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abstract

Investment efficiency is a function of the risk, return and total cost of an investment
management structure, subject to the fiduciary and other constraints within which investors
must operate. Institutional investors implement their investment policies through investment
management structures. In this paper the aim is to enhance the investment management structure
by broadening the financial objectives, by recognising the effect of behavioural issues and by
incorporating governance constraints. We therefore suggest that investment efficiency should be
considered as a combination of financial efficiency and non-financial efficiency.
Modern portfolio theory had a revolutionary effect on portfolio construction. In the same

way, we believe that investment management structures should be constructed in a more
disciplined and quantitative manner. In this paper we outline the quantitative and qualitative
methods by which these structures can be developed. The proposed new framework for designing
investment management structures seeks to optimise net information ratios while
simultaneously recognising the level of regret risk facing fiduciaries, minimising non-financially-
productive behavioural biases and taking account of the resources available to the fiduciary to
monitor these structures.
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". Introduction

1.1 Overview
1.1.1 Investment efficiency is a function of the risk, return and total cost

of investment management, subject to the constraints within which investors
must operate. These constraints include financial elements and non-financial
elements, such as an investor's time available to manage the investment
arrangements, accountability as a fiduciary, or legislative requirements.
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Investment efficiency should, therefore, be regarded as a combination of
financial efficiency and non-financial efficiency.

1.1.2 Investment management structure can best be defined as the
framework that establishes how investment assets should be divided amongst
different investment approaches and different investment managers. The
investment approaches can encompass different expected risk, return and
style characteristics. The end result is the construction of a number of layers,
each of which comprises distinct types of investment managers, and the
desired number of investment managers in each of these layers.

1.1.3 These investment management structures can be as simple as a
single in-house investment team or as complex as a large pension fund
employing a significant number of external third parties. This paper is
focused on those investors who use external organisations to invest some or
all of their assets. Increasingly, these investors view the choice of
investment management structure as a key first stage in selecting investment
management firms (which we refer to, hereafter, as `investment managers').

1.1.4 As advisers to institutions, charities and high net-worth
individuals, actuaries and other investment consultants have an increasing
challenge to simplify the issues and present efficient investment management
structures.

1.1.5 If consultants are to identify appropriate investment management
structures, they must ensure that these structures satisfy various criteria. The
arrangements must be appropriately diversified, cost-effective and capable
of meeting the investors' expectations for performance. The arrangements
must also be capable of practical implementation.

1.1.6 In this paper we set out the quantitative and qualitative
methods by which these structures can be developed. In the same way
that modern portfolio theory had an influence on security selection, we
believe that a more disciplined and quantitative approach towards
developing investment management structures can have a similarly
beneficial effect.

1.2 Proposed Solution
1.2.1 We believe that the existing model of building investment

management structures, focusing solely on risk and return, is too simplistic.
There are other dimensions that need to be taken into account. For example,
we have observed that some funds may be comfortable with their investment
management structures despite poor performance, and it seems that
relationships may have taken precedence over returns.

1.2.2 In this case, and others, behavioural issues are adversely affecting
the management of the fund. If investors can exhibit such biases when
confronted with investment decisions, then non-financial factors should be
recognised in building investment management structures.
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1.2.3 We have also observed that some funds have been too ambitious
when determining their investment management structures, and have
subsequently found them too complex to administer effectively with the
resources available.

1.2.4 Other important factors include legislation and the regulatory
environment. These can have a direct financial impact on investment
arrangements or an indirect, possibly non-financial, impact through changed
behaviour.

1.2.5 These issues require a fresh look at investment management
structures, incorporating a broader set of objectives that includes both
financial and non-financial factors. We can acquire a better understanding of
the fiduciaries through developing a model of their preferences and desires,
namely their utility function. Once the fiduciaries' utility function is
understood, it can be reviewed and challenged to ensure that it has an
appropriate balance between the financial and non-financial factors. After
agreement on the weights of these priorities, an appropriate fund-specific
investment management structure can be developed.

1.2.6 In this paper the aim is to enhance the investment management
structure by broadening the objectives to reflect non-financial factors, and
modelling more efficient structures based on these objectives. Enhanced
investment efficiency will be achieved primarily through improved financial
efficiency, but also through the management of non-financial factors.

1.2.7 We suggest that financial efficiency should be measured by a net
information ratio.

1.3 Outline of the Paper
1.3.1 Section 2 sets the background to the paper by considering a

generalised governance framework for investment funds and by reviewing
the typical investment process currently used to develop investment
management arrangements.

1.3.2 In Section 3 we look at the key elements of behavioural finance
theory as they relate to investment decision-making. We combine these
behavioural issues with financial factors, and propose the outline of an
investor's utility function in Section 4. We investigate how the utility
function could be optimised in Section 5.

1.3.3 Section 6 introduces generic investment manager types, and maps
the characteristics of these investment manager types to the elements of
the utility function. Section 7 takes these manager types and explores the
principles used in the manager modelling process.

1.3.4 In Section 8 we pull together the key concepts introduced in the
paper, using a range of hypothetical structures as an illustration. We discuss
the practical consequences of the new concepts, both the benefits and the
potential problems for practitioners, in Section 9. Our conclusions are found
in Section 10.
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á. The Asset Planning Cycle

2.1 Fund Governance
2.1.1 The success of an investment management structure is important

to a number of different parties. In this section we consider a generalised
framework for investment funds, noting the parties involved and defining
common terms. The generalised structure of governance can be represented
as in Figure 2.1.

2.1.2 The focal point of the governance arrangement is the fund. The
fund is the pool of assets to be invested.

2.1.3 The parties involved in the arrangement are:
ö Fiduciaries. In the case of funds investing for other parties, like trust

funds, these are the group of people responsible for the fund.
ö Management group. This is the group of people considered responsible

for the overall investment of the fund. In the case of trust funds, it is
either the fiduciaries themselves or agents of the fiduciaries. The group
sets the goals of the fund (the fund's mission) and influences the strategy,
but typically delegates the day-to-day investment of the assets.

ö Executive. This is the person, or group of people, who ensures that the
strategy of the management group is implemented. The executive is
generally involved in the day-to-day running of the fund.

Figure 2.1. Generalised fund governance framework

454 The Concept of Investment Efficiency and its

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


ö Source of funds. This is the provider of the capital for the fund. This party
typically delegates the management of the fund to the management group.

ö Beneficiaries. These are the individuals who receive financial benefits
from the fund.

ö Investment managers. These are the organisations that actually invest
the capital on behalf of the fund. The vast majority of institutional funds
employ external investment management firms.

2.1.4 Examining different types of funds against this framework, the
examples can be presented as in Table 2.1.

2.1.5 We observe the following from looking at different types of
arrangements. Only in the case of the personal investor is the same person
providing capital, making strategy decisions and receiving financial benefits.
These investors have the best opportunity to customise structures to their
individual requirements.

2.1.6 For most funds there is a management group (fiduciary) that has
to make decisions on behalf of other people. The fiduciary has to answer to
other parties ö the source of funds and the beneficiaries ö who have shared
interests in the fund's performance.

Table 2.1. Different governance bodies
Entity Management

group
Executive Source of funds Beneficiaries

Defined benefit
pension fund
(trust)

Trustees Pensions manager
or secretary

Employer,
potentially the
employees

Pensioners,
members, employer

Defined
contribution
pension fund
(trust)

Trustees Pensions manager
or secretary

Employees,
potentially the
employer

Retirals, members

Defined
contribution
pension (personal)

Provider
committee

Individual,
provider

Individual Individual

Foundation,
endowment,
charity

Management
board

CEO, investment
director

Benefactor Grantees

Insurance
company

Investment
committee

CIO or secretariat Policyholders Policyholders

Personal investor
(high net-worth
individual)

Individual Family office,
individual

Individual Individual,
dependants
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2.1.7 Fiduciaries have to operate within the constraints and legal rules
of their entity. They are also aware of potential criticism from external
sources as to how well they achieve the fund's mission. It has been observed
that the level of external monitoring has an impact on the decision-making of
fiduciaries. The final investment management structure that the fiduciary
chooses for the fund will therefore be influenced by the wishes of the other
interested parties.

2.1.8 The steps taken by management groups to develop investment
management arrangements are outlined below.

2.2 Setting the Fund's Mission
2.2.1 The fund's mission reflects the underlying purpose of the fund,

and will determine how the fund is managed. The fund's mission is usually
determined by the management group, and it forms the backdrop for
investment planning and, importantly, provides a guide as to whether the
fund's emphasis is on return or risk.

2.2.2 This mission will be shaped both by the composition of the
management group and by the extent to which it is appropriate to
incorporate the interests of the source of funds as opposed to purely those
of the beneficiaries. In a defined benefit pension fund, for example, an
employer-dominated management group may seek to minimise the cost to
the employer or the risk of large unforeseen capital calls in a short
period.

2.2.3 In order to be best placed to give advice on investment
arrangements, the investment consultant has to understand the fund's
mission, the position of the fiduciaries, and the fund's governance structure.
In some cases the investment consultant may assist the management group in
clarifying the fund's mission.

2.3 The Cycle
The asset planning cycle is the process by which investment management

arrangements are developed. This is an important process, as the fiduciaries
are legally responsible for the investment of the fund's assets, and their
success in this regard will determine how well the fund's mission is
accomplished. This section describes the stages in the circular process which
are:
ö to set objectives;
ö to determine the strategic asset allocation;
ö to design the investment management structure;
ö to populate the structure through the selection of appropriate

investment managers; and
ö on-going monitoring of the investment arrangements, having regard to

the objectives.
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2.4 Set Objectives
2.4.1 The management group should set objectives that are consistent

with the achievement of the fund's mission. The balance of decision-making
power within the management group will influence these objectives.

2.4.2 The fund's mission will typically result in an unambiguous primary
objective. For example, a foundation is usually required to spend a given
proportion of assets to maintain its tax status. The primary objective, in this
case, may then be to maintain the real value of the assets over time. For a
pension fund the primary objective will usually be to meet the liabilities as
they fall due.

2.4.3 While important, these primary objectives do not greatly assist the
decision-making process, as they tend to be too broad in scope. Secondary
objectives are developed to form a stronger link between the day-to-day
decision-making and the long-term purpose of the fund.

2.4.4 Typical secondary objectives relate to:
ö Solvency measures, where the fund is required by legislation to meet

prescribed levels of solvency (the value of assets relative to liabilities).
These measures apply particularly to insurance and pension funds.

ö Cash flow volatility measures. For example, charitable funds may wish
to maintain a stable pattern of expenditure, whereas pension funds may
aim for a steady contribution level. It is likely that the importance of this
type of objective will grow, given the trend towards using market values
in actuarial valuations, and given the likely implications of revised
international accounting standards.

ö Targeted return measures, expressing a cost-neutral or desirable level of
returns to be earned by the fund.

Figure 2.2. Asset planning cycle
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2.4.5 The precise formulation of the objectives will be influenced by
both financial and non-financial factors. The financial factors will include
such elements as the likelihood of further inflows from the source of funds,
the current level of solvency, if applicable, the structure of the liability
profile, and whether the fund is cash flow positive or negative. The non-
financial factors include the motivations of the members of the decision-
making group, their risk tolerances, their investment experience, and the
decision-making process itself (whether consensual or autocratic).

2.4.6 In practice, the objectives set largely focus on investment return,
and are typically styled as ªto maximise return subject to an acceptable level
of risk'' or ªto outperform a stated benchmark by 1% p.a. over rolling
three-year periods''. Risk is typically ill defined.

2.4.7 In Section 4 a more comprehensive framework is discussed. This
framework will require the objectives to be broadened, and explicitly
recognises the non-financial elements.

2.5 Asset Allocation
2.5.1 Deriving a suitable asset allocation, taking account of the primary

objective and of the underlying liability structure, if applicable, is essential to
meet the secondary objectives. The importance of this asset allocation
process can be reinforced by legislative requirements. For example, in the
United Kingdom the Minimum Funding Requirement of the Pensions Act
1995 provides a starting point for setting the asset allocation. Similar effects
have occurred in other countries. For example, until 1997 Japanese pension
funds were required to hold at least 50% of their assets in Japanese bonds.
Since the cancellation of this legislative requirement, many of these funds
have increased their exposure to equities to around 70% of assets.

2.5.2 The strategic asset allocation can be derived either by subjective
methods or by more quantitative approaches. Examples of the former would
be determining the asset allocation based on professional judgement after
considering historical returns alongside expectations for future outcomes, or
deciding to follow a peer group allocation that was deemed suitable for the
achievement of the objectives.

2.5.3 Quantitative methods include asset modelling (AM) and asset/
liability modelling (ALM). Both AM and ALM are risk assessment
techniques that involve making projections of the future financial position of
the fund. With ALM both assets and liabilities are projected into the future,
allowing insurance and pension funds to assess the risk and return trade-off
of various strategic asset mixes in the context of their liabilities. AM allows
funds without defined liabilities to trade-off return expectations against
absolute volatility or other risk measures.

2.5.4 The core output of these techniques is the bond/equity mix and
the geographic split of assets. The process can be further refined to add more
details. For example, it can be used to determine allocations to alternative
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asset classes, such as real estate, private equity or hedge funds. The
resulting asset mix forms the strategic asset allocation. For the avoidance of
doubt, this stage is not concerned with tactical asset allocation or stock
selection.

2.5.5 The consequences of an AM or ALM approach are:
ö the promotion of fund-specific benchmarks;
ö investment policies that take account more explicitly of objectives and

liability profiles;
ö greater confidence for allocation to new asset classes/structures; and
ö investment policies that are aligned more with a fund's risk/reward

tolerance.

2.5.6 This process is likely to provide fiduciaries with a better
understanding of their fund. This should enhance choices made regarding
fund objectives and asset structures.

2.5.7 The long-term strategic asset allocation is generally considered to
be the most important decision that the fiduciaries can make. Over time,
differences in return between different types of assets are usually greater than
the differences between investment managers within the same asset class.
However, in many countries we observe strong clustering of funds' asset
allocations around `norms'. As a result, the impact of differing returns from
the various asset classes is often small, and manager selection can become the
greater influence on the bottom line. Therefore, funds may have lost out in
terms of the beneficial impacts that they could have gained from greater
emphasis on asset allocation and investment management structures.

2.5.8 In this paper we assume that an appropriate strategic asset
allocation has been set. This is not the focus of the paper. The focus is on
adding value to the next stage of the asset planning cycle: developing an
investment management structure.

2.6 Investment Management Structure
2.6.1 At this stage in the cycle the fiduciaries will be confronted with a

multitude of options, such as:
ö in-house versus external investment management;
ö active versus passive;
ö multi-asset (balanced) versus specialist;
ö segregated versus pooled;
ö style neutral versus style bias;
ö the performance target for each mandate; and
ö the number of managers for each mandate and overall.

2.6.2 The set of feasible structure options is constrained by the
objectives of the fund and by the size of the fund's assets. This set should also
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take into account the transition costs of moving from the existing
investment management structure and also the future transition costs implied
by the expected future turnover of investment managers, although, in
practice, these costs are often not allowed for. Nevertheless, for most funds,
even these cost constraints tend not to reduce the set of alternatives to a
manageable number of structures.

2.6.3 One consequence of this is that the choice of investment
management structure is influenced, to a significant degree, by non-financial
factors. These non-financial factors are essentially the subjective views and
prior experiences of the fiduciaries. These issues are explored in Section 3. In
practice, we find that poor manager performance is the most common
trigger for a change in investment management structure, and that little
further analysis of the overall structure is undertaken when deciding upon the
appropriate response to the manager's underperformance.
2.6.4 As a consequence, structures have tended to be products of a

sequence of events, such as poor performance, rather than created by a
well-thought-out process. For example, only when active management
performance has disappointed has passive management been incorporated by
funds to any significant extent. Evidence of such `management by reaction'
can be seen in the great diversity between investment structures, despite the
high degree of homogeneity present in the asset allocation of funds within
each country. Arguably, the risk of future performance disappointment
increases where the evolution of the investment arrangements has been so
unstructured.

2.6.5 In this paper we address how funds might approach these
investment management structure decisions in a more disciplined manner.
We seek to apply new concepts and disciplines to build a portfolio of
investment managers that is more likely to meet the investment objectives of
the management group.

2.7 Manager Selection
2.7.1 At this stage of the asset planning cycle, the managers required to

fill the specific mandates identified in the structure will be chosen. Fiduciaries
will evaluate investment managers according to factors such as perceived
level of skill, the investment team that will manage their assets, past
performance figures and expected service.

2.7.2 Behavioural influences are also prevalent at this stage. Performance
misconceptions and flawed cognitive perceptions certainly influence the
selection of managers. Urwin (1999) outlines seven behavioural issues that
fiduciaries face when undertaking manager selection exercises. Common
examples are fiduciaries worrying about short-term results rather than the
long term, or seeing patterns in small samples of data where there are
none.

2.7.3 As noted, these behavioural issues will be covered in Section 3.
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The new framework explored in this paper will aim to address and manage
these behavioural biases to provide more effective investment arrangements.

2.8 Monitoring
2.8.1 This is the process by which the objectives, strategic asset

allocation, structure and managers are reviewed on a systematic basis. This
stage evaluates the success in meeting the fund's objectives over time. Issues
highlighted by the monitoring process prompt the fiduciaries to revisit the
appropriate stage of the asset planning cycle.

2.8.2 It is worth noting that most monitoring effort is currently
expended on the investment managers. This provides a check on the
managers, and allows the fiduciaries to understand why they have done
what they have done. Sophisticated manager monitoring will also identify
any changes in an investment manager's style. While this is important, it
introduces the danger of `management by reaction', referred to above. If the
structure is also being monitored, it can be seen whether this change in style
will have sufficient impact on the overall characteristics of the fund to
warrant action by the fiduciaries. Conversely, monitoring of the structure
may reveal issues that have developed without any change in style by any of
the investment managers.

2.8.3 In a similar manner, the monitoring of the fund's objectives is also
important to ensure that they remain appropriate in the light of any changes,
whether to the source of funds, to the beneficiaries, or to the financial
position of the fund. Consequently, the periodic monitoring of the strategic
asset allocation is also of major importance.

2.8.4 The more complex the investment arrangements are, the more
monitoring will be necessary. In practice, the primary source of complexity
in the overall investment arrangements is the investment management
structure. Therefore, a lack of fiduciary resources available to monitor the
arrangements will constrain investment structure opportunities. In designing
the new proposed framework, this relationship between structure and
monitoring is explicitly recognised.

2.9 Summary
2.9.1 The asset planning cycle is a multi-stage process that defines the

development of an investment policy and a structure for implementing that
policy.

2.9.2 In this paper the aim is to enhance this process by broadening the
objectives to reflect non-financial issues, and by modelling more efficient
structures based on these objectives.

2.9.3 As stated in {2.5.8, we are assuming that the fund's asset
allocation and benchmark have been determined. The focus is on the
investment management structure stage of the cycle.
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â. Behavioural Issues

3.1 Overview
3.1.1 This section introduces the importance of behavioural finance and

reviews the principal findings in the field. In addition, it challenges and
exposes commonly believed performance myths which arise from the
behavioural issues discussed.

3.1.2 There are two types of behavioural issues to consider. The first type
comprises aversion to regret and aversion to loss, and is a consequence of how
people make decisions. The second type comprises cognitive illusions that
distort rational thinking, such as overconfidence, framing, mental accounting,
over-simplification and cognitive dissonance. Like optical illusions, these
`illusions' fool investors, and can still persist, even after they have been
demonstrated to be irrational choices ö as discussed by Thaler (1999).

3.2 Behavioural Finance
3.2.1 The growing field of behavioural finance theory illustrates how

behavioural issues affect the management of investments. This body of
knowledge reveals that there is more to investing than a simple risk and
return trade-off.

3.2.2 A number of studies have constructed examples showing how
investors do not always act in a rational manner when confronted with
investment decisions. A useful introduction to the subject is published by
AIMR (1995).

3.2.3 Rational behaviour is more predictable than irrational behaviour.
This is why irrational behaviour is often omitted from models, which,
instead, assume that participants act in a rational manner.

3.2.4 These omitted behavioural elements, as Amos Tversky (1995)
points out: ªindicate that the rational economic model that informs much of
financial analysis is incomplete in some essential respects, and the departures
are systematic and not random''.

3.2.5 It is, therefore, worthwhile investigating behavioural biases with
the intention of strengthening and improving the existing investment
management structure model.

3.3 Behavioural Issues in Manager Selection and Structure
3.3.1 The development of investment management arrangements requires

a group of people to make decisions. The interaction of any group has great
potential for behavioural nuances to emerge.

3.3.2 It is possible that a good investment consultant is aware of these
issues, at both a conscious and a subconscious level, when faced with assisting
a group to develop an appropriate solution. Nevertheless, the fiduciaries'
decision-making process can be enhanced by explicitly recognising the
behavioural biases at work. Some of the more common behavioural biases are
explored below.
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3.4 Regret
3.4.1 Investors are clearly averse to risk to some degree, but they also

want to minimise regret. Regret is the feeling of sorrow experienced after
making a decision that turns out to be wrong. In manager selection exercises,
regret would occur, for example, when a fund management organisation is
hired, and then performs poorly, or, indeed, when a poorly performing
manager is fired, and then proceeds to do spectacularly well.

