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and where he or she may be underperforming. The process of scrutinizing
investment returns to determine where the investment manager has done well
and where he or she has not done well is known as attribution analysis.

A major advantage of balanced mandates is that they often attract lower
management fees than a series of specialist mandates for a fund of the same
size. For small to medium funds, the fee differential can be significant. Even
greater economies are achievable if the investor is willing to pool the fund’s
investment with others. This will only work if the benchmark asset allocation
and risk profile of the pooled vehicle is the same or very similar to that of the
fund. Thorough checking is of course required to ascertain that this really is the
case. If the asset allocation does not precisely match the fund’s requirements,
the ‘gap’ often can be filled using derivative instruments.

Most medium to large funds engage separate investment managers for asset
allocation and the management of individual asset classes. The advantages of
this are that:

The fund manager can choose investment managers who have particular
expertise in asset allocation, and management of individual asset classes such
as equities, bonds and so on, thus increasing the likelihood of superior
overall returns.

The level of manager risk is much reduced, as no single manager exerts a
dominant effect on the outcome of the fund.

Because each mandate is different, the value added by each manger is
unlikely to cancel out that of any other manager.

Attribution analysis is made simpler by separating asset allocation and each
specialist asset class manager.

The fund can fine-tune the mixture of active and passive management, and
quantitative and traditional management of physical assets.

For funds engaging specialist asset class managers, the choice for the fund
managers becomes whether to conduct their own short-term asset allocation,
probably with the help of their consultant, or to define an asset allocation
mandate, and hire a specialist manager with particular expertise in asset
allocation.

The asset allocation manager usually does not manage physical assets for the
fund, but simply determines the amount to be invested in each asset class. Typic-
ally, asset allocations are reviewed quarterly, with interim reviews on an
ad hoc basis following major economic or political events. The decisions thus
taken usually incorporate forecasts of returns for each asset class over the next
quarter, year and two- or three-year periods. Once the best mix of asset classes has

o
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been identified, individual asset class managers are informed of the amount they
need to invest or divest in order to implement the short-term asset allocation.

Another way of doing this is to leave the sum invested with each asset class
manager unchanged, typically at the level of the long-term benchmark asset allo-
cation, and use derivative instruments to implement short-term, tactical asset
allocation decisions. This approach has the benefit of drastically reducing the
amount of physical assets being bought and sold, noticeably reducing the regular
transaction costs of the fund and automatically improving the fund’s perfor-
mance. The advantages and disadvantages of single and multiple investment
managers, and balanced and specialist investment mandates are summarized in
Table 1.2.

The investment strategy should also specify what investments are permitted.
The range of allowable investments is sometimes referred to as the investment
universe. At its simplest, this could comprise a simple list of assets by name. The
limitation of this approach is that new assets come into existence all the time,
and the list would soon become out of date, with the consequence of imposing
unintentional constraints on the portfolios.

The investment universe is usually defined as some asset criteria, such as
listing on a recognized exchange, or membership of a defined index. It may also
impose constraints such as minimum size.

Table 1.2 How many investment managers?

Investment Mandate

Advantages

Disadvantages

Balanced - one
investment manager

Can minimize management fees
Simplifies administration

Maximizes manager risk
Evaluation and attribution of
return are difficult

Limited choice of asset classes

Balanced — multiple
investment managers

Controls manager risk
Allows comparison of manager
performance

Potential that manager styles
will cancel each other out
Evaluation and attribution of
return are difficult

Specialist investment
mandates

Allows separation of asset
allocation and security selection
Asset allocation can be conducted
by fund managers or specialist
asset allocation manager
Facilitates performance evaluation
and attribution

Investment manager styles less
likely to cancel each other out
Maximum choice and flexibility
of asset classes

High cost, especially for small
amounts under management
More administrative
complexity

o
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Closely associated with the investment universe is the specification of
permitted investment instruments. This usually details what kind of derivative
instruments can be included in the fund, and for what purpose, such as risk
control or liquidity management.

If the fund is investing outside its home country, then the investment strategy
should address how currency is to be treated. The main choices are:

to manage foreign currency exposures as part of the asset classes in which
they occur

to hedge all foreign currency exposure back to base currency

to manage foreign currency as a separate asset class.

THE INVESTMENT MANAGEMENT MANDATE

Having set the broad strategy of the fund so that asset appreciation and yield
will meet likely calls on the fund and the level of risk is acceptable, the fund
managers, usually with the help of the consultant, design the investment
management mandate or mandates.

The investment management mandate is a document describing the tasks of
the investment manager. It specifies the investment universe, the benchmark,
risk limits and return objectives, preferred investment processes and fees. It
forms the basis of the contract between the fund and the investment manager.

