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"Of course, the monitoring must be relative to the 

agreed objectives and briefs.....a thorough review 

is required,preferably based on some general 

principles that are deliberately kept simple at the 

start. We look forward to the paperl" 

Arthur and Randall, 1989(1) 

This paper does not pretend to be the comprehensive treatise 

envisaged by the above quotation. However, it may just prove to 

be a useful first step in that direction! 

Pension fund investment performance monitoring came to South 

Africa in the early Seventies, when the Consulting Actuaries 

Investment Performance Survey ("the Survey") was established. 

The technical structure of the Survey was derived after a 

detailed study of US and UK systems in force at the time, 

significantly influenced by the fact that few indices of 

investment results then existed in South Africa. 

Participating funds supply a calendar quarterly data return. In 

respect of each specified investment sector the information 

consists of the market values of the investments held at the 



beginning and end of the quarter, purchases and sales over the 

quarter, and investment income received over the quarter. Prom this 

information "internal rates of return" are calculated for the 

quarter, both in investment sectors and overall, using standard 

formulae (Milburn-Pyle, 1979 (2)). 

These quarterly "internal rates of return" are then compounded over 

longer periods to obtain "linked internal rates of return", as a 

practical approximation to the time-weighted rates of return 

actually required. Each fund's results in this regard are then . 
compared with the corresponding results of the other participants 

in the Survey and appropriate conclusions drawn. 

The question that always arises with a "peer comparison" method is 

whether one is necessarily comparing like with like. A crucial 

factor in South Africa, bearing on this point, was that up to the 

end of the Eighties pension funds in South Africa had to adhere to 

so-called "prescribed security requirements". In terms of these 

requirements at least 53% of a fund's assets, by book value, had to 

be invested in a specified range of "prescribedw securities, mostly 

of a fixed-interest nature, and only the balance could be invested 

in a discretionary manner. 

Given the rampant inflation rate in South Africa for many years 

past, and the devastating effect this has had on defined'benefit 

fund liabilities, it was not surprising that investment managers 

generally invested in prescribed securities only to the mandatory 

extent and packed the rest into equities and property. This had 

the effect of forcing funds into a reasonably similar investment 

profile, which gave credibility to the overall time-weighted return 

as a basis for measuring comparative performances. 

About the only valid objection to a peer comparison was the fact 

that basing the prescribed requirements on book value put older 



funds at an advantage, because in terms of market value their 

discretionary investments (generally equities) represented a higher 

proportion of the total than in the case of younger funds (which 

had had a shorter period to build up an excess of market over book 

value). 

In September, 1989 the prescribed security requirements were 

abolished, to be replaced with more flexible "prescribed investment 

requirements". In terms of these new requirements a limit was 

placed upon the proportion, now by market value, that a fund could 

invest in each investment sector. Thus for example up to 65% could 

be invested in equities, and up to 30% in property, with an overall 

maximum of 85% in these two categories combined. These proportions 

were subsequently amended to 75% and 25% respectively, with a 

combined limit of 90%. 

This gave investment managers much greater freedom of movement to 

design investment philosophies appropriate to their own thinking, 

and for this reason alone investment profiles of funds gradually 

began to diverge. 

Impetus to this development was provided by a f,urther requirement 

introduced at the same time, that the actuary to the fund had to 

comment, when reporting on each periodical actuarial valuation, on 

whether or not the asset profile and the liability profile were in 

line with each other. In other words, a principle that every 

actuarial student has been taught, but which the actuary has 

hitherto had to promulgate on his own (often with no support from 

the trustees of the fund concerned), has now acquired the force of 

law in South Africa. 



This requirement meant that the investment manager had in addition 

to take account of the liability requirements of the fund, when 

setting investment policy, and not just the requirements for 

maximising investment returns. 

