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Summary
This Paper analyses the effectiveness of various strategies that might be
adopted by the owners of institutional funds (like pension fund trustees) in
their selection (and de-selection) of external investment management firms.
The main factors considered important in selecting investment firms are past
performance and the firm’s investment management qualities, often referred
to in shorthand as skill.
Performance data from UK investment managers for the 10 year period
ending 30 June 1993 was used to consider the correlation of the managers’
performances over successive periods. For skill to be evident in this sample,
we should expect performance to show some correlation.
Positive
correlation was evident over successive periods of 1 and 2 years but was not
evident over other periods. These results were interpreted as indicating:
.

there is quite tight dispersion of skill from the most skilled to the least
skilled in any group of institutional fund managers

n

the skill of a manager is too weak to be measurable in short-term
performance

.

the skill of managers tends to regress to a mean over time and is not
very persistent.

Using the above past performance analysis, a model of manager skill and
performance was developed and used to analyse the weights that past
performance and skill should be assigned to make an effective choice of
investment management firm. It was concluded that assessment of skill is
the only financially sound basis on which such a decision should be based,
although past performance can be used as an additional screen.
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La presente etude analyse I’efficacite
des divers&
strategies
qui peuvent &re
adoptees
par les proprietaires
de fonds
institutionnels
(tels que les
administrateurs
des fonds de retraite), dans leur selection (et leur d&selection)
de societes exterieures
de gestion des investissements.
Les principaux
facteurs consider&
comme importants
dans la selection
des
societes d’investissements
sont les performances
pas&es
et les quakes
de
gestion des investissements
de la societe, souvent designees par le terme de
capacites
(ou d’aptitudes).
Les donnees des performances
de gestionnaires
d’investissement
britanniques
pour la periode de 10 ans se terminant
au 30 juin 1993 ont Bte utilises pour
considerer
les correlations
des performances
des gestionnaires
au tours de
periodes
successives.
Pour que les aptitudes
des gestionnaires
soient
Bvidentes
dans cet Bchantillon,
il faut qu’une certaine correlation
apparaisse
entre les performances.
Une correlation
positive est apparue au tours de
periodes successives
de 1 et 2 ans, mais pas pour les autres periodes.
Ces
resultats ont Bte interpret&
comme indiquant
:
qu’il existe une dispersion tres serree de I’aptitude
les moins aptes dans tout groupe de gestionnaires
que I’aptitude
performances

d’un gestionnaire
B court terme

entre les plus aptes et
de fonds institutionnels

est trop faible pour Qtre mesurable

que I’aptitude
des gestionnaires
tend B regresser
temps et qu’elle n’est pas tres persistante.

vers une moyenne

dans les

dans le

Sur la base de cette analyse des performances
pas&es, on a blabore un modele
d’aptitude
et de performance
des gestionnaires
qui a Bte utilisee pour analyser
les ponderations
qu’il faut affecter aux performances
pas&es et aux aptitudes
pour effectuer
un choix efficace de societe de gestion des investissements.
II
a Bte conclu que I’bvaluation
de I’aptitude
est la seule base financierement
saine sur laquelle une telle decision doit Qtre fondle, mais que les performances
pas&es
peuvent servir de filtre de selection suppkmentaire.
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1

INTRODUCTION

1.1

The main goal of this Paper is to identify effective investment strategies that
the owners of institutional funds (like the trustees of pension funds) should
follow in their selection of external investment management firms.

1.2

The Paper is addressed to those with an interest in the investment
management of all types of institutional assets: pension funds, insurance
funds and mutual funds. However, the principal analysis of the Paper is
based on the largest of these groups - pension funds.

1.3

In the UK, there are over 1,000 pension funds with assets larger than &20m
which employ external investment management firms. Their choices of
managers are based on a number of factors in which past performance
continues to be the most important. They replace their managers from time
to time based again principally on performance.

1.4

In this Paper, we analyse quantitatively and qualitatively the part that past
performance should play in selection and de-selection decisions. We consider
also the influence that should be exerted by other factors, notably the
qualitative evaluation of managers (usually referred to as the ski/J of the
manager), investment style issues and fees. The principal method of analysis
used in this evaluation is Monte Carlo Modelling.