3.4.2 Regret is different from risk. Investors can feel the pain of regret,
even if the risk has not changed, and even when they have not suffered a
financial loss. In the manager selection example above, where the poorly
performing manager is replaced, the likelihood of the fund underperforming
its benchmark with the new manager may not have changed. However, the
fiduciaries are likely to feel the pain of bad timing if the manager that they
have just fired goes on to become the new `star performer'.

3.4.3 Clarke, Krase & Statman (1994) note that one defence against
regret is to avoid making choices. We define regret risk as the fear of feeling
sorrow as a result of making poor judgements. If regret risk is unconstrained,
then it can paralyse active decision-making.

3.4.4 We observe management groups that hang on to poor managers
for too long. They avoid firing managers, even though they know they should
replace them. These fiduciaries are postponing decisions to avoid regret
risk. In practice, regret risk hampers the effectiveness of the manager de-
selection process, and can often also bias the selection process.

3.4.5 Another example of regret is peer group behaviour by fiduciaries
and investment managers. This is colloquially known as the `herding
instinct'. For fiduciaries, hiring a manager known to behave differently from
the peer group carries regret risk, as the performance outcome may be
lower than that achieved by the peer group, thus opening the fiduciaries up to
outside criticism. For managers, the risk of underperforming the peer group
carries commercial consequences as well as potential regret. This has
implications for investment management structures, as there are greater
financial rewards (risk reduction) for picking managers that are uncorrelated
with each other, but regret risk is minimised by employing the same
managers as other investors (and who are very similar to each other).

3.4.6 Four examples of fiduciary behaviour arising from regret are:
ö Consensus decision-making. Due to their collective accountability, the

fiduciaries have to reach a group decision, typically on a democratic
basis. This means selecting the option with which the majority agree.
This may not necessarily be the best option.

ö Familiarity. Fear of the unknown can lead to the conventional, familiar
options being chosen by fiduciaries. The influence of this factor can be
seen in the slow acceptance of new ideas, such as introducing alternative
investments into mainstream institutional funds.

ö Fiduciary fears. Fiduciaries are required to act prudently, and are
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accountable for investment decisions. A higher degree of risk aversion
and loss aversion could be expected from management boards who are
highly scrutinised by regulators and stakeholders.

ö Peer pressure. This can lead fiduciaries to take the `safe' option, by
doing what everyone else is doing, for example following the peer group
asset allocation.

3.5 Loss Aversion
3.5.1 Investors have a strong desire to avoid losses. Behavioural finance

theorists have found people place about twice as much significance on a loss
as they do on a gain (Tversky, 1995). In other words, people are far more
unhappy about losing $100 than they are pleased about gaining $100.
Investors do not have a symmetrical view of returns. They prefer an
asymmetric distribution of payoffs, hoping that gains will be more likely than
losses, and that the chance of very large losses can be avoided. This
contrasts with the symmetric view of risk expressed by standard deviation of
return, which is traditionally the most prevalent measure of risk.

3.5.2 Loss aversion can affect fiduciaries in a number of ways. If an
investment manager has made a short-term loss, then loss-averse fiduciaries
will focus on this in their meetings, rather than looking at the total fund
picture across all their managers.

3.5.3 Another example is that a bad experience with a structure is sorely
remembered for a long time. Even if circumstances have changed, strongly
loss-averse fiduciaries will avoid even considering such a structure again.

3.6 Overconfidence
3.6.1 Several studies have shown that people are generally overconfident

about their knowledge and abilities. This overconfidence is observed in many
professional fields. These studies are summarised by Barber & Odean (1998)
in their literature review.

3.6.2 Overconfidence can lead to biases in two directions. First, people
become more optimistic, over-estimating their chances of success, and
second, they also overestimate their degree of knowledge (Tversky, 1995).
This overconfidence can result in decisions being based on very little
information, because the person is confident in the outcome.

3.6.3 Barber & Odean (1998) point out that overconfidence is greatest for
difficult tasks, for forecasts with low predictability, and for undertakings
lacking fast, clear feedback. Successful manager selection is a task that has all
three of these elements, and is thus prone to investors becoming overconfident.

3.6.4 For example, overconfidence could lead to higher expectations of
returns from managers, which are both unrealistic and unlikely. This could
lead to a bias towards managers who have performed well recently, as the
fiduciaries are confident that the performance will continue. Overconfidence
is also often seen in some fiduciaries' belief in their own chances of success in
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selecting investment managers. Overconfidence can also distort an investors'
view of risk, as their strong optimism in the outcome means that the worse
case scenario is not given enough significance.

3.7 Framing and Mental Accounting
3.7.1 Framing refers to the importance of context in the way people

make decisions. The way the problem is presented to a group may influence
the course of action taken. A key aspect of framing is the group's reference
point.

3.7.2 The introduction of fund-specific benchmarks is an example of
changing the performance reference point from the peer group or market
indices to the fund's own criteria. Fiduciaries would benefit from being aware
of the extent to which they are influenced by the context when problems are
being presented.

3.7.3 Mental accounting refers to the need of individuals and households
to record, summarise, analyse, and report the results of transactions and
financial events. They do so for the same reasons that businesses use
accounting ö to keep track of where their money is going and to keep
spending under control. For example, typically money is separated into
different accounts: expenditure is divided into budgets (e.g. housing, car),
wealth is divided between liquid assets and savings, and income is categorised
as regular or windfall. This would not matter if the accounts were perfectly
fungible (substitutable), as assumed in economics. Thaler (1999) notes that, in
the United States of America, where dividends are taxed at a higher rate than
capital gains, investors should prefer share repurchases to dividends, but
actually like dividends, possibly as they provide a simple self-control rule
(spend the dividend and leave the principal alone). He also quotes a study
that found that capital gains on the stock market have little effect on
consumption, whereas a cash payout from a merger does increase
consumption. Both of these examples show that different mental accounts are
treated differently. This is in conflict with the assumption that rational
individuals treat money as perfectly fungible.

3.7.4 Clarke, Krase & Statman (1994) point out that behaviourally-
driven investors diversify without considering the covariance between assets.
They split assets into various pockets, such as a cash account for liquidity,
bonds for income, and equity assets for growth. This goes against Markowitz's
principles about the importance of diversification and looking at the portfolio
as awhole.

3.7.5 A further example of mental accounting adversely affecting
investment decision-making is provided by Thaler (1999). He refers to
previous work undertaken by himself and Benartzi into the allocation of
retirement funds by individuals in the U.S.A., in which they identify what
they call the `1=n heuristic'. Where individuals are offered a choice of n funds
they tend to spread their money evenly across them. Therefore, where one
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equity and one bond fund are offered, the individual will tend to have 50%
in equities, but if a second equity fund is added, the proportion in equities
rises to two-thirds. In addition, where the employer offers company stock as
an option within the retirement fund, this appears to be allocated to a
separate mental account.

3.7.6 Fiduciaries need to be aware of the issues arising from thinking in
mental accounting terms, and to ensure that return opportunities and risk
budgets are fully optimised. The Thaler study, noted above, has major
implications for the fiduciaries of defined contribution pension plans.

3.8 Over-Simplification
3.8.1 The human mind tries to find simple rules and patterns to simplify

decisions. Behaviourally-driven investors rely on short cuts based on
previous experiences, often seeing patterns in small samples of data where
there may be none.

3.8.2 This problem of over-simplification is compounded by `cognitive
dissonance', which reinforces and maintains the short cuts made. Cognitive
dissonance is the mental anguish that results from being presented with
evidence that our assumptions or beliefs are wrong. This leads to decision-
makers rationalising situations to make them consistent with their initial
beliefs or even disregarding any new information presented. The more
intelligent people can be most prone to cognitive dissonance, as they have the
ability and aptitude to construct reasonable counter arguments in order to
maintain their beliefs.

3.8.3 Investors need to recognise that there are no easy answers. If they
believe that they know the answers, then they are likely to be over-
simplifying, and to be victims of their own overconfidence.

3.9 Other Behavioural Biases
3.9.1 An example of another behavioural bias in the investment arena is

the large proportion of domestic assets in most pension fund portfolios.
These pension funds, instead of diversifying their assets according to the
global set of opportunities, prefer to invest more in the securities of their
home country. This home country bias is seen as motivated, not by financial
factors (although in some countries regulation does have an influence), but to
provide feelings of comfort. It, therefore, has consequences for adequate
international diversification.

3.9.2 Very similar to the home country bias is a familiarity bias, which is
particularly relevant for defined contribution funds. Members with less
investment experience are more inclined to overweight familiar options.
Respondents to a 1995 Gallup survey of defined contribution plan participants
viewed their own employer's stock as safer than a diversified stock fund.
Fiduciaries will want to ensure that members are sufficiently informed to
prevent this type of behavioural bias skewing decisions.
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3.9.3 The familiarity bias is not only found amongst members and
trustee boards. Coval & Moskowitz (1999) found that U.S. investment
managers exhibited a strong preference for locally headquartered firms in
their domestic portfolios.

3.9.4 Careful objective consideration of the fund's diversification and
awareness of these biases are required when building investment management
structures.

3.10 Performance Myth Pitfalls
3.10.1 Fiduciaries use performance data to simplify selection decisions,

and may fall for commonly accepted performance myths that arise from the
behavioural issues discussed above. This section explores some characteristics
of performance data to make practitioners more aware of this issue.
3.10.2 Myth 1: The truth is in the figures. Performance data contain high

levels of statistical noise, which makes it very difficult to distinguish between
luck and skill. The `factor of five' hypothesis states that the noise of one
year's performance data is of the order of five times the magnitude of the skill
generating that performance. Urwin (1998) observed this when modelling
the active skill component (where `skill' is the capacity to produce
outperformance relative to the benchmark) versus active risk. Investors
almost invariably expect the skill component in performance figures to be
higher than it is likely to be.

Figure 3.1. Skill and noise distribution
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3.10.3 Beckers (1997) echoes this in a study analysing manager
performance and skill. It was demonstrated that having above average
performance is not a clear indicator of skill. In the simulations, 15% of
unskilled managers were still in business after three years and 10% were still
attracting business after five years. Likewise, skilled managers can be driven
out of the market by bad luck. Fiduciaries should thus understand that there
is a large chance element within performance figures, and that these figures
are not reliable indicators of manager skill.

3.10.4 Myth 2: Three-year track records can be used for decision making.
If the system contains so much noise, then the length of time before skill
becomes statistically evident is considerable. It is quite normal for a test of
manager skill to require fifteen years of data before that skill can be
statistically proven. It is also unlikely that the business or its staff (and
therefore its level of skill) would have remained constant over such a long
period of time. The changes would make it difficult to feel confident about
whether the skill observed would still be applicable over the next period.

3.10.5 Myth 3: Recent results carry more information. Great confidence
is placed in the recent high performance history of a manager. This is
misplaced, due to the poor persistency of performance figures, which show
that there is no guarantee that it will continue.

3.10.6 Luck is very powerful in this context. Given the noise element
around the skill distribution, a very good return may have been generated
predominantly by chance. Investors who are more prone to behavioural
biases will see a good return, and tend to extrapolate it into the future. If the
observations are independent or have low persistence, then it is more likely
that the next period's result will be closer to the mean. This is because most
random events lie around the mean, and not at the extreme ends of the return
distribution. Rational investors will be cognisant of the noise, and base
future expectations on more realistic values and, particularly, seek to identify
the skill element within the noise.

3.10.7 The high noise element in performance data makes it very
difficult to prove anything with statistical certainty. However, what it does
demonstrate is that performance figures are an unreliable predictor of skill.
Good track records are unlikely to persist, and cannot be relied upon as a
basis for picking skilled managers.

3.11 Summary
3.11.1 Behavioural finance theory illustrates a number of behavioural

issues that can affect investment decision-making, and there are a number of
performance myths espoused by the investment industry that fiduciaries
need to treat with care.

3.11.2 On the one hand, the fear of regret and loss aversion increase the
concern that investors have about `losing money'. For fiduciaries, their
accountability to others can heighten any such concern. This can lead to comfort-
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seeking decisions, such as a strong association with peer groups, a reluctance to
make changes, a tendency to over-diversify the investment management
structure, and an emphasis on large, well-known investmentmanagers.

3.11.3 At the other extreme, overconfidence, over-simplification and
extrapolation of past trends can lead to unrealistic expectations and a mis-
estimation of risks. This can lead to the adoption of inappropriate structures,
where the expectations of future performance are too high, and to `buy
high, sell low' errors in selecting investment managers. In addition, framing
and mental accounting encourage inappropriate comparisons and obscure
the big picture.

3.11.4 In the construction of better investment management structures,
these potential traps and biases need to be carefully considered and skilfully
negotiated. This is particularly important when any such biases can be
`justified' on financial grounds, for example failing to make a decision on the
grounds of incurring transition costs for an uncertain benefit of a new
structure. Clearly this could be a legitimate financial concern, which makes
the identification and control of the non-financial bias difficult.

ã. Describing the Utility Function of Fiduciaries

4.1 Overview
4.1.1 In this section the concept of utility, or satisfaction, is explored.

The utility function is a way of describing the decision-maker's preferences
among different bundles of goods, in order for the consumer to maximise his or
her satisfaction. By applying the concept of the utility function to fiduciaries,
we can explain why financially sub-optimal structures persist, and we are also
better placed to enhance the financial efficiency of future structures.

4.1.2 The financial and non-financial components of the utility function
of fiduciaries are developed. The financial elements of active return, active
risk, and ongoing costs (which can be combined to form the net information
ratio) are described. The effect of diversification is considered. The breakdown
of costs between investment management fees, monitoring costs and transition
costs is noted.

4.1.3 In addition, we classify the payoffs, or utility, of the behavioural
issues identified in Section 3 as belonging to one of two categories. We define
the `SleepWell' payoff as the utility derived from the fiduciaries' level of
comfort and the avoidance of the risk of regret. We use the term `SeemsGood'
to describe the utility ascribed to behavioural payoffs that have no financial
benefit. The monitoring capability of fiduciaries is outlined, as it serves as a
constraint in the development of the investment management arrangements.

4.2 Definition of Utility
4.2.1 As used in economics, the term utility may be defined as the amount
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of satisfaction to be derived from a commodity or service at a particular time.
There are two key points to note. First, that the utility of a commodity or service
has nothing to do with its usefulness (it may or may not be useful, but must
yield satisfaction). Second, that the utility derived from the commodity or
service is time dependent. For example, risk control measures have a far higher
utility in volatile conditions thanwhen conditions are stable.

4.2.2 Utility theory concerns itself with determining how valuable
different outcomes are to a decision-maker. The primary goal of the decision-
maker is to maximise their utility or satisfaction. The utility function is a
way of describing the decision-maker's preferences among different options,
and can, therefore, enable individuals to choose the set of alternatives that
maximises their utility.

4.2.3 Utility depends on an individual's subjective estimation of the
amount of satisfaction to be obtained from something. As a consequence
there is no such thing as intrinsic value, because the same commodity or
service (at the same point in time) has different utilities for different people.
Even for the same individual, the utility of something is not constant, but
differs at different times and in different circumstances.

4.2.4 Utility is also subject to the law of diminishing returns. There is
diminishing marginal utility associated with increases in the quantity of a
commodity or service. The attractiveness of a commodity, service or
attribute, at any given point in time, therefore depends on how much is
already possessed. In other words, when considering a change, it is the
marginal utility that matters, not the total utility.
4.2.5 In the world of scarce resources and budget constraints, having

more of one thing implies having less of another. Therefore, a choice has to
be made, and this implies that each individual has a scale of preferences.
Since utility is the strength of the satisfaction that an individual derives from
a commodity or service, it follows that it cannot be generically measured.
However, it is possible to order these preferences for each individual. The
order reflects the current marginal utilities, and the budget can be applied to
those areas that have the highest marginal utilities. Perfect equilibrium for
each individual, at any point in time, could be found if each item were
infinitely divisible into the smallest units.

4.2.6 In the next section we apply these concepts of utility to the
development of an investment management structure by fiduciaries.

4.3 Determinants of Fiduciary Utility
4.3.1 We want to establish a utility function for fiduciaries regarding

their chosen investment management arrangements. To derive this, we need
to evaluate which factors provide them with satisfaction. The specific mix
and balance of these factors will naturally change from group to group.
4.3.2 An illustration of dissimilar preferences amongst fiduciaries can be

seen in Figure 4.1. Fiduciaries were asked to rate the factors that they
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consider when arriving at investment management structures. Solvency and
return maximisation were generally highly rated by most fiduciaries, while
other factors, such as risk, cost containment and simplicity of structures,
were given differing degrees of importance.

4.3.3 The following sections review the factors that fiduciaries want
from their investment arrangements. They also cover issues that act as
constraints to fiduciaries in making their choices.

4.4 Return
4.4.1 Fiduciaries want their investment arrangements to perform `well'.

While the achievement of the fund's mission depends on the absolute level of
the investment return, we find that fiduciaries pay more attention to relative
returns. First, this is due to the strong asset class returns of the last 20 years
reducing the need to consider absolute returns. Second, it is attributable to
fiduciaries having a long time horizon with respect to absolute returns, and
exercising short-term management control in respect to relative returns.

4.4.2 Therefore, we make the assumption that shorter-term decision-
making is driven by utility derived from relative returns. For individual
mandates, the relative return is in comparison to a specified benchmark,
which could be the return of a market index or the return of a relative

Source: Watson Wyatt Global Asset Study Survey 1999; data for U.K. participants only

Figure 4.1. Factor importance in arriving at fiduciaries' current
investment structure
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defined universe of funds. For the aggregate structure, the comparison
benchmark would generally be a composite of market indices in proportions
reflecting the strategic asset allocation or a peer group return.

4.4.3 The commonly used (but technically less accurate) measure of
return relative to the benchmark is calculated as:

Active return (alpha) � Fund return ÿ Benchmark return.

4.4.4 It is noted that variations of this measure can be calculated.
Strictly speaking, a compound variation of the above or the use of log
measures would be preferred.

4.4.5 This measure can be considered before (ex ante) or after the event
(ex post). Expected active return (i.e. ex ante) is the prospective active return
that the fiduciaries expect to be delivered. This measure is the alpha consistent
with perceived skill. Actual active return (i.e. ex post) is the observed return
after a specific measurement period, and includes the effects of both manager
skill and noise ö the random variations in performance attributable to other
exogenous factors.

4.4.6 Holding other factors constant, fiduciaries experience increasing
utility the higher the actual active returns achieved by their fund. Their utility
is diminished to the extent that their expectations for active return are not
met.

4.4.7 However, we have noted the lack of evidence of persistency in
performance. This places doubt on making appropriate decisions based on
past performance data, for example between active and passive management
or on the appointment of particular investment managers. Focusing on
expected active return shifts the selection perspective from picking the best
historical performance to finding the product or investment manager that has
the appropriate characteristics and/or skill to meet the fund's risk and
return objectives in the future.

4.5 Risk
4.5.1 Fiduciaries do not want these high active returns to come at the

expense of placing the fund at excessive levels of risk. Fiduciaries are
custodians of their beneficiaries' wealth, and are required to act in a prudent
manner. They are, therefore, risk averse, and this requires the incorporation
of a measure of risk into the decision-making process.

4.5.2 A comprehensive discussion of risk is outside the scope of this
paper. We assume that the risks relating to the performance of the assets
relative to the liabilities have been considered when setting the strategic asset
allocation (although this assumption is discussed in subsequent sections
dealing with absolute return mandates). In this section we limit our
consideration of risk to that related to the generation of active return relative
to the appropriate benchmark.
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4.5.3 There are a number of risk measures that can be adopted by
fiduciaries. One such measure is active risk, also known as tracking error,
which is defined as:

Active risk � Standard deviation of active return.

4.5.4 When considering historic active risk, the number of data points
used to derive the standard deviation is typically twenty quarterly returns
(five years) or thirty-six monthly returns (three years).

4.5.5 Active risk, like active return, can be estimated in advance.
Prospective or predicted tracking error targets can form part of an
investment manager's mandate. These can provide a measure of comfort to
fiduciaries, as they ensure that risk considerations are an intrinsic part of the
management process and they enhance the monitoring process. Risk
models, such as those developed by BARRA and Quantec, estimate the
tracking error of funds based on the portfolio's composition.

4.5.6 Fiduciary satisfaction will, in general, be greater for lower actual
tracking error levels. This will change, depending on the fiduciary's level of
risk aversion. Fiduciaries tend to have a preference for the actual tracking
error to turn out to be less than the expected tracking error (they are
uncomfortable with risk being greater than expectations), especially when the
measure is formalised as a target in the mandate. However, our research
indicates that commercially available software for risk prediction tends to
underestimate the actual tracking error. This has implications for the setting
of realistic expectations.

4.5.7 Standard deviation (with an associated implication of normally
distributed returns) as a measure of risk can be amply criticised. There is
valid concern that active returns are not distributed normally, but, instead,
have `fat tails'. In addition, standard deviation is symmetric, in that it
assumes that investors are equally concerned with gains and losses, which
does not adequately reflect fiduciaries' loss aversion. Nevertheless, standard
deviation has the advantages of being widely recognised and easy to
incorporate into a modelling process.

4.5.8 Fiduciary bodies may prefer to work with other measures of risk.
Examples of other measures include semi-variance, other downside risk
measures or value at risk (VaR). This would lead fiduciaries to require other
risk targets in their utility function formulation, and the proposed modelling
process would be adjusted accordingly.

