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". . . But these particulars are not my measure 
All these I better in one general best. . . ". 

(I) In a note presented to the 1976 IACA Conference in 
Sydney, the author attempted to show that a measurement of the 
rate of investment return which takes into account not only the 
assets but also the cash flow of liabilities leads to an indeterminate 
result. 

(2) The purpose of the present note is to continue the discus- 
sion of indeterminateness, primarily from a different and less 
algebraic angle, and to suggest a possible consequence if indeter- 
minacy is acknowledged. 

(3) Suppose that we are comparing an investment manager's 
performance against an index. Suppose also that after some time 
has elapsed (say a year, but need not be) we examine our portfolio 
against the index. If our result is less or more than that of the 
index, what conclusions can we draw and what action should we 
take? 

(4) 1 do not propose to answer this question but to sketch out 
an approach to an answer. Suppose the following are given: 
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the remaining n - I 
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( 5 )  We can discuss this situation in the light ofthe following: 
(I) portfolio A is totally marketable. 
(2) portfolio A is totally unmarketable. 

(6) Taking case (I) first, suppose that portfolio A after the first 
year is larger than the index portfolio. We cannot draw from this 
conclusion that we have performed better because we must first 
take account of the switching costs to convert from our portfolio 
back to the index - failure to allow for thiswoutd mean that we 
have not secured our first year gain against future deviations from 
the supposed absolute yardstick of the index; in other words, like 
must be compared with like, something not commonly done at 
present. 

(7) In case (2). we have an entirely different situation. A com- 
parison of the kind that we made in case (I) is not possible and we 
have to rely entirely on our confidence in the manager. Thus if a1 
is greater than b ~ ,  his performance is not challenged and perhaps 
we can comfortably retain him. But i f a ~  is less than b~ then AI can 
still exceed BI because of the manager's confidence in his ability to 

achieve his declared estimate of a2 and so everything turns on our 
faith in his ability perform. 

(8) Since the normal situation may be supposed to be some- 
where between (I) and (2), then we will always have a combination 
of subjective and objective elements to our assessment of perfor- 
mance. 

(9) A clear conclusion is, however, that in comparing our port- 
folio against the index, we should first pick out the marketable 
securities (ignoring in some degree any securities which are also in 
the index) and compare their performance against the index, thus, 
io some extent, freeing our judgment from subjective considera- 
tions 'and recognizing, in our comparison, the need to take 
account of the costs of switching to achieve comparable portfolios. 

(10) We should then recognize that so far as the rest ofthe port- 
folio is concerned, we have a truly subjective assessment to make. 

(I 1) Turning aside from these thoughts - thoughts which were 
stimulated by an exchange ofnotes between two British Life Office 
actuaries, let us consider a recent statement of the purpose of per- 
formance measurement. 

"The purpose of performance measurement is to increase 
control over the process of portfolio management and thus 
to enhance the ability to predict portfolio behaviour and 
realize the desired results. Measurement is the feedback 
that is the essential part of any control system. Control 
implies a desired result and the means for obtaining it." 

(12) A sense of despair comes over the reader of a statement of 
this kind because we can see at once that, while it is a reasonable 
objective, it is, by its nature, unattainable. 

(13) In the world of that statement, we need to deal not only in 
expected rates of return but also in assumed standard deviations 
because, to quote again: 

"In portfolio management, efficiency, as measured by 
periodic returns per unit of variability of returns, is the 
proper goal." 

(14) It is true that this approach would enable us to deal in 
probabilities of achieving our objective and in measuring attain- 
ment against those probabilities. However, given the difficulties 
(already discussed, both in the note of 1976 and in the preceding 
(paragraphs) in the way of the measurement merely of the rate of 
return, it is clear that to add the measurement of the standard 
deviation compounds the problem. 

(IS) What conclusion, then, can we draw? I believe that greater 
recognition has to be given to the subjective nature of the assess- 
ment of investment performance and that the various sophisticat- 
ed measures and approaches discussed and sold in the market- 
place, should be viewed with caution and even with distrust. 

'(16) Needless to say, and despite what may be believed in the 
marketplace, it is basically not in the marketplace's interest to 
promote and develop measures of investment performance of a 
seemingly objective kind because switching of investments by the 
managers may then be perceived as part-of an effort to match an 
arithmetical criterion. Thus, a greater and more widespread 
appreciation of the importance of subjective judgment should, in 
some degree, free investment managers from the burdens of con- 
formity and allow them to develop and follow researched and 
declared investment philosophies without being stretched out on a 
Procrustean bed at regular intervals. 