1.5

The Paper is mostly concerned with the results of investment management
firms rather than individual fund managers, although the principles could
be applied to any individual portfolio.
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2

THE PERFORMANCE/SKILL

PARADOX

2.1

Various studies have demonstrated that the performances of managers over
most periods of time is very inconsistent. This is demonstrated statistically
by considering the correlation of a group of managers’ performance from
one period to a following period. The linkage seems to be weak at best and
often random. Further evidence on this subject is given in Section 3.

2.2

Such studies have been used by many, particularly academics, to suggest that
there are no investment managers who have abnormal skiU. Abnormal skill
for a manager is generally defined to be the ability consistently to generate
passive
positive active return (returns in excess of an appropriate
benchmark). An alternative definition would be a manager whose exfiected
active return was significantly positive.

2.3

These disappointing results conflict totally with my beliefs about managers.
In my research into the qualities of investment management firms, and that
of many of my colleagues, I see clear and frequent evidence of certain
managers producing excellent performance from skilful decisions.

2.4

This is a paradox. If abnormally skilful managers do exist, why is the data
so reluctant to demonstrate it? If abnormally skilful managers do not exist,
how is it possible for so many practitioners to believe that they do? The
resolution of this paradox is in my view, that while abnormal skill among
managers does exist, in is not very persistent in the long-term or very measurablein the
short-term. This is explained further below.

The Existence of Abnormal Skill
2.5

Given my experiences with investment managers, I am convinced there are
investment management firms that have a competitive edge sufficient to
provide an expectation of significant out-performance
over a passive
benchmark. However, the expected active return of managers as defined
above, cannot be positive across the whole investment management
community when dealing with investment markets in which institutional
players are dominant.
Before investment expenses we should expect the
expected active returns of managers to sum to zero. After investment
expenses, these expected returns should sum to a negative amount.

2.6

This indicates that there must also be managers with below average skills and
In qualitative terms, the investment
negative expected active return.
management firm which has a competitive advantage needs a counter-party
That counter-party is a
to transact with to implement his advantage.
manager with a competitive disadvantage and lower skill. In the highly
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competitive field of investment management, the investment firm with a
competitive disadvantage may look, at least superficially, to be a very
competent organisation, but because they have poorer than average
investment people and processes they will tend in the long-run
to
underperform against passive benchmarks.
Short-Term

Measurement of Skill

2.7

The active return produced by a manager can be expressed as a random
variable generated from a distribution with mean equal to the expected
active return and standard deviation equal to the manager’s residual risk or
active risk. The smaller the active risk, the less opportunity for high active
returns, so expected active return and active risk are closely related.
Furthermore, active risk tends to be a larger absolute value than expected
active return. This last point is crucial when you consider the opportunity
of successfully measuring skill.

2.8

The relative sizes of active risk and the expected active return make
statistical inferences about skill extremely difIicult in the short-term.
Empirical tests show that a ratio of 2:l between active risk and the actual
is a successful result.
In most types of investment
active return
management mandate, such a result will occur in about 20% to 30% of the
population of managers. We can infer from this that a ratio of 2:l between
active risk and the expected active return would involve an unusually high
skilled manager. However, it is likely to take 15 years of measuring the
performance of such a manager to be able to infer that this manager
possesses above average skill. There are two significant problems with this.
First, can institutional
investors wait this long to be sure about skill?
Secondly, is it reasonable to assume that the manager’s skill (more
accurately, the expected active return) will be stationary over time, as is
implied in this statistical test?

Long-Term

Persistence of Skill

2.9

It appears very unlikely that the level of skill of any manager will stay the
same over time. Indeed, in my view skill will tend to exhibit a mean
regressive path over time principally because of the diseconomies of scale
involved with active management. This is explained below.

2.10

High skilled managers will generally attract new clients and additional assets
to manage. This might either reflect the marketing value of the skill itself or
the performance track record generated by the skill. It is the complications
of new clients and funds that affect the skill levels of investment firms.
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2.11

Generally, an investment firm will tend to increase the research resources,
usually through recruitment, to respond to a larger client base. Superficially
this is a positive by-product of growth. This is an example of an important
economy of scale of active fund management.
Unfortunately,
on balance
dtieconomiesof scale are more dominant.