At the stroke of a pen, therefore, the one item that had justified 

overall performance monitoring on a "peer comparison" basis was 

removed. It was felt that a peer comparison could still be used 

when comparing performances in specific sectors, for example 

equities, where reasonable homogeneity still existed, but clearly 

something else had to be found as a basis for testing the success 

or othewise of the overall return. 

This problem was by no means new. Scott (3) writes in his para. 

8.1: 

"Many pension fund trustees and consultants in the UK continue 

to regard performance relative to the average pension fund as 

a measure of the success of their investment managers. In my 

view such a belief means that by default they are using the . 

average pension fund as an Implicit Benchmark. This Benchmark 

may still be an appropriate way of determining Strategic Asset 

Allocation for average pension funds but care needs to be 

exercised for Defined Benefit funds to ensure that the 

liability profile does not require a different approach to be 

taken. " 

Again, it is stated in a Bulletin of the Canadian Institute of 

Actuaries (4) that: 

"Measuring performance is never easy, whatever the domain. In 

the case of portfolios, comparative measures have, in the 



past, dominated. Fortunately, signs abound that this approach 

is being eclipsed by other, more satisfactory (dare we say, 

more actuarial?) approaches. 

"Once we have defined the minimum risk portfolio, we can then 

compare the results of passive management of this portfolio 

with actual results, not forgetting to take into account the 

costs of the active management." 

How important is the overall return - the total yield on the 

total assets of the fund? Some investment managers seek to 

demonstrate their ability by comparing say their results in respect 

of equity investment with equity index results, or the equity 

performance of other managers - is this not all that is required? 

The answer must surely be in the negative, because such an approach 

focuses only on the selection aspect of investment management and 

ignores the equally important - some would say the more 

important - aspect of strategy. The history of investment 

performance monitoring in South Africa has been peppered with 

instances where a fund manager has produced a sparkling performance 

in each of the available investment sectors, but a miserable total 

return - his selection was right but his strategy was wrong. 

Monitoring in sectors alone would have suggested that this 

investment manager had produced the best results available to this 

fund - tho overall return would however have told a different 

story. 

Monitoring performance in investment sectors does nothing more than 

suggest explanations for a good or bad overall return - it 



is this overall return that at the end of the day affects the 

financial condit,ion of the fund concerned, and the need to 

monitor it ia thus clearly established. 

It is interesting to consider the foregoing conclusion in the 

situation where the investment management of a fund is divided 

between two or more managers. (known in South Africa as 

"split-funding"). There are essentially two types of 

split-funding - "vertical", where each manager is free to 

invest across the board; and "horizontal", where one manager is 

appointed specifically to manage say the equity investments of 

the fund, another to manage the fixed interest investments, and 

so on. 

Where a vertical approach is adopted each manager is responsible 

for both selection and strategy, and his overall results can thus 

be compared with whatever yardstick is chosen - in turn the 

continuation of his appointment can validly depend inter alia 

upon the results of such comparison. 

Where however a horizontal split is applied the only overall 

return available is that on the fund's assets as a whole.. This 

return represents a combination of the abilities of the 

investment managers (in selecting the correct securities in their 

respective fields) and the ability of the "asset allocator' - 
the party (the trustees, a professional employed for the purpose, 

a member of the employer's staff, to quote a few well-known 

examples) whose task it is to determine the strategy to be 

followed when allocating money to the managers and withdrawing 

money from them for reinvestment elsewhere. An uncompetitive 

overall return inevitably reflects on the asset allocator, either 

because his strategy has proved wrong or because he did not 

ensure that properly performing managers were employed; the 



overall return, and testing thereof against a suitable yardstick, 

would have done its job in highlighting any danger signals in the 

kingpin area of the asset allocator. 

In South Africa it is common to find that the investment management 

of a fund is entrusted to a single party (a person or a group of 

persons or an institution), as opposed to being split either 

horizontally or vertically between two or more parties; and where 

split-funding is applied it is almost invariably of the vertical 

type. The responsibility for setting the strategy thus tends in 

most instances to lie with the investment manager, as well as the 

responsibility for selecting individual investments. 