It is important to set the investment mandates so that they are consistent with
the fund’s strategy and will endure the rigours of implementation. Whether the
investment mandate is for a balanced portfolio or a specialist asset class, most
fund managers usually begin by stipulating the benchmark.

For balanced mandates and pure asset allocation mandates, the benchmark is
usually the fund’s long-term benchmark. For specialist asset class mandates, it
is some representation of the asset class in question, such as a recognized share
price index, such as the S&P500, although in theory the benchmark can be
anything that delivers a rate of return. In practice, the importance of which
benchmark is chosen for specialist asset class mandates dictates that it should,
as far as possible, have the following characteristics:

It should meet the investment objectives of the fund. Usually this means that

it must give a broad coverage of the market in which it will invest. In some
instances this may necessitate designing a customized benchmark.

o
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It should be investable. In other words, the securities that make up the
benchmark should be freely traded on a recognized exchange.

Derivatives are a big help. For the purposes of liquidity management and
periodic asset class reweighting, there is an enormous advantage in selecting
a benchmark on which futures contracts are traded. This is not always
possible even for domestic equities portfolios, but remains a desirable
characteristic.

Public quotation reduces ambiguity. While it is preferable to identify a bench-
mark that is quoted publicly, customized or less widely recognized bench-
marks can work well provided their components are publicly quoted. This
allows independent computation of benchmark performance by investor,
investment manager and custodian; so avoiding confusion about the relative
performance of the portfolio.

The next step is to specify some return target and a preferred risk level.
Both return and risk are usually described in relative terms, that is, the target
return is x% above the return to the benchmark; or the target risk is y% rela-
tive to the benchmark. The mandate may also set maximum acceptable levels
of relative risk and minimum acceptable returns over a given period. For
example, the maximum relative risk may be 3% per annum, with a minimum
allowed performance of 3% per annum below benchmark for any rolling
three-year period.

Investment managers always compare their own performance with that of
their rivals. This is a natural reaction when one considers how investment
managers are rewarded. To illustrate, suppose a manager has a strong view
regarding the prospects for a particular asset or group of assets. To exploit this
view he or she needs to implement a portfolio that is quite different from both
the benchmark position and those of other funds. Should his or her view prove
to be correct, the happy investor lauds him or her, and if the performance
continues, the investment manager will doubtless be rewarded with new
clients. But first it is necessary to convince the client and the market that this
was good judgement, not just good luck, and that the high returns were not
achieved at the cost of unacceptably high risk. A confident manager will not
have too much trouble achieving this, but if the portfolio is too unconven-
tional, success can depend on very good communication skills. On the other
hand, if this unconventional looking portfolio suffers underperformance, even
for a relatively short while, the costs to the investment manager can be enor-
mous because he or she is alone in delivering poor returns. The prudent
manager therefore shuns such portfolios and sticks to portfolio allocations that,
although different from the benchmark, are not radically different from other
managers. That way, everybody either gets it right together, or they get it

o
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wrong together; and the consequences for the investment manager of being
wrong are much reduced.

Alternatively, if the investment manager is not confident of delivering supe-
rior returns, he or she will ‘benchmark-hug’, that is to say, keep the portfolio
holdings close to those of the benchmark in order to avoid delivering disap-
pointing returns. For this reason, many fund managers stipulate both minimum
and maximum risk tolerances in the investment mandate.

Having arrived at this point, the fund’s managers must choose between
active and passive, or indexed management both for asset allocation and asset
class management. Active management incorporates asset return forecasts to
select assets that will deliver above average returns and investment manage-
ment mandates are usually characterized by fairly aggressive relative return
objectives and wide tolerance of relative risk. Passive, or indexed management,
on the other hand, seeks to give purely benchmark returns, but at a much
reduced cost to the investor. It does not therefore have return objectives, but
usually has very limited tolerance of relative risk.

Should risk-taking investment managers use quantitative techniques or
traditional approaches? There are no generally accepted principles for deciding
when one approach should be favoured over the other. It may be that this
decision rests on what type of management skills are available among the pool
of candidate investment managers, and which of these the fund managers feel
most comfortable with.

When specifying specialist asset class mandates, it is a good idea to ensure
that each mandate differs significantly from each of the others. The best way to
ensure this is by engaging only one manager per asset class, although this can
present other problems. Where the fund has a number of managers devoted to
the same asset class, it should take care to ensure that the mandates are distinct
and do not overlap. Similar mandates run the risk that the sources of superior
returns being exploited by one manager are diluted or even cancelled out by the
portfolio compositions of the others.