2.12

In addition to increasing research capacity to respond to growth, it will
generally be necessary to recruit new fund managers to take responsibility
for some of the new clients’ portfolios. There are various factors that make
this likely to cause difficulty:
n

new additions to the team may well not be of the same calibre as the
original members of the team who developed the high skill levels in the
firm

.

the new members of the team may not operate to the same processes as
the old members, or may not accept and implement the culture and
investment philosophy of the firm

n

the increase in size of the team can reduce the effectiveness of the
investment process by making it less responsive and more bureaucratic.

2.13

The above are hypothetical problems. Indeed, smaller teams that have not
reached a critical mass in their resources will normally gain from injections
of new blood. However, high skilled firms which have attained a certain
critical mass in their resources will tend on average to suffer from these
problems. This is because the best investment processes are those in which
decisions are crystallized in small flexible groups operating to a strong set of
beliefs and values. Adding new people will inevitably tend to reduce the
focus of the investment effort and hence the synergy of the team.

2.14

The other diseconomy of scale at work is the effect of liquidity arising from
growth in assets. The same team that created portfolios in the past and
generated excellent performance with a certain value of funds will tend to
struggle to construct the same quality of portfolios when the value of funds
has grown. First, transaction costs will increase as larger transactions attract
higher spread and market impact costs. Analyses of the economics of
brokers show clearly that large transactions tend to be among their most
profitable.
Secondly, some transactions which would have been
implemented under the smaller asset base, could not be tradeable at all once
assets have increased.

2.15

The problems of maintaining competitive advantage in performance as
assets grow can also be seen qualitatively. For a manager to produce a good
active return he must implement his skill advantage by transacting with a
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lower skill counterpart. In simplistic terms, a doubling of the asset base, all
else being equal, doubles the number of lower skill counter-parts he must
deal with. In a competitive market-place for investment managers, this may
be very difficult.
2.16

This raises an important distinction between skill and expected performance
advantage. We have used the term skill as an assessment of the quality of
the people and processes at work. Skill may be maintained as assets grow,
but the expected performance advantage can nevertheless be reduced
because of the problems of illiquidity and of finding suitable counter-parts in
a reasonably ellicient market. In fact, it is probably more realistic to think of
skill being capable of sustaining a certain level of added wealth irr molzey
terms. The added returns possible (the expected active returns) will reflect
the value of assets under management.

Summary
2.17

Drawing together these points in summary:
there are diseconomies of scale in active management which result from
client growth and the problems of maintaining
responsive flexible
investment teams as numbers of portfolios grow; these factors tend to
affect skill adversely
there are diseconomies of scale in active management which result from
asset growth, and the problems of liquidity; these factors tend to dilute
the high skilled manager’s performance advantage
taken together these factors suggest that the expected active return of
managers should follow a mean regressive stochastic process.

2.18

A simple translation of the last statement is that the skill of managers is not
very consistent over time and that the average high skilled manager will
tend to lose his performance advantage to some extent. There are of course
many investment firms which will not conform to these averages and some
high skilled managers, albeit a minority, will be able to improve their
performance advantage over time. This section should not be interpreted
too pessimistically.

2.19

The next section considers how this inituitive model of the behaviours
skill and performance might be turned into a statistical model.

of
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3

HISTORIC

ANALYSIS

3.1

The modelling analysis was undertaken jointly with Roy Taylor of Watsons.
The first study considered historic performance of managers covering a
sample of UK pension fund pooled vehicles over the 10 year period 1 July
1983 to 30 June 1993. By using pooled vehicles, we had access to validated
quarterly performance.

3.2

Two types of funds were considered:
.

Mixed funds investing in a balanced asset allocation portfolio
real estate
(a total of 29 funds were in the sample)

.

UK equity funds (a total of 24 funds were in this sample)

including

These groups each had a peer group objective to perform well relative to
each other in their group.
3.3

The absolute levels of performance were not important for the study. The
analysis concentrated upon the return relative to the average which we
refer to as the active return. We also considered the annualised standard
deviation of the active returns which we refer to as the active risk.

Period to Period Correlations
3.4

The first analysis of the data was to consider the correlations of the active
returns of the group from one period to another.
Naturally, if past
performance were a helpful indication of future performance we should
wish to see evidence of statistically significant correlation between the
returns for successive periods.

3.5

The first examination tested the correlations of active returns for various
different periods with the active returns for the subsequent three year
period. Most trustees when appointing a new manager would do so initially
for a period of 3 years, so this seemed the most appropriate period to
consider.