4.6 Efficiency
4.6.1 Risk and return measures can be combined to calculate efficiency

statistics. These risk-adjusted measures capture the efficiency with which risk
is `converted into' return.

4.6.2 One such efficiency measure is the information ratio (IR):
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Information ratio (IR) � Active return
Active risk

:

4.6.3 The information ratio is a risk-adjusted measure that considers
risk and return relative to the benchmark. It is similar to the Sharpe ratio,
with the major difference being that the latter considers the portfolio return
relative to the risk-free rate. Consequently, the Sharpe ratio is also
affected by the return of the asset class relative to the risk-free rate as well
as by the active positions taken. Given that the information ratio is
unaffected by the asset class component of return, and that active return
and active risk can, within limits, be scaled up or down in commensurate
measures by making simple adjustments to active positions, we regard the
information ratio as being the most reasonable efficiency measure on which
to focus.

4.6.4 Once again, this can be calculated ex post, using achieved active
returns and achieved active risk values, or ex ante, using expected active
returns and predicted active risk measures. Since fiduciaries achieve most
satisfaction from higher active returns and lower active risk, their utility will
be enhanced by increases in the information ratio.

4.6.5 The information ratio can be calculated gross or net of costs. This
can be expressed in the following relationship, where costs are both the
investment management fees and the monitoring costs:

Net information ratio (Net IR) � Active returnÿ Costs
Active risk

:

4.6.6 Current and future transition costs can also be incorporated in the
measure if an appropriate period of assessment is specified.

4.6.7 The information ratio is a useful statistic in ranking the skill of
investment managers. A higher information ratio indicates that the manager
can add more value per unit of risk. A top quartile manager may have an
information ratio of 0.5, adding 50 basis points of active return for every 100
basis points of active risk, before expenses. Table 4.1 illustrates information
ratio values achieved by mutual funds in the U.S.A.

4.6.8 Just as past performance requires careful interpretation, historic
information ratios should also be subject to equivalent scrutiny. Given the
noise present in active returns, the information ratio achieved over a
particular period may overstate or understate the underlying level of skill.
The task of the consultant will be to apply his or her knowledge of the
product or investment manager to identify those with a high level of skill.
These are the products or investment managers that are expected to possess
and maintain high information ratios.
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4.7 Diversification
4.7.1 Another financial dimension to consider is the extent to which the

incremental investment manager diversifies overall fund risk. Unless size
does not permit, funds usually employ a number of managers. Utility is
improved with effective diversification. The diversification effect can be
measured as a percentage contribution to the reduction in the fund's overall
tracking error.

4.7.2 This is a key financial consideration, as the fund is affected by the
performance of the managers interacting as a whole group. Interestingly,
Clarke, Krase & Statman (1994) observed that the covariance between assets
(in our case, between managers) is an element that is often disregarded by
less-financially-aware investors when making decisions.

4.7.3 There is also a cost element to poor diversification. If the fund is
split between two investment managers, then the individual portfolio sizes
will be smaller. Due to sliding investment management fee scales, which are
usual for the industry, the fund is likely to attract higher average fees. If the
two investment managers behave in the same way, then the fund would be
better off by placing all the assets with one of them.

4.7.4 To establish an appropriate, investment-efficient structure, the
covariances between products or investment managers must be taken into
account. The interaction between the investment managers selected requires a
more rigorous quantitative approach. This will be captured in the manager
modelling process outlined in Section 7.

4.8 Costs
4.8.1 Fiduciaries, as custodians of their funds, will want to minimise

expenses and other outgoings, subject to achieving their other investment
objectives. The most visible cost borne by funds is the investment management
fee, and fiduciaries will be interested in selecting those investment managers
that offer their services at a reasonable price. The degree to which this will affect
their decision-making will depend, amongst other things, on the fiduciaries'
cost sensitivity.

Table 4.1. Typical distribution of empirical information ratio values
(before expenses)

Percentile IR

90 1.0
75 0.5
50 0.0
25 ÿ0.5
10 ÿ1.0

Source: Barra; Kahn (1996) based on mutual funds, for both equity and fixed income funds

Application to Investment Management Structures 475

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


4.8.2 Investment management fees are explicit costs that are specified in
the investment management agreement. The easiest way to incorporate these
in modelling the utility function is to consider the expected active return net
of management fees.

4.8.3 Fiduciaries should also be aware of other costs that can affect the
fund's performance:
ö Trading costs. Various studies have explored the components of trading

costs. There are various elements to trading costs: commissions, taxes,
spreads, market impact, timing costs and opportunity costs. Wagner &
Edwards (1993) stress that the focus of investors should not be
on commission cost minimisation, but on return optimisation after
considering all the costs. Fiduciaries who are very cost sensitive might
bring the extent of the investment manager's portfolio turnover into their
utility function. However, normal performance measures are calculated
after allowing for all these costs.

ö Transition costs. These occur when changing investment managers or
implementing large changes to investment strategy. Invariably, the new
investment manager will want to sell significant parts of the portfolio to
match its own strategy. The fund will then incur large scale trading, and
can suffer greater market impact effects due to rapid trading, even when
using programme trading techniques. A desire to constrain these costs
can limit the pace at which the fund can move to a new structure. These
costs should also include the contingent costs of future changes to
managers. Usual levels at which fiduciaries turn over their active managers
seem to be at around 10% to 15% p.a. These rates imply that quite material
costs would be introduced and modelled on some probability weighted
basis.

ö Costs of obtaining advice from consultants and other external advisers.
These are much smaller than investment management fees, but could
impact on the monitoring of certain structures.

ö Costs related to management time. For example, these include the
opportunity costs of the fiduciaries' time sacrificed to work on the fund's
investment issues. This type of cost is dealt with in connection with
monitoring capacity in Section 4.14.

4.8.4 In the modelling process, costs other than investment management
fees could be incorporated, but, more normally, would be treated as
exogenous variables, and form part of the constraints. For example, high
transition costs may limit the expected benefits of a new investment structure.
Incorporating explicit cost constraints will thus limit the opportunities that are
made available when optimising the utility function.

4.8.5 The size of the fund may affect the fiduciaries' cost sensitivity. The
widespread industry practice of sliding fee scales means that the size of the
fund has a dramatic impact on investment management fees. Although the
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amount paid out by a fund increases with size, the proportion as a percentage
of the assets falls with size. Larger funds can support more complex structures,
and may receive better attention from investment managers. This allows the
fiduciaries of these funds more flexibility when deciding on a manager
structure. Similar issues must be dealt with where fees are related to
performance, although, generally, these rates do not change with size.

4.8.6 To summarise, the financial factors that are part of fiduciary
utility functions are expected active return, expected active risk, net
information ratios, fund costs and the diversification benefit of appointing an
investment manager.

4.9 Comfort and Compatibility
4.9.1 In addition to the financial factors discussed above, there are also

non-financial elements within the fiduciaries' utility function which influence
decision-making.

4.9.2 A useful exposition of pension fund trustee decision-making is
given by Clark (1998a), who notes that trustees make decisions under both
ªrisk and uncertainty''. The recognition of uncertainty encourages ªthe
formation of ad hoc habits and norms'', and, at the heart of the decision-
making process, are the ªhabits of prudence'': loss aversion, regret,
preference for certainty and preference for similarity. Clark (1998a) notes
that the habits of prudence act as a conservative force, but have the virtue of
ensuring that any accepted risk beyond that encapsulated by the habits is a
deliberate decision.

4.9.3 Within the framework of the utility function, fiduciaries experience
a higher non-financial payoff for investment decisions that are made in line
with the habits of prudence. However, if we are targeting high active return
we must relax the preference for certainty, and, in some situations, we must
relax the preference for similarity. So, while many of the factors identified
above are generally useful, some are undesirable, as they create barriers that
limit investment opportunities unnecessarily. It is, therefore, important to
recognise these factors, both to ensure that the investment opportunities are
as wide as possible and to ensure that the fiduciaries have an adequate level
of comfort. As the fiduciaries have to accept final responsibility for the
assets, an inadequate level of comfort on their part would be an undesirable
and potentially costly outcome.

4.10 Summarising the Behavioural Issues
4.10.1 We have identified a wide range of behavioural issues that can,

and do, impact on the decisions made by fiduciaries. Having considered each
issue, we have concluded that they can be classified into two groups, based
on the benefits as perceived by the decision-maker and the real benefits, if
any, that they bring to the decision. The two categories of non-financial
factors are:
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ö `SleepWell' payoffs: the comfort level of fiduciaries in the structure
based on their control of regret risk; and

ö `SeemsGood' payoffs: the behavioural payoffs that have no financial
value.

4.10.2 We believe that there is a value in constructing these concise
terms, as they enable quick and efficient communication of highly complex
issues, which allows fiduciaries to understand and modify their utility function
as desired. SleepWell has value for fiduciaries, and is seen as an appropriate
element of the utility function by non-fiduciaries. SeemsGood has been
chosen to carry a note of scepticism as to the value of this component of the
utility function. It is used to describe the payoffs that are believed to be
financially valuable, but, in aggregate, tend to reduce financial efficiency.
Table 4.2 summarises the behavioural issues in each of these categories.

4.11 SleepWell Payoffs
4.11.1 The SleepWell payoff is defined as the utility that fiduciaries

derive from minimising regret risk, where regret risk is the risk of investment
outcomes being disappointing, and leading to the fiduciaries' subsequent
regret. Fiduciaries' investment decisions are scrutinised and judged by others.
There is external validation by the source of funds, beneficiaries, regulators,
and ultimately, the wider public. Fiduciaries not only have to make a good
decision, but they have to live with the decision. Heath & Tversky (1991)
note that: ªPsychic payoffs of satisfaction or embarrassment can result from
self-evaluation or from an evaluation by others.''

4.11.2 Furthermore, if fiduciaries are negligent in their investment
decision-making, then they face the risk of legal action being taken against
them. Given that investment management results have a high element of
noise, there is a risk that a bad outcome arising from chance could appear to
be the result of a negligent decision. Not only will the fiduciaries feel regret,
but this regret will intensified by the knowledge that other parties are relying
on them (and judging them). When faced with the difficulty of making the
best choice in a difficult situation, fiduciaries act to limit regret. As Clark

Table 4.2. Categorisation of behavioural issues
SleepWell
(regret risk control)

SeemsGood
(behavioural biases)

Loss aversion Loss aversion
Peer pressure Overconfidence
Familiarity Framing
Consensus decision-making Mental accounting
Fiduciary fear Over-simplification

Performance myths

478 The Concept of Investment Efficiency and its

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


(1998a) states: ªinvestment decisionmaking is a gamble. But it is hoped it is
a structured gamble, framed by habits, rules, and norms that allow trustees
scope for both decisionmaking and protection in case things go wrong''.

4.11.3 We therefore conclude that, not only is SleepWell a significant
component of the fiduciary utility function, but also that it is a valid and
valuable component, given the fiduciaries' role.

4.11.4 Arguably the most effective way to manage regret risk is to make
the same decision as the external judge would make, or at least to make a
decision that the external judge would find to be reasonable, even when the
subsequent outcome is unfavourable. As this cannot be known in advance, it
has to be estimated, and it is in this context that the concept of brand
assumes significant importance.

4.11.5 Marketing textbooks define brand as a promise of consistency in
quality and performance. In a low noise to signal environment, such as
manufacturing, consistency can be achieved reliably. Brands develop from
past performance, and, in certain environments, can legitimately help
consumers to make choices. For example, a consumer (with no budget
constraint) choosing a car and faced with a choice between a Mercedes and a
less well regarded alternative, will use his or her knowledge of brands to
make a choice. The preconceived ideas about the product are likely to match
the consumer's experience in practice ö essentially you get what you pay
for. Brands can act as a valuable time-saver, or shortcut, when making a
decision. In the same way, brands in the investment management industry are
both highly visible and are also viewed as providing assistance to fiduciaries
in the decision-making process.

4.11.6 Given the external evaluation of fiduciaries' decisions, brand can
be thought of as an insurance policy. In the event of a bad outcome, the
fiduciaries will be less open to outside criticism if they have selected a brand
name, and, since the brands are well known, beneficiaries are also more likely
to be sanguine about the bad news. This is particularly relevant for defined
contribution pension fund arrangements.

4.11.7 However, brands are not always reliable indicators of performance
consistency. The expression: ªyou don't get fired for buying IBM'', is a well-
known example of false security provided by a brand in relation to the choice of
technology platform. Such a decision was taken because it was defendable,
even if it may not have been the right choice.

4.11.8 Similarly, fiduciaries must try to ensure that there is real value in
the investment management brands that they choose. There is a danger, in
the investment management industry, of relying heavily on brand to make
decisions. Well regarded brands have generally grown out of good past
performance, and, as already noted, there is very little evidence of persistency
of performance. In a high noise system, the performance promise implied by
brand can be hard to deliver in the future. As a consequence, investment
managers have worked hard on client servicing, so that `performance' is not
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just about active return, but includes service quality, which can be more
directly controlled.

4.11.9 Consequently, investment management brands are significantly
different from consumer brands. Fiduciaries should be aware that the
existence of a brand does not eliminate investment risk, and is seldom a
reliable indicator of good future performance. Nevertheless, brand remains
an effective tool for minimising regret risk, and provides fiduciaries with a
non-financial SleepWell payoff, even if the financial benefits of brand as an
indicator of good future performance are limited.

4.11.10 The extent to which SleepWell payoffs dominate a group's
decisions will depend on the extent to which the fiduciary group is subject
to, or requires, outside validation by the source of funds, beneficiaries or
regulators. The more utility the management group derives from
SleepWell payoffs, the more conventional their investment arrangements
will be.

4.11.11 SleepWell payoffs relate to both the investment management
structure and manager selection. With regards to structure, the fiduciaries
will consider the following. Is this structure acceptable? What are other
fiduciaries doing? Is this change too radically different from what we already
have? With respect to manager selection the issues for fiduciaries include
the following. Do we have managers that people know of and respect?
Can this choice of manager be questioned? If this non-brand manager
underperforms, can we explain it to our beneficiaries?

4.11.12 The use of investment consultants also provides a SleepWell
payoff. Fiduciaries tend to feel more comfortable when advisers have been
involved in formulating a decision. Regret risk is lessened when responsibility
for a decision is shared with another party.

4.11.13 SleepWell payoffs can assist fiduciaries by providing them and
the fund's beneficiaries with greater confidence in the resulting arrangements.
However, the extent to which SleepWell payoffs drive the investment
management decision needs to be managed. As Speidell (1990) warns, in
following conventional wisdom: ªcomfort and peace of mind are non-
financial portfolio returns that come at a high price.''

4.11.14 The influence of SleepWell payoffs can be minimised by rational
investors, who will focus on financial factors and care less about what
others think. However, it is unlikely to fall to zero, because of the fiduciary
responsibilities underpinning investment management arrangements. Others
who focus on brand will still question these rational fiduciaries.

4.11.15 The problems of placing too much emphasis on SleepWell
payoffs are:
ö Brand bias can result. If this is unchecked, it will result in too small a

universe of managers from which to select.
ö There is also a risk of apparent, rather than real, diversification, if the

branded managers are correlated due to peer group effects.
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4.11.16 Although the problems of placing too little emphasis on
SleepWell payoffs are less acute than those of over-emphasis, the following
could result:
ö Excessive changes in investment strategy could be experienced by the

fund as fiduciaries are changed over generations. If each group was
completely flexible and did not conform to any norms, then there is the
risk that each new set of fiduciaries would keep adjusting the fund to
reflect their specific views. This represents a significant contingent cost to
the fund in the future.

ö There is the potential threat of increased regulation, as the regulators
would be concerned about the lack of uniformity between arrangements.
They may be keen to act on behalf of the fund's beneficiaries. Certain
regulators may desire standards of best practice that are easier to monitor.

4.11.17 In summary, SleepWell payoffs are the non-financial payoffs that
fiduciaries receive by minimising regret risk in their investment management
structures. Fiduciaries and their beneficiaries need to feel comfortable with
their arrangements. This can lead to selection of recognised managers with
established brands and mainstream, less innovative, investment management
structures. The pursuit of this comfort is important to fiduciaries, but is not
financially driven. Therefore, the extent of this SleepWell payoff needs to be
managed so as not to jeopardise financial efficiency.

4.12 SeemsGood Payoffs
4.12.1 The SeemsGood payoff factor captures the biases of the group

beyond the financial and rational non-financial dimensions. SeemsGood
payoffs embody preference prejudices, and are defined as having no financial
value in aggregate, although they do provide the group of decision-makers
with a measure of utility. Decisions made by fiduciaries because it `seems
good' are usually driven by this non-financial factor.

4.12.2 The SeemsGood payoffs are built over time through:
ö the group's investment understanding;
ö the group's prior experience; and
ö the group's belief that it has skill in a certain area, for example in

choosing managers of a particular type.

4.12.3 SeemsGood biases, therefore, differ from group to group, and are
formed from the complex aggregation of the group's experience with the
individual fiduciary's own knowledge and experience.

4.12.4 SeemsGood payoffs have their basis in expected financial benefit,
which, in aggregate, does not materialise (but could through the influence of
chance alone). Since SeemsGood payoffs provide no aggregate financial
payoff, they are undesirable influences in building investment management
structures.
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4.12.5 For example, the heuristic premise that the past is a good proxy
for the future is not useful in the investment arena. Fiduciaries have a
tendency to release investment managers after a period of poor performance,
and to replace them with managers with a strong recent record. However,
continued outperformance by the new managers is not guaranteed, and
evidence suggests that, on average, underperformance is more likely. (See
The WM Company (1998) study for a factual experience of changing
investment managers by U.K. pension funds.)

4.12.6 This would indicate that fiduciaries who believe strongly in
performance histories would generally be disappointed. However, past
experience can strengthen this belief in past performance. Those fiduciaries
who have hired investment managers with strong recent records, that have
gone on to outperform, will have a reinforced belief that past performance
is a good guide to the future. Similarly, fiduciaries who have never
experienced a period of poor performance in their fund are also more likely
to believe that this is the case. The SeemsGood factor captures this
behavioural bias, and can cause return expectations to be unrealistically high.
The subsequent lower actual returns represent the financial inefficiency of
SeemsGood utility.

4.12.7 In addition, fiduciaries are exposed to various investment trends
and circumstances over time. SeemsGood biases can incorporate a fashion
element in which the prevailing trends can influence decisions. For example,
the use of index-tracking (passive) managers before the mid 1990s was
considered in a rational financial framework, and had a neutral SeemsGood
payoff. In 1999, in countries which had experienced significant poor active
performance relative to the index for a number of years, the SeemsGood
payoff of indexation increased. Fiduciaries driven by behavioural factors
were likely to reassess allocations to passive management to benefit from this
SeemsGood payoff, even though the continued outperformance (before
costs) of index funds over the majority of active funds is unlikely.

4.12.8 A further example of SeemsGood payoffs is the fiduciaries' desire
for segregated funds over pooled funds. They place a value on the attention
and customisation that they expect to benefit from under the segregated
approach. While there could be some small financial benefit to this, in
practice the ability to customise is often under-utilised. So, again an expected
financial benefit merely provides SeemsGood utility.

4.12.9 SeemsGood payoff factors are complex, as they take time for
the investment consultant to identify and challenge. Through improving
awareness, analysis and time, these factors can be minimised. This will cause
investment efficiency to meet fiduciaries' expectations with more certainty.

4.13 Empirical Evidence
4.13.1 In order to determine the extent to which SleepWell and

SeemsGood factors play a part in the decision-making process, we solicited
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the views of fiduciaries and other investment professionals from around the
world.

4.13.2 Table 4.3 demonstrates the significance of the non-financial factors.
They occupy almost half of the decision-maker's attention, which reinforces our
concern regarding the extent to which non-financial factors affect the design
of investment management structures. There are also interesting cultural and
market differences between countries. For example, the Japanese funds have
less than 50% emphasis on financial factors, but rely relatively more on comfort
and prior beliefs in their decisions.

4.13.3 A possible explanation for the high weighting of non-financial
factors is given by Clark (1998b). He states that: ªIt is likely that there is a
much higher degree of certainty with respect to the nature and value of the
payoff to trustees than there is knowledge at the time of the decision about
the likely consequences of such decisions for the investment performance of
the pension fund''. The SleepWell and SeemsGood payoffs are more tangible
and more immediate than the uncertain financial payoffs, which will only
become known after the passage of time.

4.14 Monitoring Capacity
4.14.1 A critical constraint in the process of developing an investment

management structure is the time and resources available to the fiduciaries
to undertake effective monitoring. Many fiduciaries are not full-time
employees of the fund. Their full-time jobs create commitments that can
restrict the time available for managing the investment issues of the fund.

4.14.2 With respect to investment matters alone, fiduciaries have to
have sufficient time to do the following:
ö review the fund's investment strategy;
ö decide on manager structure and selection when changes are being

implemented;
ö meet prospective investment managers when changes to structure are to

be implemented;
ö monitor, on a frequent basis, the managers' performance and actions

with respect to the objectives;

Table 4.3. Practitioners' views of financial and non-financial factors
Balance of factors (%) Australia New Zealand Japan U.K.

