year. This makes portfolios A through 
D candidates for consideration.

Based on the asset–liability modeling, none of the candidate portfolios 
can meet the investment objectives and the investment constraints. Further 
discussion with the trustees reveals that they are unwilling to take on any 
further risk to achieve the objective of being fully funded in five years. The 
objective is revised to achieve full funding in six years.

Portfolios C and D are suitable portfolios that would meet the invest-
ment objectives and the investment constraints. Portfolio D is expected to 
achieve full funding the quickest, after 5.7 years. It is also the portfolio with 
the highest expected funding ratio after five years, of 95 percent.

The advisor recommends that the plan adopt portfolio D. Should the 
trustees be more sensitive to risk, they may choose portfolio C or amend the 
constraints.

The trustees choose portfolio D. Walden Associates continue their as-
signment with the plan by developing an investment management structure, 
selecting managers and transitioning the plan assets.
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Chapter 18
Case Study 2—DC Member 

Investment Choice Fund

Mr. Beech is chairman of Capital Motors Pension Plan (CMPP). 
CMPP is a defined contribution (DC) plan, established with the 

principal objective of providing members with benefits on retirement 
from Capital Motors. The plan caters to all current employees and re-
tirees of Capital Motors, and membership is compulsory. There are 
five trustees of the plan, and the trustees decide the suitable invest-
ment strategy options from which the members can choose for their 
retirement accounts.

plan CharaCterIStICS

Some key characteristics of the plan are shown in Table 18.1.
The total allocation to growth assets of the growth option, is 60 percent, 

with a strong bias to domestic asset classes. The global real estate portfolio 
is largely publicly listed real estate investment trusts.

table 18.1 Asset Allocation

Asset Class
Balanced
Option

Growth
Option

Growth Assets

Domestic equities 25% 35%

Global equities 10% 20%

Domestic real estate 5% 5%

(Continued )
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As shown in Table 18.2, the demographic profile of the plan’s member-
ship shows that more than half of the members are younger than 40 years 
old. About 10 percent of the members are retirees.

The contribution rates are as shown:

 ■ Employee contribution rate, 9 percent of salary
 ■ Employer contribution rate, 15 percent of salary

The fund assets total $154 million.

Asset Class
Balanced
Option

Growth
Option

Income Assets

Domestic fixed income 45% 30%

Global fixed income 10% 5%

Domestic cash 5% 5%

Total 100% 100%

Risk–Return Characteristics

Expected return (% p.a.) 6.1% 7.0%

Volatility (% p.a.) 7.1% 10.8%

table 18.2 Demographic Profile

Age Percentage

20–29 34%

30–39 24%

40–49 14%

50–59 11%

60–69 9%

70–79 4%

80–89 2%

Total 100%

table 18.1 (Continued)
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revIew oF the plan

Mr. Beech undertakes five yearly reviews of the plan. Various aspects are cov-
ered, including the plan design, investment strategy, manager structure, and fees 
arrangement. The trustees enlist the services of an actuarial firm, Hayes & Bane, 
for the review. Hayes & Bane outlines the order of the review in four parts:

 1. Investment objectives
 2. Fund design
 3. Investment strategy
 4. Manager structure

InveStMent objeCtIveS

Hayes & Bane reviews the investment objectives of CMPP. The firm notes 
that the trustees must consider the purpose of the fund and consider the 
trade-off between risk and return when setting investment objectives.

purpose of the Fund

The purpose of the CMPP is to provide retirement funds for the members 
of the company. The aim is to build capital so that, at retirement, it is large 
enough to generate a sufficient level of income during retirement. The mem-
bers currently determine a sufficient level of income by selecting from a pre-
set range of investment options. The trustees provide financial education to 
the members to assist them in the selection of a suitable investment option.

risk–return trade-off

In developing a strategic asset allocation, Hayes & Bane suggests the trus-
tees’ focus on the long term. The key issues that need to be considered in 
developing a strategic asset allocation are:

 ■ Providing a sufficiently broad range of investment options to cater for 
different investors’ risk tolerances