3.6

The correlations for all periods over the 10 year period (including
overlapping periods) were calculated and a mean result was derived. While
the overlaps meant that the results were not independent, the additional
The results of this
observations derived outweighed this disadvantage.
analysis are given below.
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based on Live Data

of Active Returns over various periods with subsequent 3 year

,

/
Correlation

3 months

6 months

1 year

2 years

3

years

Period
* UK Equities

3.7

While none of the periods has correlation that is statistically significantly
different from zero, the pattern of results appears to be a consistent one. My
interpretation of these results is the following:
m
n

a

3.8

* Mixed with Property

Shorter period results (less than a year) are so subject to statistical noise
through active risk that manager skill is drowned
Intermediate period results (from a year to two years) allow manager
skill to emerge but only to a limited degree
Longer period results (over three years) relate more to past skill than
current skill and because skill levels change quickly, there is no
systematic correlation.

The normal practice in the selection of manager is that a five year past
performance record is the period to consider. This analysis suggests there is
more useful information in a track record that is shorter as it carries, on
average, more up-to-date information.
In fact, a better approach to track
records would be to assess the weighted average active returns where the
weights reflect the freshness of the data

4TH AFIR INTERNATIONAL

1410
3.9

COLLOQUIUM

The second examination of the data tested the correlations of the active
returns between successive periods of equal length. The results are below.

Chart 2 - Period
(2) Correlation

to Period
of Active

Correlations
Returns

based on Live Data

over various

equal length

periods

/

\

Correlation
0.2

.o.,-----------------------------------------f,
-0.15
3 months

6 months

1 year

2 year

3 year

Period
*UK

3.10

Equities

*Mixed

with Properly

The pattern of results was similar to those from the first analysis. The
growth and subsequent decline of correlation as longer periods were
considered again offers an indication of:
n

the presence of some differential

skill across managers, albeit limited

.

the dominating influence of active risk and noise for performance over
shorter periods

.

the limited persistence of skill over longer periods.
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4

MODEL

FITTING

4.1

The goal of this stage of the research was to build a model that would
replicate the essential features of the results described in section 3 and the
qualitative concepts described in section 2.

The Model
4.2

The model that was developed is the following:
n

n

Define kS(t) = Expected
manager K.

Active Return

(annualised)

at time t for

Assume that the dispersion of S across all managers follows a Normal
Distribution, with mean zero and standard deviation a.

m Assume that kS tends to regress to the mean over time such
that $(t +l) = (C)($(t)) + (D)(Y(t)) where Y(t) is a random variable
from a Normal (0,l) distribution, C is the persistence factor, and D is
chosen to preserve the dispersion of S through time.
n

4.3

Assume that each manager’s Active Return has a mean equal to S and an
active risk r such that the Active Return P(t) will be distributed as
KW) + N KU).

The process of fitting parameters to the data starts with one directly
observed figure. The active risk from the sample data had an average of 3%
per annum.

Modelling

Calculations

4.4

The modelling calculations involved carrying out a large number of
simulations (generally 500) based on a sample of 25 managers whose initial
skill was determined through a random drawing based on the normal
Various combinations of skill dispersion and
dispersion as above.
persistence were tried. The results for dispersion of ‘/2 and persistence of
66% gave the best fit.

4.5

The active returns of the managers were generated for each quarter and
correlation results were calculated for various periods, as for section 3. The
results of these simulations are given below. Comparisons with the live
results in section 3 show a reasonable fit, with a rise in correlation followed
by a decline (although the decline was less sharp than as recorded for the
live data).
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4.6

Fitting a model and various parameters in a trial and error process can
obviously lead to false conclusions. Possible errors in the process include:
.

overstatement of skill dispersion combined with understatement
persistence, or vice versa

of skill

a

use of normal distributions for skill dispersion when an alternative
distribution, perhaps with skewness, might be better

a

not allowing for other serial correlation effects apart from those derived
from persistent skill.

Notwithstanding such points, I feel satisfied that the model is a sensible one
and could be used in various circumstances to explain manager
performance and consider strategies to select managers.
4.7

The parameters have been estimated in the context of two types of mandate
in which the fund management characteristics are quite similar, namely:
a

a moderate level of active risk

n

moderate skill dispersion reflecting
investment markets

investment in reasonably efIicient
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quite limited persistence of skill, reflecting investment organisations that
were changing quite quickly.