Financial � Net information ratio 56% 50% 41% 54%
Comfort � SleepWell 21% 21% 28% 21%
Compatibility � SeemsGood 23% 29% 31% 25%

Source: Watson Wyatt Global Asset Study 1999; data collected interactively from conference
participants
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ö ensure compliance with the fund's risk tolerances and mandate; and
ö ensure fund cash flows are appropriately invested.

4.14.3 In addition to the time commitment, there is also a cost
dimension to monitoring. Where the investment manager does not provide
external performance measurement services as part of the management fee,
the fiduciaries will have to pay for this performance measurement. There is
also a need, at the total fund level, for data collection, synthesis and report
generation. The use of an investment consultant to assist with monitoring
and interpretation adds to this cost.

4.14.4 While these costs will increase as more complex structures are
considered, in practice monitoring costs are generally small (up to 0.03% of
assets p.a. for most funds), and so do not absorb much attention. The focus
of this section is, therefore, more on fiduciary capacity.

4.14.5 We define capacity as the fiduciary resources available to manage
and monitor the fund. Excluding any budget constraint, capacity has two
dimensions: time and expertise.

4.14.6 Fiduciary availability of time depends on factors such as how
many meetings per year fiduciaries have, for how long they meet, the
existence of investment committees or full-time executives, and the extent of
delegation to external parties.

4.14.7 This fiduciary capacity will be consumed depending on factors
such as:
ö Number of investment managers. The greater the number of managers

employed by the fund, then the greater the time required to meet the
managers and to digest their reports. This is illustrated in Figure 4.2.

ö Complexity of the investment management structure. An increase in the
number of disparate investment management approaches will require
more time for the fiduciaries to understand the impact of the sub-
component on the fund as a whole.

ö Types of managers. Some managers may require more attention than
others, as they have a higher risk profile from a fiduciaries' perspective.
For example, very high-risk satellite managers require more monitoring
than a passive manager does, as the likelihood of an unfavourable
outcome is greater with this type of manager.

ö Types of investment products. Some products may require less
monitoring time, due to the quality of the product's reporting, the
existence of guarantees, or the simplicity of the product.

4.14.8 With respect to Figure 4.2, we note that incomplete responses
and responses from individuals who answered the survey as man-hours spent
by them each year, instead of the whole fiduciary body, have been removed
from the data set. The final data set comprises 39 responses.
4.14.9 Although the data can be considered subjective, the figure does
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reflect a not surprising trend of increasing time demanded from fiduciaries
as the number of managers is increased. The figure also suggests that there is
a `fixed cost' of time, of around 50 hours p.a., that fiduciaries spend on
investment issues, no matter how many managers the fund uses.

4.14.10 An observation from looking at the data is that three-quarters
of the funds spend more than 50 hours on investment issues a year, and more
than half spend 100 hours or more. However, as we referred to earlier, the
cost of the time relative to fund assets is small. Even 150 man-hours of time
at a typical overhead charge, results in a cost that is only one-tenth of a basis
point for the »2 billion average fund size in the survey.

4.14.11 Better management of information can enhance fiduciary
resources. Delegating monitoring to other specialists, such as internal
investment sub-committees or external consultants, can leverage fiduciaries'
time. In addition, comprehensive, integrated reports across all managers,
compiled in a single common format, can help fiduciaries assimilate the
pertinent information more rapidly. Simplifying the investment structure can
also relieve pressure on fiduciary resources. However, the impact on
financial efficiency must be considered when this is attempted.

4.14.12 The other element of fiduciary capacity is investment expertise.
Not only is expertise difficult to define, it is also hard to quantify. However,
we hope that it is clear that expertise can be recognised, if not defined, and
that it is equally clear that increased expertise leverages the time element of
capacity. It is beyond the scope of this paper to consider fiduciary expertise
in detail, but we note that investment training for fiduciaries is readily

Source: Watson Wyatt Global Asset Study Survey 1999; question: estimate the total amount of
man hours p.a. that investment decision makers dedicate to investment issues

Figure 4.2. Average fiduciary time p.a. and number of investmentmanagers
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available in most countries. Any such training is enhanced by direct
experience, and so there may be a case for allowing some individuals to spend
a disproportionate amount of their time on investment matters.

4.14.13 This latter point goes beyond a simple consideration of capacity,
and introduces the important concept of the effectiveness with which
capacity is applied. Governance is the framework in which all decisions
relating to the fund are made. It is the mechanism by which the fiduciaries
ensure that the proper arrangements are in place for the management of the
fund, and includes such matters as the composition of decision-making
groups, the functions delegated, the extent of delegation, and accountability
issues. Again, a detailed consideration of governance is outside the scope of
this paper, but we believe that it is an area that warrants further study.
4.14.14 In conclusion, investment management structures require the

right level of fiduciary capacity to support them. This capacity includes
both the time allocated and the expertise of the fiduciaries. The fund's
governance arrangements have an impact on the effectiveness of this
capacity.

4.15 Specifying the Utility Function
4.15.1 Utility is a function of the financial factors (active return, active

risk, costs and diversification benefits) and the non-financial factors (SleepWell
and SeemsGood). Alongside the drivers of utility are the constraints of cost
and monitoring capacity. Of particular importance, when establishing new
arrangements or significantly changing an existing structure, are the transition
costs in moving from the existing position to the new investment management
structure.

4.15.2 The utility function can be expressed as:

Utility � Function (l1.(Net information ratio), l2.(Active risk),
l3.(SleepWell), l4.(SeemsGood))

where li is the individual propensity to factor i particular to a specific
fiduciary group.

4.15.3 Alternatively, one might focus on a simple maximisation of the
net information ratio, subject to constraints on active risk, SleepWell and
SeemsGood.

4.15.4 We note that active risk appears twice in the utility function, in the
net information ratio and as a separate component. While fiduciaries will
derive greater utility from higher net information ratios (greater efficiency),
the utility needs to be scaled. In the simple case, presented above, the utility
from a higher net information ratio needs to be considered in the context of the
level of active risk. Higher net information ratios achieved at lower levels of
active risk yield more utility than if achieved at very high levels of active risk.
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4.15.5 We noted, in {4.5.8, that fiduciaries may wish to consider other
measures of risk. In this case the utility function could be modified to replace
the active risk component with the alternative risk measure. For given
exposures to SleepWell and SeemsGood, utility maximisation then becomes
the maximisation of net information ratio in the context of the alternative
risk measure.

4.16 The Consultant's Role
4.16.1 Resolving the fiduciaries' desire for investment efficiency is a

more complex problem than may be anticipated initially. This is due to the
fact that the fiduciaries' utility function is driven by both financial and non-
financial elements.

4.16.2 The consultant has always had the challenge of identifying and
managing this blend of financial and non-financial factors in order to assist
the fiduciaries in making a decision. Explicitly recognising these factors in a
structured way provides a better framework for understanding and analysis
by all parties.

4.16.3 In this section we have enhanced the understanding of the
fiduciaries' needs by first incorporating a broader set of financial objectives:
replacing gross returns by the components of net information ratios, and
taking into account a wider set of costs, especially transition costs. In the
past gross returns were the only financial objective, but, more recently, the
focus has been moving towards including tracking error. The use of net
information ratios completes this process.

4.16.4 In addition, understanding is improved by explicitly recognising
the influence of human behaviour in the group's decision-making process.
This is evident in the power of regret that leads to comfort seeking behaviour
in investment decision-making, and in the danger of performance myths
that can lead to estimation error and misconceptions.

4.16.5 The role of the consultant is to probe the trade-off between these
financial and non-financial factors. The consultant's aim is to move the group
towards the best and most financially efficient structure for its level of comfort
and governance capacity. This is explored inmore detail in the next section.

ä. Optimising the Utility Function

5.1 Rationale for the Optimisation Process
5.1.1 Each group of fiduciaries will place different emphases on the

factors in the utility function and on the tightness of the cost constraints.
Funds should, therefore, have varying optimal solutions.

5.1.2 The aim is to develop an appropriate investment management
structure for each fund, by taking into consideration all the factors and
constraints driving the fiduciaries' utility function.

Application to Investment Management Structures 487

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


5.1.3 This can be done through following a process such as:
ö Build fiduciary objectives fund by fund.
ö Map and refine the utility function.
ö Apply a population of manager choices to this function, based on

rational consistent assumptions.
ö Reach preliminary conclusions on optimal structures that will favour

certain manager types, based on their contribution to efficiency or other
components of utility.

ö Where the fiduciary capacity is limiting efficiency and preventing the
achievement of the objectives, consider changing the governance structure.

5.2 The Financial ö Non-Financial Trade-Off
5.2.1 As noted above, decisions relating to the investment management

structure are driven by financial and non-financial factors. The resolution of
the final investment management structure will depend on how the balance of
these factors is managed.

5.2.2 Some fiduciaries may claim that their only focus is financial, but
this is rarely the case. Offering a structure that is 100% invested in hedge
funds, say, and then observing their level of discomfort, can test this. If
`making money' truly was their only aim, then fiduciaries driven purely by
financial factors would not bat an eyelid.

5.2.3 As previously discussed, SleepWell payoffs exist for fiduciaries.
This is due to their fiduciary responsibilities and the need for external
validation of their decisions. It is the fear of regret that prevents the group
from deciding on a structure based on purely financial considerations. The
required level of SleepWell will vary between fiduciary groups, but is likely to
have some weight for fiduciaries with a liability profile.

5.2.4 Ignoring monitoring constraints for the moment, it is useful to
illustrate these concepts through the use of a diagram. Consider Figure 5.1,
that shows the efficient portfolios for different weights of financial and non-
financial factors. Each portfolio has the highest expected (ex ante) net
information ratio for the given non-financial weight.

5.2.5 As decisions regarding investment management structures are
based on expected outcomes, we plot expected financial efficiency on the y
axis. All points on the line are efficient for that balance of financial and non-
financial factors. The graph has an inverse relationship, indicating that
fiduciaries are willing to give up financial returns to enhance comfort. We
note that achieved (ex post) financial efficiency for any given non-financial
weight could lie above or below this frontier.

5.2.6 Consider portfolios I, A and B in Figure 5.1. Portfolios A and B
are efficient, given their combination of financial and non-financial factors,
as they lie on the curve. The further left on the curve a portfolio lies, the
more the portfolio is structured based on financial factors and less on non-
financial influences.
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5.2.7 Portfolio I is inefficient, as it lies below the curve. This would
imply a positive weighting to SeemsGood payoffs that prevents an efficient
structure being implemented. Addressing these biases would enhance
expected financial efficiency and allow the group of fiduciaries to move
closer to portfolio A.
5.2.8 Although portfolio A is efficient, the financial position can be

improved. This would involve changing the emphasis placed on non-financial
factors. For example, the fiduciaries may be placing too much emphasis
on brand to minimise regret. Through training, a change in governance
arrangements, or even through increased experience, this non-financial weight
may be lessened, allowing a structure with greater expected financial
efficiency to be adopted.

5.2.9 Note that the specific shape of the curve is merely an illustration.
The difficulty of quantifying behaviour and the uniqueness of each fiduciary
body makes it difficult to speculate on the exact nature and shape of the
trade-offs. The curve may not be continuous in practice. As new management
types are added to the structure, then a distinct new set of financial
opportunities could emerge.

5.2.10 The fund will benefit from increased emphasis on financial
efficiency. The role of the consultant in this context can be summarised in
Table 5.1.

Figure 5.1. Non-financial and financial trade-offs
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5.2.11 The aim of the framework that we are developing is to provide
investment management structures with enhanced financial efficiency, to
attempt to minimise unrealistic behavioural myths and to recognise the regret
risk faced by fiduciaries who are managing money on behalf of others. In
addition, the financial factors no longer focus solely on return, but have been
broadened.

5.3 Relationship between SleepWell Payoffs and Transition Costs
5.3.1 Structures containing some SleepWell payoffs may be more efficient

in the longer term. These structures are more likely to remain unchanged over
time, and therefore future transition costs will beminimised.

5.3.2 The structures are more likely to be unchanged, as the fiduciaries
are more comfortable with their decision. If the performance of the fund is

Table 5.1. Consultant's role in respect of the utility factors
Factor Financial

payoff?
Fiduciary view Consultant's action

Financial:

Active return Yes Seek to improve Maximise net information ratio (IR)

Active risk Yes Seek a range Specified by client; check it is
appropriate

Diversification Yes Have enough for
prudence

Maximise net IR; modelling of active
return can improve diversification,
lower active risk and increase net IR

Management fees &
monitoring costs

Yes Seek to limit Maximise net IR; just focusing on
minimising costs may limit expensive,
but high active return options

Transition costs Yes Seek to limit Minimise by using transition
strategies and trying to minimise the
frequency of future structure and
manager changes; this will maximise
the fund's long-term net IR

Non-Financial:

SleepWell May have Enough to feel
comfortable

Challenge level to ensure it is
appropriate; monitor brand bias;
establish effect on frequency of future
structure and manager changes

SeemsGood No Reflect personal and
group belief systems

Minimise misjudgements through
strengthening fiduciary decision-
making
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poor, then this is more likely to be ascribed to bad luck or noise rather than
to a flaw in the structure. On the other hand, if the fiduciaries have never
been comfortable with the structure (there is little or no SleepWell payoff),
then poor performance can become the catalyst to change the fund.

5.3.3 The financial costs of changing a fund's structure are often not
explicit, and may be overlooked. The size of these costs, however, can be
large in relation to costs such as investment management fees. Minimising
the number of transitions also saves on the costs of obtaining advice, such as
investment consultancy fees.

5.3.4 Figure 5.2 illustrates the effect of transition costs on financial
efficiency, and builds on the framework developed in Section 5.2, describing
the financial and non-financial trade-off.
5.3.5 Lowering the non-financial weight will enhance the focus on

financial efficiency. However, the low levels of SleepWell payoff may cause
the structure to be changed more often and increase transition costs. This will
cause a lowering of efficiency for low non-financial weightings. If this
hypothesis is correct, then there may be some long-term second-order
financial benefits to SleepWell payoffs. This suggests that non-financial
factors should be managed, but not necessarily eliminated.

5.3.6 There are other non-financial benefits to not changing the fund's
investment management structure and managers. Fiduciary time is saved,

Figure 5.2. Long-term scenario with the impact of restructuring costs
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and the continuity allows fiduciaries to become more familiar with their
investment structure and with their investment managers' skills and
processes. SleepWell payoffs thus have some benefit.

5.4 Developing the Theoretical Optimisation Process
5.4.1 Having incorporated non-financial factors in the framework, we

now need to consider ways of modelling such factors. The theoretical process
towards optimising could be:
ö Establish an algebraic formulation of the utility function and set

modelling assumptions.
ö Establish expectations for active risk, active return and payoffs for

SleepWell and SeemsGood for all investment managers. Optimally this
would be specific for each group of fiduciaries, as SeemsGood is a fund-
specific factor.

ö Establish appropriate cross correlations between the factors for the
investment managers.

ö Optimise to obtain an efficient combination of investment managers
that maximises utility, is subject to reasonable transition costs and is
within the monitoring capacity of fiduciaries.

5.4.2 Note that this is a difficult and data-intensive process:
ö It could be viewed as the equivalent of performing an ALM exercise at

the stock (rather than the index) level. This would be impractical, and the
plethora of detail could obscure key results.

ö Data would have to be collected for each fund, which would be time
consuming.

ö It is unlikely that there would be sufficient data available to provide a
reasonable estimate of the correlations between the factors at the
manager level. Therefore, creating a realistic cross correlation matrix for
all factors for so many investment managers would be an arduous task
and prone to estimation errors.

ö Even if data could be collected at the micro level, it is likely that results
would be biased by spurious correlations tied to the data set.

ö Fiduciaries may also find such a complex methodology and the
resultant solution difficult to understand without spending a great deal of
time becoming familiar with the process.

5.4.3 This problem, therefore, requires simplification to find a better
solution.

5.5 Determining a More Appropriate Solution
5.5.1 One such simplification of the solution is to identify groups

of relatively homogeneous investment managers. These common groups
would have similar financial and non-financial characteristics, and form
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representative investment manager types. This approach would provide a
greater amount of data for the estimation of `average' factor exposures,
would simplify the explanation of the process, and would minimise the
impact of spurious correlations within a large opportunity set. The parallel
with ALM exercises would be that indices are used rather than individual
stocks, for similar reasons.

5.5.2 Combinations of these investment manager types can be chosen to
create a layered structure, with each layer comprising investment managers
of a single type. The fiduciaries' preferences for the layers can then be
investigated. The risk and return interaction of, and between, the layers can
be modelled, to ensure that an efficient structure is presented.

5.5.3 The investment manager selection within each layer should be
controlled to aim for zero correlation between the components. This would
maximise diversification benefits without offsetting active returns. This may
not always be possible, due to investment managers being interrelated as a
result of peer group pressures.

5.5.4 We call this construction process `manager modelling'. This is
described further in the next section.

å. Investment Manager Types and Manager Modelling

6.1 Manager Modelling Concept
6.1.1 Manager Modelling (MM) is defined as the construction of a

fund's investment management structure, taking into account the fiduciaries'
utility function and capacity. This is generally performed using quantitative
techniques to assist in developing the solution.

6.1.2 This approach has parallels with asset liability modelling (ALM).
Whereas ALM considers the asset allocation of the fund, MM resolves the
choice of investment approaches and manager mandates.

6.1.3 We suggest that MM should generally be a two-stage process:
(1) The split between types of investment manager and the number of

managers in each type is modelled. This forms the skeleton of the
structure. Consideration of utility, cost, financial objectives, and the
governance capacity of the fiduciary body shape the outcome.

(2) Actual investment managers are identified to manage the assets. The
managers will be selected so as to deliver the desired characteristics of
each layer. Modelling is also required to maximise the diversification
between investment managers. The focus is on investment efficiency
issues.

6.2 Selection of Investment Manager Types
6.2.1 The specification of the investment manager types should be made

to produce distinct groups. Each type should share distinct characteristics to
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make it easy to describe as a homogeneous group. Each type must possess
characteristics that are significantly different to those of the other groups
to enable a clear choice to be made in decision-making. The focus of this
categorisation process is the utility function. We have identified the elements
of the utility function as financial factors (net active return and active risk)
and non-financial factors (SleepWell and SeemsGood).

6.2.2 We initially define the following three manager types:
ö passive;
ö active; and
ö absolute return.

6.2.3 These types clearly have distinct characteristics, and will have
different utility payoffs, depending on the fiduciaries' preferences.

6.2.4 These types are described in more detail below. In Table 6.1 the
direction of the arrows shows how the magnitude of the utility factors and
constraints changes across the manager types. For example, utility is
enhanced as active risk is reduced, moving from the absolute return to the
passive manager type. SeemsGood is unique to a fiduciary group, and will,
therefore, depend on the specific case.

6.3 Passive Investment Managers
6.3.1 This manager type comprises index-tracking managers. These are

investment managers that manage assets without taking active investment
decisions, whose objective is to track closely the performance of a specified
index. The focus of this type of manager is on tracking an index, and
excludes passively managed inactive funds, such as insurance company funds
that operate a buy and hold strategy, due to tax considerations.

6.3.2 The advantages of this investment manager type are:
ö Predictable returns. A passive portfolio produces lower volatility of

relative returns, and can reduce the active risk of the whole fund to a
planned level.

ö Low cost. The lower investment management fees charged by passive
managers help to control the fund's investment management costs. Low
portfolio turnover also reduces the fund's trading costs.

Table 6.1. Utility and constraints across manager types
Utility factors Constraints

Manager
type

Active
return

Active
risk

Management
fee

SeemsGood SleepWell Capacity Monitoring
costs

Passive
Active
Absolute return

; : : :; : ; ;
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ö Asset class rebalancing. A passive portfolio can be a very effective
vehicle for facilitating asset allocation changes when the fund's strategy
requires a restructuring of portfolios.

6.3.3 The arguments against passive investment management are:
ö There is an opportunity cost to adopting passive management. This

arises as the upside potential of active management is given up.
ö There is a further constraint, in that passive investment managers

manage only those asset classes where a suitable benchmark index exists.
Although the major markets are well covered, and there are some
indices that can be customised, some smaller, illiquid markets may not be
adequately covered.

6.3.4 Our conclusions on how passive management maps against the
utility function and capacity constraints are shown in Table 6.2.

6.4 Active Investment Managers
6.4.1 Active managers apply various types of judgement to the selection

of portfolios with the objective of outperforming a benchmark.
6.4.2 This is how the majority of assets have been invested to date. As a

result of transition costs and the inertia provided by non-financial factors,
the fund's existing structure will be a key influence in determining the
allocation to, and composition of, this layer.

6.4.3 This investment manager type can be divided into two different
sub-components:
ö multi-asset (balanced) mandates; and
ö specialist mandates.

Table 6.2. Passive type
Definition Managers that manage assets without taking active investment decisions in

order to track closely the performance of a specified index

Efficiency Stability and consistency of relative returns; reduces active risk at overall
level; could improve active return and lower net costs through stock
lending

Costs Low ongoing costs; contributes to lower future transition costs

SleepWell Results of passive management are predictable, which provides comfort

Monitoring Low management decision time; process easily explained

Additional risks Index benchmark may be inappropriately designed

Application to Investment Management Structures 495

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


6.4.4 The advantages of this manager type are:
ö The active returns from successful managers are potentially large, and

in excess of the fees paid.
ö Active management hedges against the risk that the index becomes an

easy target to beat, and so acts to limit peer group risk.