 ■ Evaluating investments on their long-term investment characteristics
 ■ Educating members to choose an appropriate investment option and 
accept an appropriate level of investment risk

 ■ Ensuring the investment options provide the highest expected return for 
the investment risk assumed

While the trustees’ focus may be on long-term investment charac-
teristics, members sometimes assess investment outcomes on a different 
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basis (i.e., in relation to cash held on bank deposit, or in relation to other 
investment funds that are not intended for retirement purposes). The 
strategic asset allocations that are provided for each investment option 
should also consider the members’ potential behavior. Members tend to 
be quick to switch options in response to short-term investment perform-
ance rather than switching options due to a change in their personal 
financial circumstances. An appropriate strategic asset allocation should 
seek to balance the long-term and short-term objectives and strategies of 
members.

Stating Investment objectives

Investment objectives should always be related to the purpose of the fund. 
In retirement funds, the primary aim is usually to build a capital sum at 
retirement that is large enough to provide an income stream which replaces 
the member’s pre-retirement earnings.

Hayes & Bane suggests that the relevant performance objective is ap-
propriately defined in terms of a target return relative to inflation. The cur-
rent return objectives are stated above the domestic cash rate. Hayes & 
Bane estimates the long-term domestic cash return to be 4 percent per an-
num (p.a.) and the inflation rate to be 2 percent p.a. For example, for the 
growth option, Hayes & Bane suggests restating the return objective from 
cash return plus 3.0 percent p.a. to inflation rate plus 5.0 percent p.a.

Risk is usually thought of as the chance of experiencing a negative 
return over some time period. Since Hayes & Bane recommend the invest-
ment return objective be stated in terms of a target above inflation, and 
risk could be stated in terms of the probability of underperforming infla-
tion, or as the chance of experiencing a negative return. The current risk 
objective is stated in terms of volatility of return. Hayes & Bane suggests 
expressing risk as the probability of a negative return, as this is easier for 
members to understand.

FunD DeSIgn

Providing a range of investment options must cater for the different in-
vestment needs of members. Members will differ in terms of their years 
to retirement, tolerance for risk, and level of financial security, which will 
affect their investment strategy. The range of choices will allow members 
to better match their investment strategy with their personal investment 
needs.

Hayes & Bane notes that member investment choice has rapidly be-
come the norm for defined contribution funds in many parts of the world.  
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In reviewing the investment options provided by CMPP, the actuarial firm 
notes that some guidance for the design of the defined contribution funds 
is provided by the laws of various jurisdictions. In particular, the firm re-
views the relevant pension and retirement laws of the United States, United 
Kingdom, and Australia.

Design Issues

From the review of the legislation, Hayes & Bane conclude that the following 
issues are most relevant for the design of member investment choice options:

 ■ A sufficient differentiation in the choices provided
 ■ Whether the available choices benefit a significant proportion of mem-
bers

 ■ Whether financial planners are employed by members in deciding the 
appropriate choice

 ■ The administrative and cost implications of maintaining the range of 
choices

Hayes & Bane also highlights several risks in a member investment 
choice (MIC) plan.

 ■ Switching frequency. With investment options, members are unable to 
select individual securities, but they may make asset class timing deci-
sions by switching between investment options. Allowing members to 
transfer between options is a double-edged sword. Transferability has 
the benefit of allowing members to alter their investment strategy in 
response to changes in personal circumstances. However, it also al-
lows members to engage in market timing activities. Unless members 
possess skill at this activity, it is likely to be detrimental to their invest-
ment outcomes.

 ■ Tendency for investment strategy to be too conservative. Individual 
members have systematically displayed a tendency to hold portfolios 
with too little investment risk, resulting in low returns over time. This 
investment behavior denies members the long-term benefits of more 
equity-like investment portfolios and the higher returns that can be pro-
duced over the long term. In other words, the amount of capital avail-
able to a member in retirement can be significantly affected by holding 
an asset mix that is too conservative.