4.8

Alternative models could be used to consider situations in which active risk,
skill dispersion and skill persistence are at different levels. We could also
model situations where the population of managers has differential levels of
active risk and skill persistence.

4.9

In the next section, we use the model developed
possible strategies in the selection of managers.

above to test various
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5

SIMULATIONS

SELECTION

STRATEGIES

5.1

The results derived from the previous two sections are now used to test the
active returns and active risks arising from various different strategies that
trustees might use in selecting managers.

5.2

The analysis is based principally on the manager skill model developed in
section 4. There are comments at the end of this section which cover the
sensitivity of the results to alternative parameters which might apply in other
situations.

Methods Analysed
5.3

Three methods of selection/de-selection

were simulated:

(1) Performance based strategies
Selection decisions in this strategy are based on the past performance
record. It was assumed that a random selection was made among managers
with 3 year performance in the top 20% of the population.
De-selection decisions are based on the manager’s last three years
performance with a replacement chosen if the manager falls into the bottom
20% of the population.
(2) Skill based strategies
Decisions are based on:
1

(A)

The actual skill of the manager

.

(B)

The estimated skill of the manager

Selection of managers are sampled from those in the top 5% of the
population.
De-selection is determined when skill falls below the median
level of the population.
(3) Majority

skill/minority

performance based strategies.

Decisions are based on the combined criteria of skill and performance using
the same parameters as above. As the skill criteria are more stringent, the
majority of the influence is derived from this measure.
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The above decision rules were selected to be both practicable, and
reasonably efIicient. Naturally, it is not possible to be accurate in assessing
skill so a result closer to the skill estimate simulation is more likely in
practice.

The Results
5.5

The results of the modelling are given below. We have recorded’the Active
Return and Active Risk for each strategy. In addition, there is a note of the
turnover rate in managers arising from the strategy. (A turnover rate of 5%
per annum suggests the average term for each manager is 20 years).

Table 1 - Strategy Returns
Selection/ De-selection Method
(1)

(24

PerformanceSkill
Based

Actual Skill

(W
Skill Based
Estimated

(34
Skill/Performance

WV
Skill/Performance
Based

Skill

Based
Actual Skill

%pa

% pa

% Pa

-0.1

0.4

0.3

0.2

0.1

3.3

3.0

3.1

3.0

3.1

Rate(%) 12.6

16.7

14.7

8.2

7.7

%pa

Mean Active Return
Mean Active Risk
Mean Turnover

Based

Estimated Skill
%pa

5.6

The results show a definite advantage to the skill based strategy. In fact the
influence of using performance as a criteria on its own always results in a
negative active return. This is because there is insufficient information in
past performance as to future performance to provide an expected active
return after the expenses of changing managers.

5.7

The disappointing feature of the result is how small are the active returns
relative to the active risks. This makes the success of strategies very
susceptible to chance over the short-term and to a lesser extent, the
long-term. One way of considering this is assessing the probability of being
successful, with the strategy over various periods, where we consider success
at three levels:
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n

active return > 0%

n

active return > 0.2%, roughly compensating for active management fees

.

active returns in the upper quartile of the performance universe.
These results are given below for a ten year period of carrying out these
strategies using one manager and four managers (assumed to have
uncorrelated active returns):
Table 2 - Strategy Success over a 10 Year Period for one manager
(1)
Performance
Based
%

(24

(‘W

(34

(W

Skill Based

Skill Based Skill/Performance

Skill/Performance

Actual Skill

Estimated

Based

Based

Skill

Actual Skill

Estimated Skill

96

%

%

96

Active Return > 0%
Active Return > 0.2%

46
38

67
59

62
54

59
50

54
46

Upper Quartile
Active Return

22

38

35

30

28

Table 3 - Strategy Success over a 10 Year Period for four managers

(1)
Performance
Based
46

Active Return > 0%
Active Return > 0.2%

CW

WI

(34

NV

Skill Based

Skill Based Skill/Performance

Skill/Performance

Actual Skill

Estimated

Based

Based

Skill

Actual Skill

Estimated Skill

96

46

%

96

42
28

80
66

73
58

66
50

58
42

7

28

27

16

12

Upper Quartile
Active Return

5.8

The probability of
during which the
increasingly positive
increasing futility of

success is strongly influenced by the period of time
The chart below shows the
strategy is applied.
rewards for a skill based strategy over time, but the
relying on performance.
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(1)

8

(2A)
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(26)

“@A)

*
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Parameters

5.9

The above simulations were based on the parameters estimated from the UK
balanced pension fund data covering the last 10 years. This may not be
representative of alternative mandates and alternative periods.