6.4.5 The arguments against active investment management are:
ö Successful selection of active investment managers candidates is

difficult.
ö Making changes to the line-up of active investment managers is also

very difficult; it is hard to time the changes appropriately.

6.4.6 Urwin (1998) attributes many instances of disappointing active
returns to problems of diseconomies of scale (see Section 6.7). He also
describes the problems of timing manager changes.

6.4.7 We conclude, assuming skilful investment managers can be chosen,
that there is a strong case for the inclusion of active investment managers.
The difficulty lies in achieving the active returns on a reliable basis, to justify
the higher fees paid relative to indexation. The contributions to the utility
factors and capacity constraints are as in Table 6.3.

6.5 Absolute Return Type
6.5.1 Absolute return investment managers follow investment strategies

that are long term in nature, with no explicit benchmarks. Their atypical
nature makes them hard to classify. Although the term `absolute return' is
used, it is recognised that, in certain economic conditions, these investment
managers can generate negative returns in the short term. This investment
type contains numerous vehicles, but the principal types are private equity
and hedge funds. Real estate might also be included here, as it shares

Table 6.3. Active type
Definition Managers that take active positions with the objective of outperforming

over the long term

Efficiency Variable ö dependent on level of active return and level of active risk

Costs Moderate to high

SleepWell Variable ö dependent on the familiarity of the approach and the strength
of the brand

Monitoring Average to high

Additional risks Realistic setting of expectations; avoid focus on short-term performance
leading to costly turnover; diversification between managers in the layer is
required

496 The Concept of Investment Efficiency and its

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


similar characteristics in terms of being illiquid and having uninvestable
benchmarks.

6.5.2 This type generally contains less liquid investment vehicles, which
leads to investments being held for longer time periods. This illiquidity
can exist, even though, in some cases, the investment manager may use
underlying instruments that are very liquid in nature, such as listed derivative
instruments.

6.5.3 The lack of predictability of market risk (beta) distinguishes
the absolute return type from the other investment manager types. The
performance from absolute return investment managers cannot be directly
compared against equity or bond benchmarks. The performance that emerges
will be a combination of alpha and beta positions.

6.5.4 This type of investment manager focuses much more on wealth
creation and the preservation of capital through unconstrained investment
strategies. It is argued that the lack of constraints on such managers'
mandates should produce higher performance and/or greater diversification
than mandates constrained to particular benchmarks.

6.5.5 The arguments for the use of the absolute return type are:
ö Potentially, performance can be considerable.
ö The performance of these investment managers is generally out of

synchronisation with other mainstream alternatives, giving high levels of
diversification.

6.5.6 The arguments against are:
ö The selection of such investment managers will be riskier.
ö The performance of such investment managers will be more vulnerable

to measurement issues, making interpretation of results more difficult.
ö This area can have problems of poor liquidity and poor transparency.
ö Absolute returnmanagers make significant demands on fiduciary capacity.

6.5.7 Our conclusions are that the use of absolute return investment
managers can increase the performance expectations of the fund, but that
measurement and risk management issues severely restrict the amounts that
could be appropriately assigned to this manager type. Absolute return
investments offer potential diversification benefits to the fund. The
contributions to the utility factors and capacity constraints are as in Table 6.4.

6.6 Alternative Groupings of Investment Manager Types
6.6.1 As described in Section 5.5, the goal of putting investment

managers into distinct categories is to create reasonably homogeneous
groups of managers, whose financial and non-financial factors are well
correlated, in order to facilitate the estimation of average values for each
type. We believe that the division into three manager types (passive, active
and absolute return) is the most obvious taxonomy to adopt. In our view,
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however, one further sub-division of investment manager type is desirable.
This is the division of active managers into two sub-groups, active core and
satellite, which we characterise below.

6.6.2 Active core investment managers typically:
ö have no internally imposed limit to the volume of assets under

management, and are often very large;
ö have strong brand attributes as a result of their size;
ö operate portfolios with wide diversification and low active risk; and
ö would not be expected to achieve particularly high information ratios,

due to the limitations of their size.

6.6.3 Satellite investment managers typically:
ö do have internally imposed limits to the volume of assets that they can

manage, and are therefore generally quite small;
ö have weak brand attributes as a result of their small size;
ö operate more concentrated portfolio positions with high active risk; and
ö depending on relative skill, can achieve high information ratios, this not

being limited the by volume of assets.

6.6.4 We discuss the potential impact of size on information ratios in
Section 6.7. While the above characterisation refers to types of investment
manager, the characterisation by type of mandate may be almost as
important. We raise the question of how to characterise a large organisation
that operates a particular mandate which is strictly limited in asset size and
has a high active risk profile. The key to the categorisation of this mandate
is the degree to which the asset size limit preserves the integrity of the
information ratio. If the mandate shares certain portfolio positions with
other larger portfolios managed by the same organisation, then the asset size
limit is likely to prove ineffective; if the portfolio is wholly independent of

Table 6.4. Absolute return type
Definition Numerous strategies: private equity, real estate, and hedge funds

Efficiency Variable ö expectation of large, positive alpha, but tracking error can be
high; alpha and beta can vary substantially

Costs Very high management fees with a performance element

SleepWell Very high discomfort level; unfamiliar; bad press; large tracking errors

Monitoring High, as many managers required for diversification and specialist natures;
long time scale

Additional risks Volatility management ö layer must be well diversified amongst a number
of strategies; fund-of-funds structures may be of benefit
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other portfolios managed by the same organisation, then the integrity of the
information ratio is more able to be preserved.

6.6.5 In the light of the above, Tables 6.5 and 6.6 show how the
characteristics of the active core and satellite types map against the utility
function.

6.6.6 Central to these issues are the potential diseconomies of scale of
active management. In the following sections we review the repercussions of
this premise, and develop a related concept ö the `skill cycle' ö which has
important implications for successful investment management structures.

Table 6.5. Active core type
Definition Specialist or multi-asset managers operating at moderate risk levels, but

providing high levels of comfort

Efficiency Moderate efficiency with low expected information ratios

Costs Moderate fee, but large sized portfolios can result in significant trading
costs

SleepWell High level of fiduciary comfort

Monitoring Average; benefit of low number of managers

Additional risks Realistic setting of expectations; avoid focus on short-term
performance leading to costly turnover; potentially difficult to identify
uncorrelated managers

Table 6.6. Satellite type
Definition High performance, specialist managers; selection may require substantial

relaxation of the brand criterion in favour of financially based criteria

Efficiency Quite efficient with high expected information ratios

Costs Higher fee is a negative factor
Smaller sized portfolios ö potentially better trading costs, as deals are in
smaller block sizes

SleepWell Higher risk profile, and unknown managers will cause fiduciary discomfort

Monitoring High requirements for both expertise and resources; many managers
required for diversification and specialist nature of investments

Additional risks Diversified line-up of managers required to control the substantial short-
term volatility that can be expected from the likely candidates
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6.7 Potential Diseconomies of Scale from Increased Assets under
Management

6.7.1 Investment management organisations desire an asset base of
sufficient size to finance their fixed costs and to support a sufficiently sized
investment team. Initially economies of scale exist, in which increasing the
volume of assets under management enhances the profitability and efficient
running of the organisation. However, beyond a certain level of assets under
management, continued and particularly rapid growth of assets can create
potential pitfalls for active investment managers. This concept has been
explored by a number of authors, such as Perold & Salomon (1991), Urwin
(1994) and Indro et al. (1999).
6.7.2 This ªdiminishing returns to scale in active investment

management'' associated with the growth in assets under management, as
described by Indro et al. (1999), can arise for different reasons. Some of the
sources proposed are the increased stresses that the large pool of assets places
on the skill of the investment teams, the increased trading and opportunity
costs from dealing in larger transaction blocks, and the difficulties in
successfully implementing stock ideas over a larger, less flexible asset base.

6.7.3 Increased asset sizes can also have an effect on the investment
management organisation's people. A larger pool of assets will require more
staff to be hired to handle the increased workload. However, co-ordination
problems and the risk of dilution of skill intensify as the number of portfolio
managers grows. A diseconomy is more likely to develop in highly skilled
teams that already have a certain critical mass as they add further people.
Urwin (1994) outlines the types of problems that emerge as the investment
team grows:
ö New additions to the team may be less skilful than existing team

members.
ö New members may not follow the same processes or philosophy as the

existing team.
ö Increases in the size of the team can create a more bureaucratic and less

responsive process.

6.7.4 Increased asset size leads to trading pressures, problems with
liquidity and higher transaction costs. Larger asset sizes will require
relatively larger blocks of securities to be traded or smaller blocks to be
traded more frequently. Increased transaction sizes suffer relatively higher
market impact costs, timing costs (changes in price before a trade is
executed), and opportunity costs (performance foregone because a trade
cannot be made). Bid-offer spreads also increase dramatically with block
size.

6.7.5 The increase in transaction costs is consequently not linear, but
ever rising with asset size. This is a diseconomy of scale, as the increasing
costs will consume relatively more of the value generated by the trades. It
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may even cause some transactions, that could be implemented across a
smaller asset base, to be no longer viable as the size of assets increases. The
investment manager will be wary of investing in less liquid stocks as the size
of assets increases significantly. The number of days trading time to get into
and out of a share holding increases as the assets under management
increase. The liquidity concerns can further limit investment opportunities.
These trading issues impact on the investment manager's ability to add value
to an active portfolio.

6.7.6 Increased asset sizes also have an impact when viewed in terms of
wealth creation. To exercise their skill, active managers have to act on
information and transact with less skilled counterparties. This is made more
difficult as the size of assets increases. Successful large funds become targets
of attention, and this further curtails the manager's ability to trade freely
without signalling his intentions. The amount of wealth generated through a
good active decision will have a diminishing impact on performance when
spread over a larger asset base.

6.7.7 Other issues surrounding increases in assets under management are:
ö Trading strategies must be altered as asset size increases.
ö The influx of new business creates administrative stress.
ö With increasing size, the manager is more likely to deviate from the

investment objectives. It is considered that, as traditional opportunities
are exhausted, the manager is pressured to boost returns by adopting new
strategies and investing in different assets.

ö Investment opportunities can be reduced as the size of assets increases.
A proposed holding in a small company in the house portfolio could
result in too much stock in that company being purchased by the entire
investment management organisation. Risk controls would then limit the
holding.

ö Strong flows of new money into an investment manager can increase the
cash holdings and change the asset allocation from the desired position.
Such cash flows can also put upward pressure on the prices of stocks held
in the model portfolio.

6.7.8 Investment management firms are not equally affected by rapid
growth in new business. Firm-specific factors, such as existing infrastructures,
market capitalisation bias, people dynamics, and trading systems, will
influence the ability of the organisations to manage this growth. Indro et al.
(1999) claim that the impact of asset size on performance differs according to
investment style. It is likely that the optimal size of assets to be managed will
differ amongst investment management organisations.

6.7.9 Nevertheless, for all organisations there are risks that a rapid
growth in assets, which leads to a large asset base, can result in dilution of
investment management skill. This could emerge through investment team
inefficiencies or increased difficulties in trading.
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6.8 The Skill Cycle
6.8.1 The success of the investment manager selection process relies on

the ability to choose investment managers with persistent skill. Investment
managers with good performance track records are often considered by
investors to have skill. In fact, as Urwin (1998) notes, this is rather more
likely to be a result of luck. These investment managers attract assets and
their asset base grows. As discussed above, this can lead to capacity strains
and diseconomies of scale for the investment management organisation. We
have termed a description of this process in action the `skill cycle'.

6.8.2 The skill cycle is a concept exploring the changes that take place
over time to an investment manager's skill and performance as a result of
client growth, growth in assets under management, and the subsequent effect
of the diseconomies of scale in asset management. Although the focus of
this paper is on investment management structures, the concept of the skill
cycle has a bearing on the construction of manager layers.

6.8.3 In Figure 6.1, the skill cycle line tracks the level of skill currently
within an investment management organisation. In this model we assume
that a starting level of investment management skill exists and is persistent.
The performance cycle line tracks the rise and fall in the relative performance
of the investment management organisation.

6.8.4 High skill should lead to the emergence of high performance.
Thus, the performance cycle rises when skill is high. Initially the cycles move
in the same direction, as client and asset growth continue to generate
performance through improved resources and process efficiencies. However,
eventually the larger asset base requires an increase in capacity. There is an

Figure 6.1. The skill cycle
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increase in the number of clients to service, strain is placed on the
investment team, recruitment is needed, and there is an impact of increased
transaction costs and wealth dilution effects.

6.8.5 The skill of the investment manager is eroded and begins to tail
off, due to the effect of some or all of these diseconomies of scale. As these
diseconomies intensify, there is some decline in the skill cycle. Performance
can still continue at this point, as the continued flow of new business (based
on the strong historic performance) maintains demand for the shares
favoured by the organisation and supports the prices in the portfolios. The
performance cycle will lag the skill cycle, but will eventually fall as skill is
sufficiently diluted. Consequently, there is a danger of appointing a manager
whose performance implies a higher level of skill than actually exists.

6.8.6 Of course, this does not have to be the case for all organisations.
Indeed, in some situations funds do derive some net economy of scale
advantages. Investment management organisations can successfully ride the
skill cycle, but, in our view, this is a challenge where the odds are weighted
against success.

6.8.7 Investment management organisations that seek to grow their
asset base to maximise profitability will risk doing this at the expense of the
value that they can add to their clients' portfolios. Perold & Salomon (1991)
reflect that the danger of ad valorem fee scales is that the interests of the
investment management organisation and its clients are not aligned. The
investment management organisation seeks to win more clients at the
potential expense of less attention being given to their existing client base.
Perold & Salomon (1991) call for performance-based fees to reward
investment management firms for adding more value. This would prevent the
drive, under ad valorem fee arrangements, primarily to increase profits by
increasing assets under management.

6.8.8 Fiduciaries should be wary of diseconomies of scale, and enquire
about the growth aspirations of their investment managers. They must
ensure that their managers have plans in place to manage capacity. This is
particularly relevant for traditional active managers. Furthermore, groups of
fiduciaries with strong SleepWell payoffs often base investment manager
selection decisions on brand names. This can perpetuate the situation.
Favoured investment managers win a lot of business quickly, but fail to ride
the skill cycle, and then experience difficulty in managing the accumulated
funds. The only winner is the broking community, which extracts value out
of the system as these managers are rotated.
6.8.9 The existence of the skill cycle, and its particularly significant

impact on the core active investment manager type, means that fiduciaries
should consider using different types of managers when building investment
management structures. The passive layer suffers fewer capacity problems, as
passive managers generally enjoy positive economies of scale. Their buy-
and-hold investment style minimises the size and number of trades made.
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This means that they do not have the same difficulties with increasing
transaction costs as the size of assets increases. Passive investment managers
with more assets under management can fully replicate the index that they
are tracking, which offers the benefit of lower tracking errors to investors.

6.8.10 The satellite and absolute return types are noteworthy, as they
generally have specific plans to limit capacity. These managers charge higher
fees, but keep their asset bases small, in order to maintain the level of value
that they can add to portfolios. There is also widespread use of performance-
based fees or profit-sharing arrangements. This provides good reasons for
fiduciaries of large funds who have sufficient governance capacity to consider
the merits of selecting a number of satellite managers.

6.9 Implications of the Skill Cycle
6.9.1 Our observation is that the skill cycle is evident in a large number

of past instances of unsuccessful investment management structures and
manager choices. Essentially, many funds continue to repeat the mistakes of
hiring and then firing managers at inappropriate moments in the investment
manager's cycle of skill and performance, and incur substantial transaction
costs in making such changes.

6.9.2 For example, it is common for fiduciaries to appoint managers
based on SleepWell factors, such as brand (which is often present in large
investment managers who are prone to skill cycle decline), and SeemsGood
factors, such as past performance (where performance has been measured
over a timeframe where, in reality, luck outweighs skill). When performance
disappoints, either through skill decline or because the managers never had
the skill level that their performance record suggested, they are fired, and
most likely replaced with other managers based on the same non-financial
factors. In this situation, the change in managers maintains the SleepWell
and SeemsGood payoffs, leaves the financial payoffs unchanged, but incurs
significant turnover costs ö in fact, this approach is likely to set up a similar
rotation in another few years.

6.9.3 By definition, satellite managers apply controls to their asset base
which help to mitigate the effects of the skill cycle, and allow them to
maintain higher information ratios than active core managers. In addition, as
satellite managers have low SleepWell and SeemsGood factors, fiduciaries
are only likely to employ them based on financial factors, and their selections
are, therefore, less likely to become `buy high, sell low' errors. This suggests
strong reasons to differentiate between these two active manager types in
terms of their financial factors.

6.9.4 In addition, in brand consideration, satellite and active core
managers are quite distinct. As satellite investment managers are much less
attractive for this non-financial reason, this suggests opportunities for
consultants to be more proactive in endorsing these managers to fiduciaries,
and in alleviating the burdens of monitoring.
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6.9.5 The distinct financial and non-financial characteristics of active
core and satellite investment managers argue for separate categorisation. We
recognise that the distinction may be blurred at times, and is certainly
harder to define than the other groupings. Nevertheless, we find that the case
for the separation suggested in Section 6.6 is strong.

6.10 Modelling across the Types
6.10.1 Practitioners will want to know how these layers of different

investment manager types will be implemented in practice. Within each layer
the fit with the required mandates needs to be investigated. For example,
fiduciaries will want to test decisions of choosing one manager per asset class
against having multiple managers per asset class. To a certain extent this
depends on the mandate being fulfilled and the size of the fund's assets.

6.10.2 Relationships between the layers can be exploited in the
modelling process. The fiduciaries may have a defined active risk target for
the fund as a whole. Adopting an allocation to the passive layer, with low
active risk, allows the use of a higher risk satellite layer, and enables the
active risk target to be met. Part of the modelling process is to investigate
how the composition of a layer affects the correlation with the other layers.
6.10.3 The interactions between these layers need to be explored and

quantified. This can be done through the modelling process that is discussed
in the next section.

æ. Manager Modelling Principles

7.1 Overview
This section looks at the principles that influence the manager modelling

process. These principles cover issues such as diversification, the optimal
number of managers, the effect of fees, and the need to be aware of a
structure's sensitivity to assumptions.

7.2 Stochastic Modelling
7.2.1 The crucial concept that we are promoting is that funds should try

to quantify the financial factors defined in investment efficiency.
7.2.2 We have already discussed how investment management results

are influenced by noise. It would be unrealistic to present a static,
deterministic set of results to fiduciaries. Fiduciaries need to be aware of the
uncertainty inherent in any projections associated with investment
management performance. It is, therefore, better to present stochastic
projections of future outcomes for the investment management structure.

7.2.3 Stochastic variation around the central assumptions for active
return (alpha) can be modelled to show volatility in active returns. We would
recommend looking at results over periods of five years or more, depending
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on the investment structure. Links to the fund's current ALM assumptions
and processes can also be investigated.

7.2.4 The stochastic output would provide distributions of returns that
would allow the fiduciaries to investigate the performance characteristics of
their investment structure. For example, the range between the 5th percentile
and 95th percentile results can provide a clear measure of the uncertainty of
future results that may be expected. The 95th percentile case and lower
quartile results give an explicit measure of the downside risk.

7.2.5 The usual criticisms can be levelled against stochastic modelling. It
is a victim of its own assumptions, and these assumptions may be
manipulated by the modeller or may be based on doubtful historic
assumptions. Manager correlations are unstable over time, and any historic
relationships discovered may be spurious in nature. The model may be
designed to fit the intended answer, and not reflect the true risks going
forward. These problems are recognised by the authors, and the limitations
of any model should be discussed carefully with the fiduciaries. These issues
arise from dealing with both risk and uncertainty. While risk can be modelled
directly, the uncertainty inherent in any investment situation cannot.
However, stochastic modelling should not be unduly criticised for the
problem of uncertainty, which would be a problem whatever method or
approach was used.

7.2.6 Qualitative judgements and intuition about managers predominantly
drive current practice. Although the manager modelling process may have
problems of subjectivity and model risk, it brings more rigour to the process
than the current situation. Seeking to turn judgements about managers and
manager types into a more quantitative framework clarifies viewpoints
between fiduciaries and investment consultants. It provides a platform for
debate, and results can test and increase the understanding of the investment
management structure.

7.2.7 Over time, more sophisticated models will be developed and model
parameters will be tested and refined. This will strengthen the case for, and
benefits of, manager modelling.

7.3 Assumption of Best in Class Investment Managers
7.3.1 The managers put forward for the manager modelling (MM)

process will be put through a filtering process to produce a reasonable subset
for the selection process. Investment consultants often undertake this
process on behalf of the fiduciaries through their research and analysis. They
will attempt to screen out investment managers that they feel lack the
appropriate discipline, insight and quality processes, and, instead, choose the
managers that they believe will add value consistently through investment
skill.

7.3.2 The assumptions in the MM process should not be based on what
can be expected from the broad universe of investment managers. The focus
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will be on some short-listed or `best in class' group of investment managers
that are expected to provide better than average skill. Assumptions will be
based on the median performance of this smaller selected group, which is
expected to have higher and more persistent skill over time. Implementing a
strategy that meets these criteria over time will be difficult, and this should
be recognised in the modelling process.