 ■ Number of investment options. In making investment portfolio choic-
es, individuals tend to make poor investment choices when faced with 
too many options. In many cases, investors may make no choice at all.  
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It is typical for four out of five members to hold the default investment 
option. The default option is the asset mix when no choice is made. In 
addition, the greater the number of investment options, the greater the 
complexity to administer and the higher the investment costs tend to be.

Forms of Investment options

Hayes & Bane reviews the nature and type of fund options available to mem-
bers. The actuarial firm considers two possible types of options for the plan:

 ■ A fixed number of options 
 ■ An age-based option

Fixed number of options The plan currently provides two fixed options to 
members. Hayes & Bane suggests four options rather than two to address 
some of the design issues discussed previously. Some reasons follow:

 ■ Four options provide members with a wide enough spread of possible 
risk-return choices to cater for a range of risk tolerances. Four rather 
than five options can help avoid the automatic tendency for individuals 
to choose the middle option, a common approach used when members 
are faced with choice.

 ■ The choices are sufficiently differentiated and the number of options 
small enough to make choosing an investment option straightforward.

age-based options An age-based option automatically adjusts each member’s 
asset mix over time. As a chosen target date approaches, the asset mix auto-
matically becomes more conservative. When the target date is reached, the 
conservative asset mix is maintained. Age-based options have the advantage 
of being simple and providing investment discipline. The automatic change 
in the asset mix can counter the tendency for individuals to switch between 
options too frequently and potentially engage in market timing activities 
that may negatively impact investment outcomes. The disdvantage of aged-
based options is the assumption that risk tolerance reduces with age. This 
may be true for some members but not all.

hayes & bane’s recommendation on Investment Choice Actuarial firm Hayes & 
Bane recommends that CMPP consider four investment options with dis-
tinctive risk and return characteristics as follows:

 1. Low risk. A portfolio comprised of lower‐risk assets. The objective is to 
achieve returns that moderately exceed those of  Treasury bills over the 
long term while providing capital preservation over the short term.
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 2. Moderate risk. A portfolio of broadly diversified equities and bonds. 
The option would suit members with a low tolerance for risk.

 3. Balanced risk. A portfolio of broadly diversified equities and bonds 
with an emphasis on equities. The option would suit a risk-tolerant 
member with a focus on achieving returns.

 4. High risk. A portfolio with high exposure to equities. This option would 
suit members seeking higher expected returns with a high tolerance for risk.

The default option would be the balanced risk option, suitable for the 
average member of the fund.

Hayes & Bane also suggests that CMPP allow a regular switching 
option, say semiannually or at most annually. The time frame allows mem-
bers to adjust their portfolios to suit their circumstances without allowing 
members to engage in market timing.

InveStMent Strategy

Hayes & Bane produces several candidate portfolios with varying asset al-
locations that range from low growth to high growth. The four portfolios 
chosen match those just recommended and include one alternative asset 
class—nondirectional hedge funds.

asset allocation

Hayes & Bane calculates various risk metrics for each option, as shown in 
Table 18.3. These metrics involve the probability and extent of loss over 
various periods.

The risk and return characteristics for these portfolios and the risk 
measures are consistent with the broad descriptions of the portfolios recom-
mended previously. Hedge funds are included as they diversify traditional 
asset classes and are reasonably liquid. Private equity would not be suitable 
for a plan that allows a six‐monthly switching option.

For the purposes of inclusion in CMPP’s statement of investment 
policies and objectives, these statements of the return and risk parameters 
for each option are suggested:

 ■ Low risk option. Expected to return 2.9 percent p.a. above inflation 
over the long term with no more than a 2 percent chance of a negative 
real return over rolling five‐year periods.

 ■ Moderate risk option. Expected to return no less than 4.0 percent p.a. 
above inflation over the long term with no more than a 9 percent chance 
of a negative real return over rolling five‐year periods.
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 ■ Balanced risk option. Expected to return no less than 5.0 percent p.a. 
above inflation over the long term with no more than a 13 percent 
chance of a negative real return over rolling five‐year periods.