5.10

The parameters appropriate for UK equity mandates were similar to those
for balanced mandates suggesting that the parameters may not be that
difIerent in other situations.

5.11

One particular assumption that might prove an inappropriate constraint is
that the skill persistence factor is a constant across all managers. In practice,
it is more likely that this factor will vary. Some managers, by undergoing
significant corporate and style changes, should have low skill persistence.
Others may be able to maintain their approach and personnel. These stand
a better chance of persistent skill. Being able to assessthis factor, before the
event, allows better results to emerge from skill based strategies.
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6

MANAGER

IMPLICATIONS

6.1

This section describes the strategies for manager selection/de-selection that
are sound in risk and return terms. It includes discussions of the relative
merits of different investment management structures.

Sound Manager Selection Strategies
6.2

Given the analysis completed in the previous section, I conclude that there
are three selection strategies which offer acceptable economic rewards (active
returns per unit active risk also referred to as active performance ratios). These
are described below.

6.3

SkiR based strategies
Skill based
de-selection
concerned.
future view

6.4

strategies are
of managers
The appraisal
by considering

those in which the criteria for selection and
are based on the skill level of the managers
of skill should involve both a current view and a
the likely persistence of skill over time.

Skill and performance based strategies
These strategies involve applying combined criteria: high skill and high
performance are required for selection, low skill and low performance for
de-selection. These strategies could be supplemented to some extent with
additional criteria exercised for comfort reasons. If such criteria represent a
minor part of the strategy, they should not materially affect the rewards.

6.5

Cost based strategies
A cost based strategy attempts to minimise management costs by adopting
passive management approaches.
Costs are kept low both as regards
investment management fees and transaction expenses.

6.6

Skill based strategies and cost based strategies represent essentially the
extreme points among the range of strategies possible and have a number of
opposing characteristics, which we can summarise as follows:
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Cost Based Strategies

High active return

Nil active return

High active risk

Nil active risk

Relies on accurate skill assessment

Does not rely on any skii assessment

Give best results where markets are

Give best results where markets are

inefficient

efficient and

and:

.

ski is clearly evident

.

skill is not evident

.

skill is persistent

.

skill is not persistent

.

institutional

.

investors have a relative
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institutional

investors have no relative

advantage over other market

advantage over other market

participants

participants

Compromise Strategies
6.7

Combined skill and performance based strategies represent something of a
compromise. However, the compromise of introducing performance into
the appraisal gives up active return for no gain in active risk. This is the
price to be paid for operating a more normal and comfortable strategy.
Relying wholly on skill in de-selection will result from time to time in
investment firms being replaced which have performed well. This can be
criticised on two grounds.
First, it can destabilise the client/manager
relationship, the manager no doubt feeling aggrieved at such a decision.
Secondly, it runs a risk that subsequent events such as the manager
producing excellent results for other clients, will cast doubt on the wisdom of
the original decision.
Given the current force of these arguments,
particularly when considering the difftcult choices facing trustees and other
fiduciaries, it would appear that combined skill and performance based
strategies will remain more attractive than relying upon skill alone.

6.8

In considering the practices of pension fund trustees in the UK and
elsewhere, it is clear that the almost universal strategy is minority skill mujo+
performance based rather than the other way around. The relatively large
weightings applied to performance and the relatively small weightings
applied to skill make such approaches suspect economically.
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Multi-manager

COLLOQUIUM

Structures

6.9

The economic rewards of a manager selection strategy (as measured by
active performance ratio) can be improved by manager diversification.
If
one considers two managers whose investment styles are sufficiently
different that their active returns are uncorrelated, then by combining both
in equal portfolio sizes a reduction in active risk of 30% is achieved.

6.10

Extending the same arithmetic would allow a halving of active risk across
four managers, again uncorrelated in style. However, with this degree of
diversification, management fee rates are inevitably higher probably by 0.1%
per annum, perhaps more. Given this point, there is clearly a principle of
diminishing returns on manager diversification which places finite limit on
the benefits. I suggest the limit is reached at between 3 and 6 managers in
most circumstances.