7.3.3 Consider a graphical explanation of this in Figure 7.1, which
illustrates the expected active risk and active return of active core managers.
The whole universe of managers will provide a wide range of expected active
returns, both positive and negative, for a broad range of active risk levels.
The `best in class' investment managers are expected to provide good positive
returns because of superior expected investment skill. The assumptions for
these managers will anticipate some expected alpha. The extent to which this
is borne out in practice will depend on the success of the selection process in
identifying skill. It is reasonable to describe an alternative group of managers
chosen by this process, in which the accuracy of skill assessment is
imperfect. We refer to this practical imperfection as `slippage'.

7.4 Tracking Error in a Portfolio
7.4.1 The active risk, or tracking error, of a portfolio is not, in the

main, a linear combination of the standard deviations of the individual assets
in the portfolio.

Figure 7.1. Investment manager universe and best in class managers
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7.4.2 From basic statistics, we know that when variances are added
together for random variables A and B:

Variance �A� B� � Variance �A� � Variance �B� � 2� Covariance �AB�:

7.4.3 Likewise, in the case of a two-asset portfolio where wi is the
weight of the portfolio in asset i, the variance s2

p is the risk of the portfolio
returns, s2

i is the portfolio risk of asset i and rij is the correlation between two
assets i and j:

s2
p � w2

1s
2
1 � w2

2s
2
2 � 2w1w2s1s2r12

sp �
���������������������������������������������������������
w2

1s
2
1 � w2

2s
2
2 � 2w1w2s1s2r12

q
sp �

��������������������������������������������������������������������������
�w1s1 � w2s2�2 � 2w1w2s1s2�r12 ÿ 1�

q
sp � w1s1 � w2s2:

7.4.4 Note that only in the case of assets being perfectly correlated with
one another would equality occur. In other cases, combining assets will lower
overall portfolio risk. This is the essence of diversification, in which creating
a portfolio of diverse assets provides a less risky outcome than holding the
individual assets. The extent to which this will happen will depend on the
correlation between assets �rij�. This non-linear nature underlines the need
for quantitative manager modelling.

7.5 Effect of Diversification of Manager Risk within a Layer
7.5.1 We have discussed manager modelling and how it aims to develop

quantitatively investment management structures for funds. One of the
reasons why structures need to be developed with more sophistication than
at present is to ensure that diversification benefits are maximised. Each
investment manager must add value, not only on a stand-alone basis, but
also at the total fund level.

7.5.2 The following example shows how the active risk of a group of
risky assets is diminished with good diversification.

7.5.3 Table 7.1 illustrates the hypothetical situation of a fund with five
satellite investment managers. For illustrative purposes we have assumed
that they all have the same characteristics, although, in reality, this would
not necessarily be the case. Each manager has a target active return of 3% or
more and the average active risk is 6%, giving a gross information ratio of
0.5 for each investment manager.

7.5.4 The most interesting figures appear in the bottom line. Assuming
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that the outperformance of each manager is uncorrelated with the others,
we arrive at a tracking error of 2.7% and a gross information ratio of 1.1.
The risk of the satellite layer is, therefore, comparable with that of a
mainstream active core manager, but we have far higher performance
expectations and a very significant information ratio.

7.5.5 The first step towards achieving such diversification is to choose
managers wisely, to ensure that they are both skilled and disparate. In addition,
observing manager interaction through extensive manager modelling can
provide structures that are less risky when viewed at the fund or layer level. This
has important implications for choosing a group of satellite or absolute return
managers.

7.5.6 In theory, the best diversification is achieved by employing
managers that are perfectly negatively correlated. However, this can only
occur if the managers take precisely opposing decisions for their entire
portfolios. Indeed, managers whose portfolios have significantly negative
correlations must contain significant portions which are mirror images. To
justify both managers having the same expected outperformance, it is
necessary to believe that this is generated by those portions of the managers'
portfolios which are either identical or completely unrelated. When the
overall correlation is very negative, those identical or unrelated portions
must be very small. It is difficult to justify the generation of significant
outperformance from a small part of each portfolio.

7.5.7 In implementation, it would seem appropriate to avoid managers
with very large negative correlations, as it is difficult to justify them both
having excellent alphas, and to focus on managers with low correlations.

7.6 Optimal Number of Managers
7.6.1 A core part of the manager structure process is the decision as to

how many managers the fiduciaries should hire. The following factors will
drive this decision:
ö Availability of skilled managers. Fiduciaries must choose managers

whose skills justify the investment management fees paid. The number of
managers that can be identified as skilled will limit the number of

Table 7.1. Diversification of manager risk within layer
Manager Active return (%) Active risk (%) Information ratio

A 3 6 0.5
B 3 6 0.5
C 3 6 0.5
D 3 6 0.5
E 3 6 0.5

Total 3 2.7 1.1
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managers selected. Furthermore, the higher the number chosen the more
the information ratio is likely to diminish as the selection criteria are
relaxed.

ö Manager specific risk. All managers carry the risk that they will not
deliver what was required by the fund's objectives. Some manager layers
have more predictable outcomes than others. Layers employing managers
with high tracking errors will need to include more managers in order to
reduce the layer's overall tracking error to an appropriate level.

ö Correlation between managers. As we have observed in the active risk
formulation, the portfolio risk will be decreased the more the managers
perform differently to each other. Highly correlated manager types will
require a relatively larger number of managers to be combined in order
to lower risk. For certain manager types it becomes increasingly difficult
to find uncorrelated managers as the number of managers increases.

ö Management fee costs and structure. The splitting of assets across many
managers may drive the fee into more expensive fee bands. This will
lower the net information ratio and make the investment structure less
efficient. Modelling can take these effects into account.

ö Size of assets. This is partially captured in the fee element, but also may
limit the options available. Small funds may not be able to diversify
across many managers due to the existence of minimum portfolio sizes.

ö Governance. As already observed in the utility function, fiduciary
organisation structures and capacity create a limit on the complexity of
structures. This will generally create an upper limit on the number of
managers.

7.6.2 There is an optimal number of managers for financial efficiency
which will be a function of the particular circumstances of each fund. This
optimal number will be reached when the marginal utility of improved
diversification of another manager is less than the marginal disutility
associated with higher fees and the lower relative skill that this new manager
introduces.

7.6.3 These principles can be modelled in the MM process to create
efficient structures. Simple examples of the conclusions that arise from
manager modelling are given below.

7.7 Managers and Tracking Error
7.7.1 As discussed in Section 7.6, increasing the number of managers

decreases the specific risk of the single manager.
7.7.2 In Figure 7.2, the tracking error of a 100% multi-asset (balanced)

investment management structure is illustrated for a different number of
managers. (The assumptions regarding expected tracking errors and active
returns of different layers are merely for illustrative purposes.) Adding more
managers decreases overall risk, but the benefits of this diversification
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diminish in size as more managers are added. Beyond a certain point the
effectiveness of adding more managers becomes worth less relative to the
increasing complexity of the structure and the likely dilution of the
information ratio.

7.7.3 For lower active risk managers, such as passive managers, the
active risk is so low (in the context of the fund's total active risk) that
diversification has less impact. In this case it may be worth using only a
single manager for this layer.

7.7.4 Manager types with high tracking errors require the use of more
managers to achieve diversification. Illustrative tracking errors for groups of
active core, satellite and hedge fund managers are shown in Figure 7.3. In
this example, to achieve less than 2% tracking error would require three
active core managers, nine satellite managers and significantly more than ten
hedge funds.

7.7.5 Risk models can help provide further information on the risks that
investment managers are taking on an individual and, in particular, on a
combined basis. The extent of diversification against the benchmark can also
be explored.

7.7.6 As seen in the tracking error formula described earlier, the extent to
which the tracking error of groups of managers decays is linked to the correlation
of the returns between themanagers. This is illustrated in Figure 7.4.

Figure 7.2. Tracking error and number of managers
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Figure 7.3. Tracking error for different types of managers

Figure 7.4. Tracking error and manager correlations
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7.7.7 If managers are perfectly correlated (correlation of 1), then adding
them together does not reduce risk. The horizontal line at 3% indicates this in
Figure 7.4. In practice this may be the case for index fund managers,
although it is unlikely for active managers who are pursuing their own, often
independent, strategies.

7.7.8 As discussed in {7.5.6, we believe that it is unrealistic to assume
significantly negative correlations for investment managers that have
significantly positive information ratios. We believe that a reasonable
assumption for the correlation between manager returns would be zero.
The manager modelling process will try to find combinations of managers
that meet the financial criteria, but share low correlations. This will
maximise the net information ratio of the layer by lowering the tracking
error in the denominator.

7.7.9 The success of diversification will depend on the manager layer.
Traditional active core managers will typically have more commonality in
their approach than satellite managers. Active core managers follow similar
benchmarks for segments of their client markets. Business risk considerations
and controls will also cause these active core portfolios to hold dead-weight
allocations to stay close to the benchmark, even if this is not style consistent.
These factors will inevitably lead to some correlation amongst these
managers. Absolute return managers follow a host of different strategies and
have different skill sets. A mix of very lowly correlated managers will be
easier to establish within the absolute return layer.

7.8 Information Ratios and the Effect of Investment Management Fees
7.8.1 Investment management fees have a considerable impact on the

active returns that the investment managers are trying to generate with their
skill. Investment managers should be able to provide returns in excess of
their fees in order for the fund to benefit. In constructing the utility function,
we stress that the net information ratio should be used to take into account
the relevant costs of the investment management structures.

7.8.2 In Figure 7.5 the information ratio (IR) of an investment structure
comprising passive and active core managers is presented both before and
after fees. To reflect the difference that the size of the fund has on costs, the
net IR position is shown for a »1,000 million fund and a smaller »250 million
fund. The structures on the left start with 100% passively managed, and as
we move to the right progressively more of the fund is switched into the
active core layer.

7.8.3 The gross information ratios are the same before costs for each
fund, as their structures are identical at each point on the curve. On a net
basis, the investment management fee slippage is greater for the smaller fund
due to sliding fee scales. This means that, on average, fees are higher for the
smaller fund. This creates a higher hurdle that smaller funds must reach in
order to break even.
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7.9 Slippage in Alpha
7.9.1 Investment management fees are not the only area of slippage in

active returns. There is also the risk of investment managers performing below
expectations. Further, slippage could result from inappropriate governance,
e.g. `buy high, sell low' errors, as explained earlier. This could lead to the active
returns assumed in the modelling process not being delivered in reality. It is
hoped that the structure will be well diversified by the manager, and this poor
performance will be partially offset by good performance by other managers,
although slippage through poor governance can apply at the fund level. We call
this slippage in expected active returns `alpha slippage'. Urwin (1998) explains
the reasons why the expected alpha has been overestimated in the past. Note
that this alpha slippage is not simply the result of random fluctuations, but
rather a result of mis-estimation of the long-term mean return from the
structure.

7.9.2 In designing investment management structures quantitatively, it is
important to undertake sensitivity testing and to be aware of alpha slippage.
This should lead to more robust structures being chosen.

7.9.3 In Figure 7.6 the active returns, gross and net of investment
management fees, are shown for a »1,000m fund invested in structures with
different allocations to the passive and active core layers. Once again, as in
Figure 7.5, the percentage of the structure invested passively decreases as you
move right along the curves.

Figure 7.5. Information ratio gross and net of management fees
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7.9.4 The widening between the uppermost gross active return line and
the first net active return line (100% alpha) shows the increase in fees that
occurs as the proportion managed actively rises. The investor generally
knows about the potential of this fee slippage in advance.

7.9.5 Whether the structure will perform as expected is, however, not
known in advance. Investors need to consider this factor when developing
investment management structures. To demonstrate alpha slippage, the
active returns from a modelled structure can be recalculated, assuming that
the expected returns were not delivered as anticipated. In Figure 7.6 the two
lowest lines indicate the sensitivity of the performance to the alphas assumed
in the modelling. In one case the modelled alpha is half of what is expected
and in the lowest line the alpha has fallen to zero. (Note that this is not the
worse case position, as the actual alpha could be negative). Stochastic risk
analysis can be added to this sensitivity analysis.

7.9.6 In Figure 7.6 the most active structures can perform well, but can
also underperform by relatively large margins. Although the passive layer
provides no expected active return, some allocation to the passive layer can
cushion the investment management structure from alpha slippage. The
consistency of the passive management layer can provide stability to the
fund's returns.

Figure 7.6. Alpha slippage and the effect on active returns
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7.9.7 Alpha slippage can cause a reasonable structure to no longer
provide positive benefits to the fund. Fiduciaries need to be aware of
structures that have high risk of alpha slippage. These structures, in
particular, need to avoid implementation difficulties. They require rapid and
effective decision-making by fiduciaries and proficient monitoring of the
investment management arrangements. Fiduciaries who are unable to
deliver in this regard should consider structures with lower risks of alpha
slippage.

7.10 Summary of Manager Modelling
7.10.1 This section has considered a number of manager modelling

(MM) principles. These principles are best explored in a quantitative manner
with the client. Some of the points made are:
ö Active risk, or tracking error, of a portfolio is not, in the main, a linear

combination of the standard deviations of the individual assets in the
portfolio. The non-linear nature underlines the need for quantitative
manager modelling.

ö The extent to which combining assets will lower portfolio risk depends
on the correlation between the assets. The extent to which the tracking
error of groups of managers decays is linked to the correlation of the
returns between managers.

ö When grouped in a portfolio, uncorrelated, high-performing, risky
managers can result in a high return, low risk layer. The risk of the
satellite layer is, therefore, comparable with a mainstream active core
manager, but with far higher performance expectations.

ö The decision as to how many managers the fiduciaries should hire can
be modelled in the MM process.

ö A key constraint on the number of managers used will be the
availability of skilled managers.

ö The optimal number of managers depends on the specific risk of
managers, the correlation between the managers, the level of management
fees, the structure of those fees, and the size of the fund's assets.

ö Fiduciaries' organisation and capacity create a limit on the complexity
of structures. This will generally create an upper limit on the number of
managers.

ö Manager types with high tracking errors require the use of more
managers to achieve diversification.

ö Investment managers should be able to provide returns in excess of their
fees in order for the fund to benefit.

ö Investment management fees are not the only area of slippage in active
returns. There is also the risk of investment managers performing below
expectations.

ö Alpha slippage is the extent to which actual active returns do not
measure up to what was expected.
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ö When designing investment management structures in a quantitative
manner, it is important to undertake sensitivity testing and to be aware
of alpha slippage.

7.10.2 The manager modelling process, with the aid of quantitative
techniques, can blend the complex relationships between expectations for
active returns and active risks, diversification benefits, fee structures, and
capacity constraints.

ð. Efficiency, Structure and Governance

8.1 Overview
8.1.1 In this paper we have introduced the concept that investment

efficiency is a combination of financial efficiency and non-financial
efficiency. Financial efficiency concerns the maximisation of the net
information ratio. Non-financial efficiency recognises the constraints under
which investors, and most particularly fiduciaries, operate. It is concerned
with the provision of appropriate SleepWell payoffs and the minimisation of
SeemsGood payoffs.

8.1.2 The paper has reviewed behavioural biases that affect decision-
making and performance myths that skew decisions about investment
matters. We introduced the concept of the fiduciary utility function, which
explains how fiduciaries can operate financially sub-optimal investment
arrangements and yet derive high levels of satisfaction.

8.1.3 We have introduced the concept of manager modelling, and
demonstrated how this quantitative approach is essential in designing efficient
investment management structures, given the complex interrelationships
between the components.

8.1.4 This section seeks to draw together all these important themes into
a cohesive whole.

8.2 Governance in Practice
8.2.1 Fund governance was reviewed in Section 2. The main parties

involved in the governance arrangements are the management group, which
is responsible for strategy and policy, and the executive, which implements
the strategy. We have concentrated on those management groups that have
fiduciary responsibilities.

8.2.2 In this paper we have noted that these fiduciaries are generally
constrained in the amount of time that they are able to devote to the
management of the fund. In addition, the effectiveness of the time devoted to
the fund is highly variable. This depends on the size of the management
group, the differing levels of investment expertise of the fiduciaries, the
degree of delegation of investment matters to sub-groups, the decision-
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making process and the effectiveness of the executive in implementing the
group's decisions.

8.2.3 We find that, in general, fiduciary groups for pension funds are
comprised of individuals with limited prior investment experience and who
are appointed for terms that often last only a matter of a few years. This
produces cycles in which fiduciaries may reach levels of sophistication in
their tenure, but they do not stay in place long enough to apply their
acquired skills effectively. Decision-making within such groups tends to be
consensual in nature, with each individual needing to become comfortable
with any proposed change before the decision can be taken.

8.2.4 While such decision-making is clearly appropriate in many
instances, it is less productive when dealing with investment matters, as the
inherent complexity can be beyond the experience of many of the individuals.
As a consequence, decision-making tends to be slow, performance myths are
more difficult to dispel, excessive comfort can be sought, and, in some cases,
a consensus position cannot be reached, which can lead to inaction.

8.2.5 We believe that certain investment options are likely to be
precluded by such governance arrangements, for example the use of satellite
and absolute return manager types. In these cases the investment managers
typically lack brand recognition, thereby exacerbating regret risk. In
addition, the understanding of the investment process or likely portfolio will
be beyond the investment expertise of most fiduciaries.

8.2.6 The governance arrangements can be improved by delegating the
responsibility for such investment matters to a small group which does have
the appropriate expertise. This will allow faster decision-making, which we
believe to be important for the selection and de-selection of more volatile
investment products and less stable investment organisations.

8.3 Efficiency, Structure and Governance
8.3.1 In Figure 8.1 we show four different types of governance

structure. We would expect only funds that include the executive layer to be
proficient, and successful, in implementing structures with satellite and
absolute return managers. While an investment committee can concentrate
investment experience and expertise, it still requires consensus to be reached,
and, if this committee is too large, logistical problems of forming a quorum
will be hard to overcome. A fund executive, however, avoids these latter
problems.

8.3.2 Figure 8.2 demonstrates the relationships between investment
efficiency, investment management structure and fund governance. Investment
efficiency is plotted against diversification, and a series of efficient
frontiers is derived. Each efficient frontier represents a different level of
effectiveness and capacity of the governance structure. Models A and B in
Figure 8.1 are likely to be limited to the lower two frontiers, while Models
C and D could implement structures on the highest frontier. It is not only

518 The Concept of Investment Efficiency and its

https://doi.org/10.1017/S1357321700001884 Published online by Cambridge University Press

https://doi.org/10.1017/S1357321700001884


Figure 8.1. Governance models

Figure 8.2. Efficiency, structure and governance
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the governance structure that restricts funds to the lower frontiers, but
also their expertise and time constraints. It should be noted that these
curves will be unique to each management group, as investment efficiency is
a function of non-financial, as well as of financial, factors which vary
between management groups.

8.3.3 Initially the efficient frontier slopes upwards, as investment
efficiency is improved with increasing diversification. The improvements in
investment efficiency relate to enhanced financial efficiency and/or increased
non-financial efficiency.

8.3.4 For example, in Figure 8.2 we can trace the progression of an
hypothetical fund. In moving from one multi-asset manager to two with
equally weighted risk contributions, the financial efficiency is usually
improved; the outperformance expectation will be unchanged, but the
average fees paid are likely to rise in most circumstances, so net performance
is slightly lower. However, there is an expected diversification benefit from
employing two managers rather than one, and therefore active risk is
reduced. Provided that this latter effect is sufficiently large, we will see an
improved net information ratio ö improved financial efficiency. In addition,
two managers will provide enhanced non-financial efficiency through a
higher SleepWell payoff.

8.3.5 This process of improving investment efficiency through the
addition of further multi-asset managers can continue for a short while.
However, each incremental addition has a larger negative impact on financial
efficiency; the increases in average fee rate offset more and more of the
active return, while each incremental manager also brings less diversification
benefit. Financial efficiency begins to fall. Non-financial efficiency could
still be increasing at this point through a higher SleepWell payoff. However,
the complexity of the structure and pressure on fiduciary time will reduce
the non-financial payoff, and this could also become negative. As a
consequence, there comes a point where investment efficiency starts to fall
with increasing diversification.

8.3.6 To combat this effect, our hypothetical fund can step up to a higher
efficient frontier. In Figure 8.2 we move from two multi-asset managers to a
structure employing two manager types by adding a passive manager. In terms
of financial efficiency, we reduce the expected outperformance of the fund by
diluting the impact of the two active managers. We also reduce the average fee
level. There may be some small upward pressure on fees from the smaller
active portfolios, but, in the majority of cases, we would expect this effect to be
more than offset by the introduction of the substantially cheaper passive
manager. Finally, we see two effects on the active risk of the fund. The first
and most obvious is the dampening of volatility through the addition of the
passive manager's very low tracking error. The second, and smaller, effect is
the diversification benefit of having two layers to the structure, as it is
reasonable to assume that the active returns of the two layers (noise or
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experienced tracking for the passive layer) are uncorrelated. In aggregate,
therefore, while we see a reduced net outperformance expectation, we also
expect a significantly reduced active risk. Financial efficiency is generally
enhanced. In addition, non-financial efficiency would be improved through
the simple effect of adding a third manager and, probably, also as a result of
the passive manager providing an enhanced SleepWell payoff, derived from
the diversification benefit between the two basic manager types. In addition,
demands placed on the fiduciaries do not increase significantly either in terms
of time or expertise. As a result, the governance arrangements can remain
unchanged.