 ■ High risk option. Expected to return no less than 6.0 percent p.a. above 
inflation over the long term with no more than a 17 percent chance of a 
negative real return over rolling five‐year periods.

table 18.3 Candidate Portfolios and Risk–Return Characteristics

Asset Classes Low Risk
Moderate 

Risk
Balanced 

Risk High Risk

Global equities 10% 35% 60% 85%

Global fixed income 45% 55% 30% 5%

Cash 45% 0% 0% 0%

Total traditional assets 100% 90% 90% 90%

Hedge funds  
(nondirectional) 0% 10% 10% 10%

Total alternative assets 0% 10% 10% 10%

         

Characteristics        

Nominal expected  
return 

4.9% 6.3% 7.2% 8.1%

Nominal standard  
deviation 

2.9% 6.9% 10.4% 14.1%

Real expected return 2.9% 4.3% 5.2% 6.1%

Real standard deviation 3.1% 7.0% 10.5% 14.2%

Probability of a Nominal 
Loss

One year (%) 5 18 24 28

Five years (%) Negligible 2 6 10

Probability of a Real Loss

One year (%) 17 27 31 33

Five years (%) 2 9 13 17



Case Study 2—DC Member Investment Choice Fund 255

asset Class Structure

The asset class structure recommended for both equities and bonds is a 
globally diversified allocation according to market capitalization weights. 
The reasons for this recommendation are listed next.

 ■ The plan is defined contribution, and, therefore, meeting the liabili-
ties rests with the members. Domestic equities are not necessarily 
the best match for those liabilities. Equities are generally held not 
because they match liabilities but rather because they provide high 
long‐term, real returns.

 ■ The starting point should be to invest in all equities and then consider 
biasing the portfolio to the home market based on taxation, cost, or 
legal reasons. For CMPP, none of these reasons applies. Any concerns 
about currency exposure can be dealt with by hedging this risk.

 ■ A global fixed income allocation should also be considered, as there is 
no need to match the liabilities with domestic bonds. A global alloca-
tion has some advantages over domestic markets: better diversification 
by country and issues, better credit opportunities, and a potentially less 
volatile portfolio than with domestic bonds only.

The trustees accept the recommendation and turn to issues regarding 
manager structure.

Manager StruCture

Hayes & Bane reviews the manager structure of CMPP. The trustees of 
CMPP have asked the actuarial firm to start with a clean sheet of paper 
when approaching their review. As such, the firm approaches the review in 
two parts: implementation model and manager structure options.

Implementation Model

Hayes & Bane advises the trustees that there is a range of possible ways 
CMPP could operate its investment management program. At one end, the 
trustees could be involved in selecting individual securities. At the other 
end, the investment management program, including the selection of invest-
ment managers, could be completely outsourced to a third‐party provider. 
In between these extremes, CMPP could engage professional fund managers 
with the advice of a professional investment advisor or engage a balanced 
fund manager to be responsible for every asset class (a do-it-yourself model).
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The trustees, after much discussion and debate, decide to employ a 
do‐it‐yourself model.

Manager Structure options

global equities Hayes & Bane suggests that CMPP actively manage the glo-
bal equities allocation. The actuarial firm believes that specialist managers 
can provide better value added than generalist managers. A combination of 
specialist managers diversified across style and investment process is recom-
mended because it provides a better risk–return trade‐off. Hayes & Bane 
outlines several possible equity manager structures for CMPP.

 ■ Regional. This structure aims to capture alpha potential of a range of 
regional specialists across investment styles. The number of managers 
required ranges from 8 to 12 managers, assuming two or three manag-
ers (either a value/growth structure or a value/market‐oriented/growth 
structure) for each region (United States, United Kingdom/Europe, 
Japan, and Pacific Basin).

 ■ U.S./non‐U.S. This structure retains specialization in the United States, 
the largest stock market, and allows some alpha potential within the 
non‐U.S. sector selection and cross‐country stock selection. However, 
it sacrifices regional manager specialization in the United Kingdom/
Europe and Asia-Pacific. The minimum number of managers required 
ranges from four to six, assuming two or three managers (either a value/
growth structure or a value/market‐oriented/growth structure) for the 
U.S. and non‐U.S. components. More managers would be required if 
small‐capitalization specialists are considered.