Balanced and Specialist Manager Structures
6.11

The principal results of this Paper, on which sections 2, 3 and 4 were based,
related to balanced mandates (or multi-asset class mandates). There is no
essential difference in principle with specialist mandates (or single asset class
mandates). However, it is reasonable to assert that skill for managers in
specialist categories may be more widely dispersed and more persistent over
time. In addition, it is certainly the case that skill is easier to measure in
single asset class mandates.

6.12

These characteristics make skill based strategies based on selecting specialist
managers relatively more attractive with economic rewards at higher levels
than is generally the case with balanced mandates.

6.13

However, in practice these benefits may be reduced given the higher fee
rates that are often applied to specialist managers. The influence of
performance
related fees for specialists might mitigate this problem
somewhat.

Performance Related Fees
6.14

The goal of agreeing a fee scale which is directly affected by the active
return achieved by the manager - a perf07mancerelated fee - is not to influence
the performance but to establish a fee appropriate to the results.

6.15

Provided the expected fee payable is the same as that under a conventional
scale, this arrangement improves the active performance ratio return by
reducing the active risk after fees but not changing the expected active
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return.
The most satisfactory structure for such a fee is for it to be
symmetrical around the benchmark or around a target return above the
benchmark. However, if the additional fee allowed for good active returns
is greater than the fee reduction for equivalently poor active returns, the
scale will reduce net expected return. Such an arrangement may ultimately
involve rewarding active risk not skill.
6.16

Given that fees cannot as a practical issue be reduced below nil in the case of
poor performance, the range of fees payable under a symmetrical
arrangement cannot be that large.

6.17

Aside from the economic arguments, there are merits in performance
related arrangements in emphasising the performance benchmarks and
helping in client relationships. Such scales may also encourage managers to
limit new business growth, a key characteristic in maintaining persistency in
skill.

6.18

The limited dispersion of skill among active managers makes the control of
costs vital in any trustee’s strategy. There are various measures that could
help this goal:
.

maintaining
managers

low turnover

rates in the selection and de-selection

of

.

encourage limits on turnover rates in manager portfolios

n

maintain manager fee rates at lower levels

.

allow performance related fee scales that are symmetric in rewarding
active returns above target and penalising active returns below target.

.

the adoption of more passive management.
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7

ASSESSING

7.1

This section briefly reviews the factors that are most indicative of a high skill
manager.

7.2

The most succinct way of describing a high skill investment firm is that it
possesses exceptional ability to recognise, create capacity and exploit
opportunities
for competitive advantage.
Achieving this competitive
advantage and then maintaining this competitive advantage are two distinct
challenges, covered separately below.

Building

SKILL

COLLOQUIUM

IN MANAGERS

Current Skill

7.3

Recognising the opportunities
for competitive advantage is naturally
concerned with identifying areas of market inefftciency.
These naturally
vary from one market or mandate to another.

7.4

Factors that are positive for the institutional
investment opportunities are:

investor

and create active

.

operating in a market in which there is a significant weight of money
that is not driven by price sensitive factors (eg currencies)

n

operating as a small trader in a market dominated by larger traders

.

taking an uncomfortable (or contratin)
comfort seeking investors.

stance in a market dominated by

7.5

Factors that would count against active opportunities
these points.

are the obverse of

7.6

Competitive advantage in investment is created and exploited
possible avenues: peopkz and process.

7.7

Competitive advantage in the quality of the investment team is an obvious
opportunity for firms, but in practical terms there are many difficulties with
assembling a team of people with a clear-cut edge over the competition. A
numerical advantage may be helpful if this leads to decisions being taken
based on a more specialised and concentrated analysis of the investment
opportunity concerned than the average investor would take. However,
numerical advantage can also be counter-productive
if the size of the team
inhibits its decisiveness and speed of response.

through two
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7.8

The best opportunities for people based advantage generally comes from
having a few individuals of outstanding quality whose judgements can be
implemented in a large proportion of the firm’s portfolios. For example, an
individual
with responsibility
for asset allocation
has a significant
opportunity to influence the results of all balanced mandates. It is clear that
across almost all investment firms, the vast majority of the achievement of
that firm comes from a small minority of the people.