8.3.7 In moving along this higher efficient frontier, our hypothetical
fund replaces the two multi-asset managers with three specialist managers ö
perhaps domestic equities, global equities and bonds. While outperformance
expectations are increased, specialist fee levels are typically higher than
multi-asset fees, and so any net outperformance improvement must come
from higher skill managers and higher gross information ratios. It is likely
that there will be some benefit to active risk from having three managers
rather than two, and so this extra diversification may bring some gains in
financial efficiency. Given that the three specialist managers have strong
brands, there should also be some incremental improvement in non-financial
efficiency. While investment efficiency would generally be enhanced for this
level of diversification, further manager additions would see the same
downturn in investment efficiency as for the lowest efficient frontier. We see
the above arguments as demonstrating why the popular structure of core-
active does work in practice, although, in our view, the greater benefits seem
to be most evident in non-financial payoffs.

8.3.8 Consequently, to further enhance investment efficiency our fund
must step up to a higher efficient frontier. In Figure 8.2, this is achieved by
the addition of the satellite layer. As they are less constrained by the
diseconomies of scale of active management, we can expect higher net
information ratios from the satellite managers than from the active core
managers. This causes a significant increase in financial efficiency. However,
as these managers are likely to adversely impact the non-financial efficiency
through poor SleepWell payoffs, we do not believe that our hypothetical
fund can incorporate the satellite layer without changes to the current
governance structure. Improvements in the governance arrangements, along
the lines suggested in the section above, will allow the fiduciary group to
reweight its utility function to give more emphasis to financial, as opposed to
non-financial, factors.

8.3.9 The next step for the hypothetical fund to take in improving its
investment efficiency is to refine its utility function further to reduce the non-
financial factors to an absolute minimum; specifically, we mean the
reduction of SleepWell factors to the minimum level appropriate for
fiduciaries and the elimination altogether of SeemsGood factors. This allows
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the removal of all brand-driven choices of investment managers from the
structure, and the introduction of the absolute return layer to provide high
levels of active return and further diversification benefits.

8.4 Summary
In this section we have drawn together the elements of financial efficiency

and non-financial efficiency, and shown, qualitatively, the benefits of
manager modelling. We have also shown that governance arrangements can
act as a constraint on investment efficiency and that the achievement of high
levels of investment efficiency requires a reweighting of the utility function
away from non-financial towards financial factors.

ñ. Practical Consequences of Incorporating Non-Financial
Factors

9.1 Overview
9.1.1 This section looks at the value that can be added by recognising

non-financial factors when developing investment management structures.
9.1.2 We assert that non-financial factors are always present when

making decisions on investment management structures, and that failure to
incorporate them directly in the decision-making framework is likely to result
in poorer decisions. Even the most advanced investment management
structures that we have observed have this limitation. The benefits of
incorporating non-financial factors in the decision-making process are set out
below.

9.2 Behavioural Preferences Brought Out into the Open
9.2.1 The main advantage of bringing non-financial factors into the

model is that a framework is created to address and discuss them.
9.2.2 Once recognised by fiduciaries, biases and mis-estimation errors

can be addressed explicitly. It is easier for the consultant to steer the group
away from a SeemsGood bias if the fiduciaries know about cognitive errors.

9.2.3 SleepWell payoffs can also be better managed. Fiduciaries are able
to specify their required level of comfort in advance. The acceptance of the
strategy will be improved if their comfort requirements are met. Management
groups can also better appreciate the financial cost of their non-financial
requirements.

9.3 Transition Costs Minimised
One financial advantage of taking into account the level of regret risk

that the fiduciaries can accept when developing an investment structure is
that this can help to limit the frequency and size of future transitions. The
following problems are more likely to be avoided:
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ö Fiduciaries will not adopt complex structures with which they are
uncomfortable.

ö Fiduciaries are less likely to change the structure at the first sign of
performance problems.

ö When changes need to be made to the structure, fiduciaries are less
likely to wait until performance problems arise to make such changes.

9.4 Constraints on Fiduciaries Recognised Explicitly
9.4.1 Fiduciaries operate within various constraints, which often include

pressing time constraints. The advantage of the proposed framework is that
it matches structures with the governance capacity of the fiduciaries.

9.4.2 For example, consider a group of fiduciaries that can only meet
once a year and have just one hour to discuss investment issues. This group's
limited time can do justice only to a very simple investment management
structure. If this structure is felt to be inappropriate, then the fiduciaries have
to solve the resource and capacity constraints, perhaps by delegating the
investment function to another group with more time resources.

9.4.3 As discussed, the focus on governance means that fiduciaries will
be advised not to select structures that are too complex for them to manage
effectively. This should help to improve the governance of the investment
function amongst fiduciary bodies and to avoid unnecessary costs.

9.5 Recognition that Fund-Specific Solutions are Important
9.5.1 A framework that is based on satisfying fiduciary utility has to

look at the particular needs of the fund. This will avoid `one-size fits all'
approaches to structuring investment management arrangements.

9.5.2 Given their fund's size, their level of comfort and the governance
structure, some fiduciaries will set up simpler structures. Such structures will
concentrate on passive and active core manager types. The increased
governance capacity of other funds will support solutions with allocations to
satellite and absolute return manager types. The key feature is that the
structure will be financially efficient, subject to the governance constraints of
the management group.

9.6 Improved Fiduciary Expertise and Understanding
9.6.1 For most funds the influence of non-financial factors on fiduciaries'

decisions is highly significant. The introduction of non-financial factors into the
framework for manager structure decisions helps the fiduciaries to be more
aware of the hidden drivers at work in their decision-making and to make
appropriate adjustments.

9.6.2 In particular, the new framework helps to reduce the focus of
fiduciaries on historical performance alone. This framework introduces the
net information ratio, which is a more comprehensive way of assessing a
manager's risk-adjusted performance after allowing for all costs.
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9.6.3 The framework allows fiduciaries to work with realistic expectations
ofmanager performance.

9.7 Enhanced Quality of the Selection Process
9.7.1 A paper published by The WM Company (1998), analysing the

results of manager transitions in the U.K., found that less than half of the
pension funds that decided to change their investment manager were better
off after the change. The new managers appointed had strong relative
performance before the change, but, by the second year following the change,
they fell short of both the deposed manager and the WM universe. This
underperformance was before taking account of the costs of restructuring the
fund.

9.7.2 Urwin (1999) listed seven `deadly sins' of manager selection
decisions. These sins are a combination of behavioural biases and
performance myths, which, if avoided by fiduciaries, should enhance their
fund's structuring and selection process. These seven sins assert that
fiduciaries typically:
ö prefer to avoid regret risk over financial risk;
ö worry about short-term results rather than long-term results;
ö rely on shortcut myths based on previous experiences;
ö see patterns in small samples of data where there are none;
ö fail to recognise the force of mean reversion;
ö are unduly over-confident and over-optimistic; and
ö falsely weight data in decisions, such as over-weighting recent data in

complex decisions and over-weighting personal data.

9.7.3 The WM results are less surprising, considering the significant
prevalence of these biases in most manager selection processes.

9.7.4 The proposed framework facilitates more effective selection
decision-making by setting realistic performance expectations, controlling the
extent to which fiduciaries are influenced by brand, and improving the
fiduciaries' awareness of other biases.

9.8 Practical Issues
9.8.1 Many ideas look good in theory, but prove difficult to implement

in practice. There are a number of practical issues that have the potential
to hinder the attempts of fiduciaries to adopt and benefit from the new
framework.

9.8.2 First, there is a comfort payoff in maintaining the status quo.
Fiduciaries may resist the new arrangements and stay with what they know.
Fiduciaries with high behavioural payoffs would benefit the most from this
new framework. Patience and education in this area are required.

9.8.3 Second, even with the new framework in place, the risk of
disappointment in performance is present. Will fiduciaries want to return to
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the structure that they had? This would be undesirable, as it would result in
the fund suffering two sets of large transition costs.
9.8.4 One further issue is that the investment management structure

choices have to be consistent with the asset allocation decision. In practice,
compromises between the strategic asset allocation and the manager
structure may need to be made because of the lack of availability of skilled
managers and appropriate investment vehicles. To a certain extent this can
be solved by using the passive layer as a `completion fund'; although extreme
asset allocations in this layer may be unacceptable to some fiduciaries.

9.8.5 Good monitoring is essential, as the structure will be more
interdependent than previously. A manager who changes style unexpectedly,
and does not do what is expected, could affect the intended outcome for the
fund as a whole. Well designed and frequent reporting that monitors the
managers against their mandate can help to identify manager deviations.

9.9 Summary
In conclusion, we believe that the new framework that incorporates

financial and non-financial factors is more effective at developing investment
management structures. The wider focus allowsmore fund-specific information
to flow into the investment management process. The result is a more stable,
better understood, comfort-providing structure, that the fiduciaries are more
likely to be able tomanagewith their level of resources.

"ò. Conclusion

10.1 Summary
10.1.1 This paper has focused on developing efficient investment

management structures for fiduciaries whose funds are managed by external
investment managers. We have introduced three main concepts:
ö the definition of investment efficiency, which comprises both financial

and non-financial efficiency;
ö the proposal that structures should be developed in a more quantitative

manner through a process of manager modelling; and
ö the importance of the governance capacity of fiduciaries, and the ability

to support the resulting structure.

10.1.2 To find better ways of analysing investment efficiency, the factors
contained in the fiduciary utility function were analysed. Five financial
factors were identified: active return; active risk; diversification benefits;
ongoing costs; and transition costs. Ongoing costs include not only
investment management fees, but also other costs incurred by the fund, such
as monitoring costs. Transition costs are a critical, but often overlooked,
component to consider when designing investment management structures.
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The longer-term benefits of the new structure must outweigh these costs.
The net information ratio is a measure that can capture these five financial
factors.

10.1.3 Non-financial payoffs stem from established behavioural finance
findings and performance myths. Fiduciaries ascribe `value' to these non-
financial factors. We have categorised these payoffs into two classes ö
`SleepWell' and `SeemsGood' ö which collectively become the third
dimension of investment efficiency after active return (alpha) and active risk
(sigma). For colloquial reference, we suggest that these non-financial factors
could be termed `theta' factors.

10.1.4 SleepWell payoffs arise from the fiduciaries' need for comfort
and from the fact that they are subject to external validation. Reliance on
these payoffs when developing an investment management structure can lead
to brand-driven choices and commonality in structures. This can have some
long-term financial benefits if the stability of the structure reduces future
transition costs.
10.1.5 SeemsGood payoffs have no financial benefits, but arise from

behavioural biases. The extent to which decisions are driven by SeemsGood
payoffs (at the expense of financial factors) can lead to the formation
of unrealistic expectations. Controlling SeemsGood payoffs will cause
investment efficiency to meet fiduciaries' expectations with more certainty.

10.1.6 A utility function framework results in the realisation that there
is no single structure that will produce optimal satisfaction for fiduciaries.
Fund-specific solutions are needed. The role of the investment consultant is
to assist the fiduciaries in managing the balance between the financial and
non-financial factors, and to explain the consequences of placing too much
reliance on non-financial payoffs.

10.1.7 The fiduciaries' capacity to monitor and manage the arrangements
is a significant constraint when developing investment management
structures. This can place real limitations on the successful implementation of
certain structures. Fiduciaries may need to adopt new ways of governing if
they require more complex investment management structures.

10.1.8 We believe that investment management structures should be
developed in a more quantitative manner. Manager modelling (MM) is the
process by which an investment management structure can be constructed,
taking into account the fiduciaries' utility function and capacity.

10.1.9 We have identified four investment manager types that can be
used for the manager modelling process. These manager types are: passive;
active core; satellite; and absolute return. Investment management structures
will be comprised of some, but not necessarily all, of these layers. Once
the structure has been designed, it can be populated through manager
selection.

10.1.10 Changes to an existing investment management structure can
also be analysed by using the manager modelling process. The effect of
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changing an investment manager on the expected active return, active risk
or diversification of the structure can be assessed. Transition costs and the
impact of fees and fee structures can also be analysed.

10.1.11 The intention of this paper was to provide a more comprehensive
framework for fiduciaries and their advisers to develop more efficient
investment management structures. We believe that management of non-
financial factors, attention to governance constraints, and more rigorous
quantitativemodelling can assist fiduciaries and their advisers in this task.

10.2 Where to Next?
10.2.1 The focus of this paper has been on investment management

structure. The principles of investment efficiency and non-financial factors
can be extended down to the manager selection level. We anticipate that the
concept of utility and recognition of behavioural elements will also be
extended to the asset allocation stage.

10.2.2 The skill cycle describes the increasing diseconomies of scale for
active investment managers as assets under management increase. This
has important consequences for manager selection and de-selection. The
relationship between economies and diseconomies of scale, asset size
thresholds, and strategies that investment managers can use to prolong the
skill cycle are issues for future analysis.

10.2.3 The authors are aware that this work is conceptually driven.
Examples of a practical application of how to maximise the financial
efficiency of funds can be found in Watson Wyatt (1999).

10.2.4 Further analysis is required and planned by the authors into the
area of investment efficiency.

10.3 Final Observations
10.3.1 Both financial and non-financial factors need to be considered

when developing investment management structures.
10.3.2 Structures can be improved by adopting a more rigorous

quantitative approach to their development.
10.3.3 We view effective fund governance by fiduciaries as an increasingly

important issue to ensure successful management of their assets.
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abstract of the discussion

Mr T. M. Hodgson (a visitor, introducing the paper): The paper deals with investment
management structures which are concerned with adding value relative to an asset/liability
benchmark. We are therefore considering investment efficiency in the context of the asset space.
We believe that the current model is not serving the interests of institutional investors as well as
it should do. Investment management structures have, to-date, at best been designed to
maximise risk-adjusted returns. What could be wrong with this? As an objective, absolutely
nothing. In the real world it has tended to deliver sub-optimal solutions. There is plenty of
evidence from performance measurement companies of funds falling behind their targets and
often their benchmarks.
As a consequence, we think that it is essential to consider investment efficiency as a

combination of financial and non-financial efficiency. The financial side remains concerned with
risk-adjusted returns, although we stress the importance of considering returns after costs. This
is particularly important where the realistic magnitude of the relative return is of the same order
as that of the costs. We therefore suggest that the net information ratio becomes the key
measure of financial success. We believe that the net information ratio is sufficiently useful that
it should be widely adopted by the industry ö it shows how efficiently risk is converted into
added value.
When combining investment managers in an investment structure, we also need to be more

disciplined in our treatment of diversification, and we need to incorporate the transition costs
in migrating to the new structure and the likely future transition costs that will be incurred.
With respect to the non-financial side, we believe that we need to pay more attention to the
field of behavioural finance in its broadest form. As practitioners, we have observed behaviour
that, while rationalised in financial terms, is clearly influenced to a significant degree by non-
financial payoffs. Because of these non-financial payoffs, we believe that a model for designing
investment management structures that makes allowance for them will not only produce more
robust solutions, but will also provide a framework in which the influence of the non-financial
factors can be challenged and reduced.
The paper goes on to consider how these elements can be combined through a process of

manager modelling (analogous to asset/liability modelling), and also highlights the importance
of the governance arrangements adopted by the fiduciaries. Governance can act as a significant
constraint on the investment management arrangements, or, to turn this around, improving
governance represents one of the most powerful ways of improving the odds of success.
Over time, active management has been complemented by passive management, and, more

recently, there has been increasing interest in alternative investments. Consequently, institutional
investors have increasingly started to consider generic manager types, but the financial
literature has not yet addressed this issue. It is not an easy taxonomy, given the dynamic nature
of the investment industry and the potential for overlap between definitions. However, we hope
that the definitions of the manager types in this paper are useful for actuaries and consultants in
advising their clients regarding investment management structures.

Mr N. Taylor, F.I.A. (opening the discussion): This is a significant paper for at least two
reasons. First, it sets out in detail, and for public examination, the thinking behind a particular
approach to investment manager structures. Second, it also draws on behavioural finance and
formally recognises the importance of non-financial factors in deciding upon investment manager
structures. Those who are involved in investment have known about these non-financial factors
for a long time. Behavioural finance has done much to define and explain these factors. This
paper advances the cause by incorporating them in a formal framework as it relates to
investment manager structures.
The findings of behavioural finance are gaining increasing acceptance, and their implications

are potentially far reaching for all aspects of investment decision-making, including all the stages
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of the investment process and the asset planning cycle that are described in Section 2:
setting the objectives; asset allocation; investment management structure; manager selection and
monitoring.
I think that it is instructive to look at how wide reaching some of the implications of

behavioural finance are. I now ask you a question: ªWill all of you who think that you are below
average in your professional jobs please put your hands up?'' I can only assume that all the
below average candidates are still busy working at their desks, because they have not been able to
clear them in time to come here, but it does illustrate one of the concepts that is looked at in
the paper, and one of the concepts behind behavioural finance, and that is over-confidence; that
most people think they are above average.
The focus of the paper is to provide a structured framework for incorporating both

financial and non-financial aspects into manager structures. The authors make it clear that the
paper is conceptually driven. However, I consider it worthwhile to look at several of the
practical difficulties of implementing some of their concepts.
In {2.6.3 the non-financial factors are described as being the subjective views and prior

experience of the fiduciaries. As a general point relating to the paper, I would argue that that
applies to all the parties which are involved in these investment arrangements, and not just to the
fiduciaries. As an example, in {2.7.2 mention is made of Urwin (1999), which outlines seven
behavioural issues that fiduciaries face when undertaking manager selection. These particular
issues are listed in {9.7.2. I do think, however, that if you read that list you will find that it could
equally well apply to investment consultants.
In {2.8 the importance of monitoring is considered. However, the paper does not discuss the

fact that the fiduciaries face a dilemma according to behavioural finance; the more frequent the
monitoring process, the more likely the fiduciaries are to adopt a short-term time horizon. This is
an issue of some importance for trustees and their investment consultants.
Section 3 highlights the importance of behavioural factors, and reviews the principal findings

in the field. I make no comment on them, other than to recommend any of you who have not
read Section 3 yet to do so.
Section 4 is where the authors start getting to the meat of the paper, and introduce the

concept of utility as the amount of satisfaction, incorporating non-financial factors into that.
These non-financial factors are divided into SeemsGood factors or SleepWell factors. The
SeemsGood and SleepWell factors provide fiduciaries with satisfaction. The authors suggest that
SleepWell has value through the minimisation of regret and the need for external validation of
their decisions, whereas SeemsGood factors have no value.
There is a fascinating argument, in Section 4.7, where the paper highlights the arguments

for diversifying among the managers. The arguments are very well made. However, application
of these arguments to the increasing variety of manager structures put forward by different
consultants suggests that the next logical step is to diversify among investment consultants!
In {4.11 the authors talk about investment brands, and draw a comparison between

manufacturing and investment, highlighting the fact that, because of the large amount of noise in
investment results, investment brands are not reliable indicators of performance. I accept some
of their arguments in Section 4 about investment brands, but, in my view, the paper understates
the value of investment brands. Investors in Morgan Grenfell understood the value of brands
during the Peter Young affair.
Section 5 then begins to look at how utility functions can be optimised, and in Section 5.4

the authors consider the best theoretical way of modelling these factors. They recognise that this
is a difficult and data-intensive area, and the authors propose simplification. My first reaction
on reading this was to remember their comments in {3.8.3, which state: ªInvestors need to
recognise that there are no easy answers. If they believe they know the answers, then they are
likely to be over-simplifying, and to be victims of their own overconfidence.'' I was reassured, as
I read the rest of that section, because I do believe that they have taken a fascinating approach
to incorporating both financial and non-financial factors into the modelling of those utility
functions.
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In Section 6 the authors look at manager structures, and the definitions of manager type are
well made. One of the most important concepts that they talk about is the skill cycle; the
argument that, as managers take on more assets their skill base gets diluted. Again, I would
make the point that, if these arguments apply to individual managers with regard to stock
selection, then they also apply to large investment consultant firms in the way that they select
managers.
In Section 7 the authors consider the principles that influence manager modelling. In {7.2.5

they recognise the limitations of the modelling process. Indeed, their description makes you
wonder why they bother at all, because they list so many difficulties with the process. However,
they do highlight the need for discussion of these limitations with the fiduciaries and the users of
the models. You need to be very careful, though, of another aspect of behavioural finance, and
that is the problem of anchoring. Once people have seen the results from a model, however
inaccurate that model, then they may well stick with those results or not move very far away
from them, even if further information comes to light.
Section 7.3 highlights one of the key elements underlying the proposed approach; namely,

that a subset of managers within each class that can provide better than average skill has to be
identified. In {4.6.8 the authors state that the task of the consultant would be to apply his or her
knowledge of the product or investment manager to identify those with a high level of skill.
The important point there is that, unless the fiduciaries or their consultants can select such
managers, then there is little point in actually designing sophisticated management structures.
In Section 7.5 the authors develop their arguments for manager diversification within each

layer of their proposed structure. The principles are sound. However, if the choice of managers
with skill is difficult, then prediction of their correlation with other skilful managers is doubly so.
For the structure to be of use, then the investment consultant will need to demonstrate that a
degree of correlation can be predicted. I think that more proof is required that such skills are
available. Despite my reservations, I think that the manager modelling process is a useful tool in
combining the many complex factors that enter into determining an appropriate investment
manager structure. My doubts are about the degree to which clients will understand and
appreciate that modelling process. I feel that it may be something that is of more use to
consultants than to trustees.
Section 8 looks at the governance structures of funds, and how they might impact the most

suitable investment manager structure. I have to admit to being a little concerned at some of the
general trustee bashing that goes on, not particularly within this paper, but within various
strands of the investment industry, which suggests that trustees are unable to cope with some of
the investment manager features of the modern complex investment world. I think that the
challenge there is for consultants, investment managers and others to explain those structures in
a better way, and not necessarily to move to different governance structures. The relevance of the
governance model shown in Section 8 again depends on the ability of the consultant to select
skilful managers. If that is taken as given, then Figure 8.2 is a very powerful argument for the
proposed structures. However, I do not think that they have gone far enough in presenting some
of the solutions. One of the issues that they could consider in dealing with some parts of these
structures is for consultants or others to operate funds of funds and to select the managers for
clients. The big advantage of that would be that brand name awareness and brand name value
would be achieved by the consultants attaching their names to the selection managers. It would
not then matter that the chosen (satellite) managers were largely unknown in the outside world.
There is a great challenge here for the authors and for the rest of the investment world,

because all the evidence from behavioural finance is that these behavioural errors are extremely
difficult to overcome. Many of the biases and errors serve the human race very well, and are
hard-wired into our brains. Experimental evidence suggests that, even when people have been
told about these errors, they persist in making them.
To summarise, greater awareness of these non-financial and behavioural issues is of

great importance in ensuring appropriate investment structures. Explicitly discussing and
incorporating these factors must be beneficial. My only quibble with the paper is that
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these behavioural issues affect everyone, and that includes actuaries and consultants.
Behavioural factors have, undoubtedly, influenced consultants in the past. Are the authors
cleansed? If so, how did they manage to cleanse themselves?