 ■ Global. Global equity managers are only considered. This option 
takes advantage of alpha potential from global sector selection and 
cross‐country stock selection but lacks regional U.S. specialization. 
To manage the tracking error, an enhanced index or pure index (pas-
sive) manager could be added. The allocation between index and  
global equity managers would determine the overall tracking error. 
The number of managers required range would be a minimum of three 
to four, assuming two or three global managers (either a value/growth 
structure or a value/market‐oriented/growth structure) and one index 
manager.

The trustees discuss the various manager structure options with Hayes 
& Bane. The trustees decide that they would like to restructure the mem-
ber investment choice options to the four recommended by Hayes & Bane. 
They expect that around $70 million is the likely average allocation to 
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global equities based on past member choices with similar structures. The 
trustees opt for a two‐manager global equity structure (value and growth) plus  
enhanced index manager option. The enhanced index manager would be the 
“market‐oriented” manager substitute and also allow the trustees to control 
the overall tracking error. This manager structure is manageable, given the 
small asset base and limited number of managers in the structure.

global Fixed Income

Hayes & Bane suggests that CMPP actively manage the global fixed income 
allocation. The actuarial firm believes that a broad‐market manager, which 
invests in all securities within the index and retains responsibility for the 
sector allocation of the portfolio, is preferred to specialist managers, who 
focus on a specific sector (e.g., mortgage‐backed securities or corporate 
bonds). Hayes & Bane believes that a good broad‐market manager has the 
ability to add value from sector rotation (e.g., from Treasuries to corporate 
bonds) while also retaining the ability to add alpha from security selection. 
Hayes & Banes’s research shows that broad‐market managers have 
differential skills in various market segments, such as mortgage‐backed 
securities, corporate securities, and Treasuries. The firm recommends a 
two‐ or three‐manager structure to obtain the benefits of diversification 
across managers.

The trustees weigh the benefits from manager diversification with the 
costs of splitting money between managers and the resulting increase in the 
average manager’s fee as well as a more operationally complex manager 
structure. The trustees believe their limited expertise and time in managing 
managers under a do‐it‐yourself model means their resources are better spent 
actively managing the global equities structure. The trustees therefore opt for 
a passive allocation to global fixed income.

Manager Selection process

Hayes & Bane provides the trustees with a short list of suitable global eq-
uity managers for the trustees to choose from. The trustees send requests 
for proposals (RFPs) to each of the short‐listed managers. Hayes & Bane 
collates the responses, and the trustees conduct final interviews with each 
manager. An evaluation matrix of all managers within the chosen styles—
growth, value, and enhanced index—is produced in arriving at the final 
manager selection. An example evaluation matrix for the value managers is 
provided in Table 18.4.

Each manager is evaluated against a number of criteria. These 
criteria mirror the sections in the questionnaires provided to each manager. 
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An overall score is obtained by weighting the responses by the impor-
tance to the CMPP. The trustees choose Manager A as the clear favorite 
in terms of fit with the fund and the importance of the criteria to CMPP. A  
similar evaluation approach is conducted for the growth and enhanced in-
dex managers. A more condensed version of the evaluation is conducted for 
the passive global fixed income manager, where only compliance, fees, and 
reporting and service criteria are deemed relevant.

next Steps

The trustees of CMPP move to the execution of their chosen investment 
strategy, and the firm of Hayes & Bane is retained to undertake this activity.

table 18.4 Value Managers’ Evaluation Matrix

Criteria Manager A Manager B Manager C Importance

Investment 
philosophy and 
process

3 2 3 High

Funds and client 
base

2 3 2 Moderate

Staff 3 2 2 High

Past performance 3 3 2 Low

Compliance 3 3 3 Moderate

Fees 3 2 1 Moderate

Reporting and 
service

3 1 2 High

Organizational 
stability

3 2 2 High

Weighted total 2.9 2.1 2.2

Rating scale

3 = Exceptional

2 = Good

1 = Average

0 = Poor
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