7.9

Turning to opportunities through process, this can naturally
the levels that a portfolio is constructed:
.

n

.
n

7.10

occur at any of

investment philosophy - the firm’s view of the factors that drive market
prices and the ways that portfolios should be constructed to exploit this
view.
portfolio construction - the criteria for buying and selling stocks to make up
a portfolio
research - the analysis of various investment opportunities
stock level and top down at the portfolio level

both at the

impbmentation - turning various ideas and model portfolios
portfolios through transactions.

into actual

The characteristics of successful processes are those in which value, risk and
cost are accurately recognised and effectively managed.

Maintaining

Skill

7.11

Implementing
a skill advantage is clearly today’s management
Maintaining skill over time involves managing for tomorrow.

problem.

7.12

As highlighted in section 2, sustaining the skill advantage is a difficult
problem in the face of a number of internal and external factors, principally
the influences brought about by enforced changes in clients, assets and the
composition of the investment team. Essentially, the problems brought
about by success can create a vicious circle for an investment firm.
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7.13

Persistence in skill can only be achieved by making the vicious circle a
virtuous one. This is likely to involve:
n

n

7.14

COLLOQUIUM

building in change to the investment processso that the methodology can be
adapted to meet the new requirements of clients, assets and market
conditions
limiting the change as far as possible to the people but responding
specialised recruitment where necessary.

with more

It is unlikely that persistence in skill is likely without some limits to new
business growth and ultimately to the total size of funds under management.
Few such limits have been adopted in practice by investment firms. This is,
I believe, a factor in the lack of persistence in skill and performance which
appears to exist.

Summary
7.15

The persistently highly skilled investment firm:
n

n

.

.

recognises, creates capacity and exploits opportunities
competitive advantage over other investment firms

for

their

has a people advantage
.

this may be numerical

.

this may be in overall quality

.

this will be in the quality of the top decision takers

has a processadvantage in defining and managing:
.

value

.

risk

.

cost

copes with change by maintaining the continuity
team while adapting their investment process.

of their investment
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MANAGERS

8

CONCLUSIONS

8.1

In most investment management mandates, including the UK balanced and
UK equity portfolios considered in this Paper, investment skill across
managers tends to be tightly dispersed as a consequence of the relative
efIiciency of the markets in which they invest. Given that the highest skill
managers have expected active returns that are lower than their active risks,
this makes the identification of skill from short-term performance (up to 2
years) an impossibility.

8.2

The declining correlation of active returns for groups of managers over
longer periods in time, which was identified in this Paper, suggests that skill
tends on average to exhibit some mean regression over time. This appears
to arise because high skilled managers suffer from a vicious circle effect in
which new clients, additional assets and enforced investment team changes
all tend to exert a negative influence on investment management quality.
Given this mean regression efIect, the identification of skill from long-term
performance (3 years upwards) is unlikely to be achievable.

8.3

Given the poor reliability of past performance as a future performance
indicator, any manager selection strategies based purely on performance are
economically unsound leading to results that are on average below the
benchmark.

8.4

There are three strategies for manager selection/de-selection
economically attractive results under simulation.

that give

a. Skill based strategies in which the criteria for both selection
de-selection are based on the appraisal of expected active return.

and

b.

SkilUperfonnance based strategies in which the criteria are based on
applying cut-offs for both expected active return and past performance

c.

Cost basedstrategiesin which costs are minimised through the application
of index tracking (passive) investment management.

The expected active returns are highest from skill based strategies with the
other two strategies giving similar levels of expected return. The active risks
are lowest from cost based strategies with the other two strategies giving
similar levels of active risk.
8.5

Manager selection strategies can be improved by diversification
across
return
managers with different styles. However, there is a diminishing
principle to splitting across too many managers as the costs of higher overall
fee rates can outweigh the benefits of lower active risk.
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8.6

While the merits of passive management appear strong , particularly for
those who do not wish to spend time on considering skill, we expect most
trustees to continue with the selection of active managers. Skill appraisal
needs to play an increasing part in the manager selection and de-selection
activities of institutional investors in future if this is to be appropriate.
For
such methods to work effectively requires an increasingly sophisticated and
detailed evaluation by consultants of the skills of managers and the
persistence of these skills.

8.7

In selecting managers, trustees should take more time in considering the
alternative strategies available to them and make a conscious strategic choice
based on their capacity to evaluate their managers’ skills.