It is interesting to note that this approach is consistent with the 

views expressed by Arthur and Randall (1) in their para. 13.9. 

Scott (3) in his para. 6 comments that there are a number of 

parties to the strategic asset allocation exercise (the trustees, 

the employer, the investment manager and the actuary), each having 

an expertise to add to the final decision; I suggest that for the 

sake of good order the function of the trustees, the employer and 

the actuary in this regard should be restricted to briefing the 

investment manager, who would then shoulder the burden of the final 

allocation decision - always remembering that his continued 

employment depends upon how effectively he accomplishes this task! 

All of this means that there is a need for a practical and credible 

yardstick against which to measure the overall return, despite the 

radically differing asset profiles that are now developing. The 

next question, therefore, is what yardstick7 

At the Institute/Paculty Pensions Conference held in Harrogate in 

1987, reference was made to the fact that in the UK there was a 



trend towards monitoring the overall investment return by reference 

to a stated objective, unique to the fund concerned, and it is 

clear that this approach now has to be adopted in South Africa in 

the light of the differing asset profiles emerging. The question, 

however, is what objective? 

Various possibilities have been mentioned; meeting or exceeding 

the actuary's valuation interest rate, exceeding some inflation 

index by a stated margin, ensuring that a given level of surplus 

emerges, and so on. 

The aspect that I frequently find missing from these stated 

objectives is whether the investment manager has produced the best 

investment return possible, given any constraints imposed upon 

him. It is all very well to produce a surplus of the desired 

amount, or to beat salary inflation by the desired margin, or meet 

any other similar objective; the question that would still remain 

in my mind is whether the surplus could not have been higher, or 

salary inflation exceeded by a greater margin, had the investment 

manager done his job more effectively. This, I submit, is the real 

purpose of performance monitoring. 

To enlarge upon this point, I have often had the embarrassing 

experience of reporting that a particular fund's investment 

performance had compared unfavourably with the other participants 

in the Survey - at the same time as producing an actuarial 

valuation report that showed that the investment management of the 

fund .had made a significant contribution to the fund's surplus! It 

has not been at all easy to convince the trustees of such a fund to 

review the investment manager's appointment, on the grounds that 

the surplus could have been higher had the manager produced a more 

competitive return. 



Arthur and Randall (1) suggest in their para. 13.4 that a suitable 

objective would be "to maximise the asset/liability ratio without 

risking a fall of more than x% in this ratio over the next 5 

years". This does indeed incorporate the need to employ the assets 

to greatest advantage, within the framework of the liability 

profile, but I am not sure that trustees of South African funds are 

yet ready for an objective of that degree of sophistication1 As 

the quotation at the begi~ing of this paper suggests, we need to 

start with a relatively simple approach. 

An idea that is being pursued in South Africa, in the light of the 

foregoing considerations, is the development of a credible "family" 

of notional investment portfolios. 

One such portfolio would be designed to mirror a mature fund, with 

a significant pensioner population and a workforce that is stable 

in terms of age. An investment strategy would be determined 

appropriate to the liabilities represented by such a fund, and it 

would be assumed that assets in each investment sector so 

determined would be held in and derive the return on the 

corresponding index (a workable system of indices has now been 

developed in South Africa). 

Another portfolio would mirror a fund at the opposite end of the 

scale (recently established, a young workforce and no pensioners) 

and the appropriate investment strategy for such circumstances 

would be determined, with the corresponding indexed investments. A 

third notional portfolio would lie between the two, possibly 

reflecting the "average" strategy adopted by funds as a whole. 

These portfolios would correspond to the "minimum risk" portfolio 

referred to in the Canadian Institute of Actuaries Bulletin (4). 



Needless to say, the concept of a family of notional portfolios is 

likely to be more readily understood and accepted by trustees than 

more complex modelling techniques. 