At some point during the formulation of the investment strategy, the fund’s
managers and their consultants will have formed a policy on how and when
guaranteed return and portfolio protection strategies should be employed. If it
is decided that some kind of protection against negative returns may be
required, then the fund managers must think very carefully about which kind of
protection will suit them best. The gritty details are dealt with in Chapter 5, but
the very first thing to think about is whether a pooled, balanced approach,
whereby the same manager is responsible for protection as well as management
of individual asset classes, will suffice, or whether a specialist mandate needs to
be designed to complement the rest of the fund. Basically, the yardsticks that
apply for balanced versus specialist also apply here, for example do the pooled

o
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vehicles suit the objectives of the fund? Do the economies of specialist mandates
suit those of the fund? Does the issue of manager risk warrant having separate
mandates? How long is the portfolio protection required?

Each investment management mandate will nearly always allow for a part of
the portfolio to be held in liquid assets, as new cash is allocated to the fund,
dividends are earned by it and so on. This limit should be kept very low to
ensure that the fund’s asset allocation strategy is not compromised by unin-
tended levels of low-yielding money market instruments.

MANAGER SELECTION

The next step is to select and engage investment managers. Most consultants
will have done quite a lot of the work required to prepare for this, such as
researching the pool of available investment managers. Thus the fund managers
are presented with a list of investment managers that have already been
screened for suitability for the job.

The questions that are usually posed during this process are:

How many other, similar mandates the investment manager currently
is managing?

What has been the performance of these portfolios?
What service can the investment manager provide?

What are the investment manager’s fees?

The fund manager is usually also interested to know something about the
people employed by the investment manager, such as their general level of qual-
ifications and experience, how long they have worked for that investment
manager, and what back-up is provided in the event that they leave or become ill.

The temptation of the fund manager is to focus on the investment manager’s
previous performance. This contains much less information than many people
realize because past performance by investment managers rarely provides any
indication of future performance.

The performance of investment managers changes from time to time for
several reasons:

As skilled personnel leave and are replaced by people with different strengths
and weaknesses, the relative strengths and weaknesses of the company change.
This happens very frequently and, when it does, the investment manager’s
approach changes to accommodate the new range of skills available.

o
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When senior investment staff leave the company, their replacement nearly
always instigates some modification of the investment management process.
Even if this is only a change of emphasis, it will impact on investment returns.

Investment managers also change their approaches to asset selection, either
in response to changed market or economic conditions, or because the old
strategy was no longer working.

The investment manager may simply decide that the existing approach,
although delivering acceptable results, is ready for modernization or
improvement.

Even without changing the approach to portfolio construction and invest-
ment selection, very few portfolios deliver consistent performance in all
economic environments either in absolute terms or relative to a benchmark.

When interviewing investment managers, the question the investor would
most like to pose is: “To what extent is the investment manager’s performance
due to luck, and how much to management?” There is no way to guarantee a
reliable answer to this question. Bearing in mind that, in such an uncertain
science, it is as easy to be wrong for the right reasons as right for the wrong
reasons, it is important that the investment manager’s description of his or her
approach to asset selection makes sense. Possibly one of the best ways to judge
the likely competence of an investment manager is to look for evidence of
clarity, consistency and common sense in their explanation of how they select
and manage investments, and why they do it that way.

PORTFOLIO EVALUATION

The investor needs to know not only whether the investment managers are
providing the required service, but also whether the investment strategy is actu-
ally delivering the risk and return profile it was designed to. This means that
the investor needs to think ahead to the problem of return evaluation and attri-
bution analysis. Attribution analysis is conducted at the end of the investment
period to see if the results were mainly due to luck or management, and in
particular to identify which decisions contributed to or subtracted from the
overall returns.

Many investors choose not to scrutinize good performance, focusing only on
periods when the fund is underperforming. This is a mistake. Close scrutiny of
returns, although sometimes difficult, usually rewards the effort. Superior
overall returns very often camouflage serious shortcomings in an investment
manager’s performance. For example, the investment returns may be due to

o
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EXAMPLE 1.1 Assessing the value of short-term asset allocation

Asset Class Return Achieved Long-term Short-term
Allocation Allocation
% % %
Domestic Equities 13.00 30.00 50.00
Domestic Bonds 6.00 25.00 15.00
International Equities 18.00 20.00 25.00
International Bonds 3.50 20.00 5.00
Domestic Cash 5.50 5.00 5.00
100.00 100.00
Total Return Achieved 9.98 12.35

exceptional results in one asset class, while all the other asset classes and
possibly the asset allocation are suffering. If, as often can be the case, the wins are
due to luck, when the luck runs out, as it must, the performance of the overall
fund goes from highly satisfactory to utterly dismal. Therefore asking the ques-
tion ‘why has the fund done well?” is as important as ‘why has it not done well?’