Then, each fund would compare its actual overall performance with 

that of the notional portfolio most closely reflecting its 

liability profile, and from this it should be possible to gauge 

whether the investment manager had at least produced an index 

performance; in practice one would expect him to exceed this by a 

suitable amount, and the fund's "objective" could be defined 

accordingly. 

This approach represents a yardstick based upon liabilities alone, 

and does not consider the risk/reward implications of investment 

management. This is deliberate, in the context of a paper that 

addresses the specific subject of performance measurement; a paper 

that discussed asset/liability management would of course have to 

consider the risks involved in a mis-matching of assets and 

liabilities. 

In 1978 the Survey established a notional portfolio made up of 25% 

gilts, 30% semi-gilts, 20% in mining-financia'l equities and 25% in 

industrial and financial equities - this distribution was 

effectively dictated by the prescribed security requirements 

existing at the time. 

The purpose of this exercise ,was two-fold; one was to establish 

the return that a passive investment philosophy would have 

produced, and the other was to provide a vehicle by which the 

difference between a fund's return and the notional portfolio's 

return could be divided into the respective contributions of 

selection and strategy. 



Publication of the notional portfolio results was suspended by the 

Survey from 1987. Prior to that date results of interest were: 

Period vaAirn Return 

of Participants 

I p.a. 

27,2 

35,7 

l5,8 

988 

26,6 

10,2 

6,4 

29,6 

39,3 

Thus over its total period of existence the notional portfolio, 

despite its simplicity, virtually exactly mirrored the median 

return of the actual participants, this indicating its 

suitability as a foundation for the determination of an 

objective by an individual fund. A family of notional 

portfolios, developed with the better tools now available, 

should enable this to be done every bit as effectively in the 

new circumstances described. 



Scott ( 3 ) ,  having argued that agreement must be reached among all 

parties to the strategic asset allocation decision for a fund, goes 

on to say in his para. 7.1:- 

"One of the best ways of confirming this agreement is to 

establish a Benchmark asset structure which is the normal 

structure for the fund. Such a Benchmark can be used to 

monitor the progress of the fund and be the neutral portfolio 

from which to determine whether the actual investment outcome 

has been successful or not." 

Effectively this seems to support the idea of a family of notional 

portfolios. The family need not be restricted to the three 

suggested; each could be expanded say by bringing in the degree of 

over-funding (surplus assets can normally be invested solely with a 

view to maximising the return). 

I have frequently argued that the aim of the investment management 

of a fund should be: 

Firstly, to ensure that money is always available to pay 

benefits as and when they fall due (i.e. cognizance being 

taken of the fund's liability profile). 

Secondly, to employ the assets of the fund to greatest 

advantage, within the constraints of the first requirement. 

The "family of notional portfolios" system appears to provide a 

yardstick for measuring the results of the manager's attempts to 

fulfil the above aim. The liability aspect would be covered by 

selecting the. appropriate notional portfolio, and thereafter the 

comparison would be entirely on the basis of investment returns. 



The foregoing is not to suggest that "performance" is the only 

factor on which to base one's conclusions regarding the 

effectiveness of an investment manager. Other factors such as the 

depth and continuity of the management of the investment 

institution, quality of reporting, and the whole debate on the 

validity of past performance as a guide to the future, will still 

play their part. What I am seeking to do is ensure that the 

performance factor is handled in a manner that is valid in the new 

environment. 

It would be interesting to learn:- 

a) Whether my contention is accepted, that the "objective" 

should as a pre-requisite (given any liability constraints) 

be to determine whether the investment manager had produced 

the best investment return possible in all the circumstances. 

b) Whether the idea of a family of notional portfolios for this 

purpose has been developed elsewhere (surely this must be the 

case!), and if so whether it has proved successful. 

c) Whether any other viable systems have been 'derived to achieve 

the desired result in the circumstances described. 
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