A simple example of portfolio evaluation is given in Example 1.1, where the
contribution of short-term (tactical) asset allocation is quantified. This is
achieved by comparing the return given by the short-term mix of asset classes
to that which would have been given by the long-term asset allocation. One
way to do this is to take the returns to each asset class for the period in question
and then weight them by the long-term strategic benchmark weights. If the total
return thus calculated is less than the one actually achieved, then the tactical
asset allocation has been of benefit to the fund, as illustrated in Example 1.1.

In this instance, the manager has successfully foreseen strong performance in
the domestic and international equities markets, and has exploited this view to
add 2.37% (12.35 - 9.98) to the fund’s return.

THE ROLE OF THE CUSTODIAN

The other important participant in the investment management process is the
custodian. Custodians are usually subsidiaries of very large banks. If the fund
intends to invest outside its home country (which most do, for very good
reasons), the fund’s managers will seek the services of a global custodian. This
organization will have invested in elaborate computer systems to deal with

o
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international administration and fund flows. Custodians perform a number of
very important functions. They:

Authorize payments and receipts for purchases and sales of assets, and the
subsequent transfer of funds from and to the right bank accounts.

Provide monthly, quarterly and annual statements of portfolio holdings,
transactions reports, currency exposures, derivatives exposures and tax
reports as required by the fund’s managers.

Provide portfolio valuations as required by the fund’s managers.

Retain custody of all documentation supporting ownership of the assets held
by the fund, for example by taking physical possession of share certificates.

Provide return reporting for each portfolio as required. Some custodians also
provide return attribution analysis, but often this is fairly rudimentary.

Provide these services electronically, some, but not all, in a form that can be
tabulated according to the information requirements of all parties requiring
access to the information.

When selecting the custodian, it is important to ensure that the fund’s
requirements are going to be met both in terms of global coverage and services
available. The question of what format is used for periodical reports may sound
trivial, but monthly portfolio reports can weigh in the tens of kilograms, so a
custodian who is capable of delivering reports in electronic format, which can
be easily analysed and edited to meet individual requirements, will save the
investor, consultant and investment managers many hours per month in
management time.

Changing custodians is extremely messy, and potentially expensive. Most
funds do so very reluctantly, so it is worth investing in a thorough evaluation
before making the choice. The custodian business has very high barriers to
entry because it relies on elaborate and costly computer-based accounting and
fund transfer systems to deliver comprehensive global services. This means that
there are relatively few global custodians to choose from, another reason to take
great care in making the selection.

Custodian fee schedules often are based on the number and type of trans-
actions, with some transactions commanding much higher fees than others.
Custodian fees can significantly affect the return to an investment portfolio,
by favouring particular investment strategies, instruments and investment
destinations.

Most large custodians also provide stock lending services. Stock lending is
carried out by funds expecting to hold core assets for a long period, and who

o
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seek to augment their investment returns by renting out their share certificates
or other evidence of ownership of and entitlement to physical assets. Share
certificates can come into heavy demand by investors or brokers. Sometimes
investors need to borrow share certificates to provide collateral for derivatives
positions, or they may borrow on behalf of clients who have sold those securi-
ties and lack the necessary documents to fulfil their legal obligations to deliver
the assets within a specified time period. Investors who have sold assets that
they do not own, perhaps because they think the price will go down and they
can buy them back later at a lower price, often need to borrow share certificates.

The returns earned by lending share certificates vary according to supply and
demand as well as the prevailing short-term interest rates. In return for
accepting the ‘rent’, the lender accepts the risk that the borrower may not be
able to return the stock when required, so the rent usually takes this into
account as well. An intermediary, who brings together lenders and borrowers
and extracts a small fee for this service, usually sets up the loan contract.

The custodian as stock lending intermediary has the distinct advantage of
knowing exactly where to find large quantities of long-term holdings of stocks,
and so is a natural first call for would-be borrowers. Stock lending is potentially
very lucrative for long-term investors, and is dealt with in more detail in
Chapter 17. Importantly, it can be used in conjunction with nearly all invest-
ment strategies to add relatively low-risk returns to the overall portfolio.

Note

1. A fairly comprehensive account is given in Mackay, Charles Extraordinary Popular
Delusions and the Madness of Crowds NY, Wiley, 1996. Also see Braudel, Fernand
Capitalism and Material Life 1400-1800 London, Collins, 1981.