Mr A. Warwick-Thompson (Institute Affiliate, opening the discussion): Behavioural finance has
received a great deal of attention over the last decade, and has already become a subject of
general interest to a wide variety of market participants. This paper is a timely reminder that the
profession needs to follow developments in financial economics research and, having
established their validity, to seek practical application to the work of actuaries. The paper covers
many of the fundamentals of the work of the investment actuary in a clear manner. The
treatment of the asset planning cycle (Section 2) and behavioural finance (Section 3) are good
examples of this, and this education can only be good for the actuarial profession.
However, I urge caution. As the authors partly recognise, this area of finance needs to be

handled with care, particularly for those who are more familiar with purely quantitative
approaches to financial analysis. As a profession, we have a clear mandate to research and
innovate, but we have also a responsibility to communicate in a way that is clear, unbiased and
practical. We need to be transparent in our dealings with our clients.
The authors have referred to the fact that the complete model described in Section 5 would

be difficult to develop. The problems of its development are listed in {5.4.2, and include being
time consuming to collect the data and to explain them to fiduciaries, as well as being prone to
data estimation errors and being biased by spurious correlations. Paragraph {5.4.3 states: ªThis
problem, therefore, requires simplification to find a better solution.'' However, the links between
the theoretical ideal and the practical simplification need to be expanded and developed in a
more rigorous manner before the proposed model can be demonstrated to attain the goals
outlined in Section 5.
For example, in {5.5.1 the authors rely on being able to find homogenous groups of

managers from a financial perspective. In practice this is a difficult task, given that meaningful,
consistent and persistent financial characteristics are required for reliable financial modelling.
Our research also indicates that the quest for zero correlation within layers of managers and the
identification of members of homogenous groups requires a much deeper understanding of the
managers' processes than can be obtained by an analysis of past performance alone.
I thank the authors for documenting the work of the investment actuary and current United

Kingdom practice. I urge them to devote their attention to ensuring that their work reflects the
latest developments in behavioural finance and utility theory. To pick up the theme of a recent
SIAS paper (`Making Actuaries Less Human', by Nigel Taylor, presented to SIAS on 18 January
2000), we need to take care when modelling behavioural influences in decision-making. These
will have a material impact on the finances of future pension scheme beneficiaries. As such, we
must be clear on where we are making assumptions about behavioural biases and preferences.
These can then be examined and challenged alongside the rest of the assumptions we need to use
to make financial sense of the future.

Mr W. J. Bishop, F.I.A.: I speak from a background of having been actively engaged in
institutional investment for some 36 years.
I feel that many of the observations in the paper are sound. However, I did end up feeling

quite sorry for the average pension fund trustee, coping as best as he or she can with the selection
of fund managers, and then being landed by the authors with total responsibility for anything
that goes wrong as a result. To reinforce a point already made by others, it does seem odd, when
there has just been a paper to the Staple Inn Actuarial Society pointing out the many
behavioural quirks to which actuaries are prone, to find this paper adopting such an Olympian
tone. Implying that clients are weak and fallible and that actuaries are above any such failings
seems old-fashioned and not likely to promote client understanding in the 21st century.
Like the dog that failed to bark in the night, somewhere behind the decisions of fiduciaries to

select or deselect fund managers lies the advice of the actuarial or pensions consultant. The skills
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of the actuaries active in this field may well conform to the bell-shaped curve with a large
professionally competent mass in the middle of the distribution. All the same, I do vividly
recollect the chagrin of colleagues returning from trustee meetings in the summer of 1987 where
consultants had said things like: ªIf you had invested 100% in equities, the results would have
been much better''! Standards have improved since then, but I still have some doubts. One major
defect that almost all the consultants share is never actually having been practitioners in
institutional investment. Some have, nonetheless, acquired an impressive understanding, but, for
the more representative middle of the pack, the advice given on manager selection in such a
volatile and complex environment would seem prone to being a hit or miss affair. In cases where
frequently changing horses led to poor results, is it really fair for the responsibility to be put
onto the fiduciaries, with the actuarial consultants able to take their fee and avoid any
subsequent blame?
I appreciated the authors' observation, in {3.10.4, as to the uselessness of three-year records

in manager selection. Sometimes it takes as long as 15 years to eliminate statistical noise from
investment performance data. Until my recent retirement, I worked for a company that has had
a remarkable degree of continuity in its investment management approach. It has managed
segregated pension funds for 25 years, and has an extremely good performance over that long
run, even if the only client to have benefited over that entire period has been its own pension
fund, all the other early starters having dropped out at some point. Within this have been two
periods of fairly poor performance lasting some three or four years, which might well have led a
short-sighted or over-activist consultant or fiduciary to advocate a management switch. The
paper does well here to point out the considerable transaction costs incurred, on top of the risk
to performance, if there is too short term a focus. This point was also underlined by Mr Hodgson
in his introductory remarks. Many years ago I heard that it was then the American practice to
fire fund managers after a certain number of down quarters. I remarked that, given the
likelihood of domination by random factors over such short periods, it would probably be a
much more successful policy to fire them after a certain number of up quarters ö though
perhaps one that it would be desirable to keep confidential from the managers themselves!
The question of governance limitations and costs is, as the paper rightly says, significant in

determining the nature of the investment management contracts that can be undertaken
effectively. Except for very large funds, the justification seems doubtful for the sophisticated and
detailed governance structures that would allow more complex manager selection approaches.
Fiduciaries elsewhere, if not over-confident, may be led to conclude that it is all too difficult,
and, aiming for SleepWell and low cost, adopt the single passive manager solution. This would,
in any case, have been rather successful in the 1990s, and has thus picked up a lot of support. Is
this, however, a good indication for the future? The emerging problem of over-concentration of
the U.K. share indices in a few recently merged large capitalisations could be a harbinger of a
less favourable climate for indexing. Active management, on the other hand, is out of favour,
and may be about due for a period in the sunshine. I certainly find it hard to imagine financial
market behaviour and returns throughout the 2000s replicating those seen in the 1990s.
Therefore, very different strategies may be needed to achieve acceptable results.

Mr D. Damant (a visitor, Chairman of the European Federation of Financial Analyst
Associations): I have been a believer in the efficient market theory since I first came across the
evidence in the 1970s. As a result of my thoughts over the past 25 years, I am very doubtful
about active management for large companies in the major markets, where I think that the
shares are relatively well priced. I also think that macro-economics is so difficult as to be
impossible. I believe that Lord Bauer is right when he says that there is an amazing contrast
between the exalted status of economics and its inexact standards. If you cannot get an answer in
economics, a very great deal of asset allocation methodology goes out of the window.
Therefore, of course, investment management performance in these markets is, indeed, likely to
be below average. In the particular case of the big markets and big shares (where most of the
capital is), performance history is not likely to be very useful. I was cheered by seeing the
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decision of the Financial Services Agency (FSA) that, in appraising unit trust managements,
they were not going to look at performance records. How they are going to control the retail
market for unit trusts, in that case, I do not know, but certainly I think that their conclusion is
perfectly valid. However, in the case of institutional fund management, or the management of
retail funds in institutions such as are given in this paper, the approach of the paper seems to me
to be absolutely correct. Obviously, I would put less weight than the authors on the active
management. I would also say that there is a difference between noise and the fundamental
randomness (which I would have elevated), but, on the whole, this seems to be the way of the
future. We have to look at the behavioural aspects, the non-financial aspects.
There is a second reason for my support of the paper. The real trouble with my profession is

that there are so many human beings involved. They will insist on being human beings; they will
interfere in matters with which they are not qualified to interfere. It is like saying to your
doctor: ªBefore I go into the heart operation, could I point out that I read an article last week in
The Lancet, and I thought that so and so''. The conscientious trustees and others involved are
the worst of all! They will read articles about the United States economy and ask you about it! It
is like asking how many angels can dance on a pin (which, incidentally, was considered quite a
sensible question in medieval theology), but there is no way in which you can get to the answer
about angels. Similarly, there is no way in which you can get to the answer for these economic
questions.
In this paper, as in quite a number of others, you see reference to the concept of risk. At a

meeting that I held in 1978 Mr Colin Lever said that the symmetrical concept of risk does not
seem to be right for investment, because people do buy shares. They have some desire for upside
and a dislike of downside, but they are not necessarily equal. `Downside only' does not solve
this problem, because, if you only look at downside risk, the investor would not make any
investments at all. I have done some work on an asymmetrical concept of risk, which slightly
overlaps with some of the discussion of utility functions in this paper. I have developed with
others a weighted approach, so that the client or the fiduciary responsible can choose at the
beginning what the upside tolerance is and what the downside tolerance is, and put these into the
calculation in a mathematically tractable way.

Mr C. D. Lever, F.I.A.: There are two characteristics of the actuarial profession that I have
found tiresome over the years. The first is a reluctance to assert a view as self-evident, or, at
least, readily-supported common sense. There seems to be a need to support it with theoretical
proofs, equations, graphs, computer simulations and models, even when the issue is conceptual
and verbal rather than numerical common sense. The second characteristic is a feeling that a
process and a framework that are well justified in terms of helping fiduciaries solve problems
over many years, and which have developed and changed with changing client demands and
improving knowledge and changing background factors, are not genuinely authentic until they
have been turned into an academic-type paper.
It seems to me that this paper is driven by both these characteristics. I came to it full of

eager anticipation. I spent 30 years as an investment consultant. I am now a user of investment
services as a non-executive director of insurance companies and a trustee of a large pension fund
and a large charity. I hoped that the paper would show me how I could have done my
investment consultancy better, and how I can now do my trusteeships and directorships better. I
regret that I was sorely disappointed.
There is a lot of common sense in the paper (at least ten pages of it altogether), but it is

quite hard to find among the other pages, and not much of it is new. Yes, you cannot rely just on
historic returns to judge an investment manager, but neither can you rely on the net
information ratio. It may be a better statistic, but you still need to take into account other
factors mentioned in the paper: the quality of the manager's staff, the training, the research, the
control procedures, and so on.
Trustees are insecure people, and get upset or elated about all kinds of things and are

surprisingly irrational. It is the human condition. A good consultant is fully aware of this and
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takes account of it. You do not need lengthily defined SleepWell and SeemsGood factors and
utility functions incorporating them to optimise.
So, what would I add to the paper? The first thing is that investment management is an

imprecise activity carried out in an uncertain world. If you forget this fundamental fact, you
are on a perilous slippery slope. However much research that you think you have done; however
much reliance you might want to have in your graphics and your correlations, you are still
operating in an uncertain world. It seems to me that the authors' desire to substitute half-baked
mathematics for well tried common sense is a dangerous trap. They will come to believe the half-
baked mathematics themselves; they will confuse their clients; and, as its shortcomings become
apparent, they will jeopardise their own reputations.
They incorporate into the process (in mathematical terms or not ö it is not quite clear to me

how they incorporate them) summaries of the non-financial preferences of the fiduciaries. I have
much less confidence in the accuracy of the trustees' self-knowledge than the authors have.
Indeed, I have seen well-trained and able trustees change their views on what was really
important about the investment manager that they were in the process of selecting a number of
times during the course of the presentations from the candidates. It is the human condition.
Investment management is much harder than most people think that it is. Economics is not a

science. You cannot carry out reproducible experiments. Conditions are always different; people
are always different; they react in new ways to the cure that worked last time. Operating within
the economic framework, investment management is also not a science. There are serious
dangers in trying to treat it as one, and in trying to manage investments as though it is one.

Mr M. H. D. Kemp, F.I.A.: I found the paper interesting in many ways. It reminded me of
some of the manager structure exercises that I was involved with when I worked with Mr Lever,
and about just how difficult it was actually to model managers in the ways being suggested.
However, I am sure that, with advances in technology and the like, what was impractical then
could be more practical now.
My main comment relates to the issue of change. Within the paper it is suggested that there

are three different types of manager: core active managers; satellite managers; and absolute
return managers. As someone who works in a large, integrated fund management house, I
suggest that the differences are less than the paper indicates, and, in many cases, the same people
offer more than one sort of management style. My own company has a series of risk-graded
products, and therefore we claim to be able to provide both the core active and the satellite active
managers, albeit to slightly different market places. I am sure that the authors, also, will have
spotted that a number of the bigger, more traditional houses in London are now launching their
own hedge funds, and therefore they too are offering products in more than one of the three
categories of the paper. The authors need to be careful that their proposed management
structures do not become outdated because the fund management industry is changing around
them.

Mr A. J. Hunt, F.I.A.: I applaud the authors for taking the discussion of investment
management structure one step forward. All too often in the U.K. we seem to follow the
processes and actions of the U.S. marketplace some years after they were in vogue over there.
This paper is an example of where that has not happened, and where we now have the
opportunity to take things to a generally new level. Having spent a few years working in the
U.S.A., it is very noticeable how quickly funds there are to change their decisions and their
managers, based upon short-term under-performance, without recognising their own behavioural
biases, and without going back to square one and thinking about what would constitute the
best investment management structure for their situation and for their governance structure.
I very much welcome the refocusing that the paper gives to the investment management

structure governance role. All too often the broad nature of trustee bodies limits clear and
succinct decision-making. Refocusing on governance structures which allow for swift, but not
trigger-happy, responses made by an executive which has the time, the energy and the inclination
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to make such decisions surely is a step forward. I also welcome the categorisation of the non-
financial factors into SeemsGood and SleepWell. That provides a very effective and intuitive
framework to consider behavioural biases, particularly as applicable to trustee bodies.
One word of warning when using investment management modelling; the assumptions that

go into the process are, as with all assumptions, just assumptions. If manager modelling of this
type becomes widely used, there is a danger that, if too much reliance was placed on solving for
the assumptions, this would lead to an unstable situation.

Mr J. Hastings, F.F.A.: At times during my reading the paper I felt that aspects of it struck me
as obvious (I mean that term in a complimentary rather than in a pejorative sense), in a way that,
for example, the documenting of the laws of motion helped people to understand the processes
that are involved. The paper is in the best traditions of the profession, because it provides a
significant addition to the published material, which has been absent in this particular area, and
so fulfils a useful educational function.
I particularly enjoyed Section 6 on manager types and modelling. Pension schemes within the

U.K. appear to contain a rather high share of active core managers. A question which is often
posed is whether this preponderance is the fault of the investment consultants themselves. Others
have remarked that U.K. market size has been insufficient to allow successful development of
large investment houses. The paper, in its comments on trading pressures, in {6.7.4, perhaps
alludes to this problem. Maybe that is one of the reasons why we have seen a number of the
larger managers internalise the satellite approach within their own organisations. It appears to
me that the Holy Grail of this process appears to rely on a successful combination of satellite
managers to provide additive alpha. A great deal of work needs to be done in this area, so that
we can separate out what is luck and what is skill, where performance has been achieved and how
dependent it has been upon prevailing market conditions. I have to say that I have no belief in
the efficient market hypothesis. While it may apply over cycles, I believe that, from time to time,
there are exploitable trends within markets from which good active managers can benefit.
The paper considers some measures of tracking error. Although it alludes to the difficulties

in measuring risk, it avoids one aspect of the problem which I think is fast becoming a major
issue within the U.K. I think that the consultants and the fiduciaries need to look at developing
risk, particularly within the U.K. market. This does not only apply within the U.K. equity
component. We are also seeing withdrawal of government debt in the U.S.A. and the U.K. That
is causing very strong price pressures on different asset classes.
I think that the unfortunate thing is, having built a fabric or framework for management

structure, we have the problem that we cannot `sleep well', because rust (or rot) never sleeps.

Professor R. Taffler (a visitor, Professor of Accounting and Finance, Cranfield University
School of Management): As a finance academic, it is particularly interesting to me to see how a
related profession views such issues. I think that it is original and challenging to try, formally, to
incorporate non-financial factors, which are essentially behavioural in nature, with financial
measures in seeking to enhance investment management structure.
I recognise that the paper is essentially conceptual. However, as someone reasonably familiar

with some of the finance literature in this area, I am interested that the skills that actuaries have
do not seem to have been reflected in the academic papers, particularly when we come to the
manager modelling process. I am intrigued that it is apparently possible to identify homogeneous
groups of managers who do not flip into other styles very quickly, that managers can have zero
correlation in terms of their investment behaviour, and also that it is possible to identify
managers, or a cadre of managers, with high skill levels from which trustees will be able to select
particular subsets to meet their investment management requirements. As the paper points out,
it can take 15 years or more to be able to identify a manager as having superior performance,
and, of course, the world changes over that period, as does the management team itself. So,
evidence that it is possible to model managers in these terms, particularly from an
implementation vantage point in practice, would be a very important contribution indeed.
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I like the elegant and short overview of some of the behavioural literature. SleepWell and
SeemsGood ought to be in the U.S. finance papers, but I am not convinced that North American
finance academics have the same rather wry sense of humour that we have over here, or are
familiar with our use of language. However, I draw your attention to the nature of the research
that typically has been done in this area. Looking at the behavioural literature, one is struck by
the theoretical and a priori nature of many of the biases that are identified. I am also concerned
that much of the experimental work that has tested these out has been conducted in very
simplified laboratory situations, usually involving undergraduate psychology students, who are
paid a few dollars to take part and given various course credits. What limited literature there is
looks at how these biases pertain in the real world, and suggests that we have a lot of experience
and knowledge to build on in dealing with our highly complex environment and that we are far
less prone to act in these idiosyncratic ways, `hard-wired' or not in practice. So, I would counsel
caution in terms of whether we are so problematic in our behaviour.
I was also interested in the number of apparent biases that previous speakers have exhibited.

It is rather like a game. Other people have biases which we can pick up; we do not suffer
ourselves! I was intrigued that Mr Hastings does not believe in the efficient market hypothesis,
even as a working basis. There are very good behavioural reasons as to why, as individuals, we
may not believe that this hypothesis has value, despite the enormous wealth of evidence that has
accumulated over the last 30 years, which suggests that it is a first-class approximation of what
goes on in the real world, and that, as individuals, we are unlikely to do better, on average, than
other people in such complex decision tasks.
It is inevitable that, in terms of the consultancy process, parallel biases are also likely to be

at work. A good parallel is the recruitment literature in organisational psychology. My favourite
quote from a leading academic journal in this area is, that if you are seeking to predict future
job performance:

ªWith the possible exception of such obvious forms of quackery as graphology,
phrenology and astrology, no other personnel selection technique is held in such low esteem
in the research literature as the interview.''

To some extent, what I have heard in this discussion suggests that selecting managers who, it
is hoped, are likely to outperform on whatever basis, may well have similar problems in
practice.

Mr N. M. Watts (a visitor, an investment consultant): It is obvious to me, addressing the point
made by Mr Bishop, that investment consultancy has developed. Whether it has developed for
better or worse is, maybe, an open question. I spent 20 years as an investment manager before I
became an investment consultant. Indeed, in the early 1980s, I was a victim of the type of
comments alluded to by Mr Bishop. I think that a recognition of the importance of manager
practitioner input into something that Mr Lever rightly described as not being a science is a sign
that investment consultancy has moved ahead and become more market focused.
There have been some comments in the discussion that investment consultants have, through

this paper and elsewhere, set themselves up to be above criticism. We do have behavioural biases,
and clearly we must be accountable for our advice. I do not think that there is anything in this
paper that suggests otherwise.
Concerning behavioural finance, I thank Professor Taffler for describing some behavioural

finance at work, which I think confirms that we all have biases, and I do not think that there is
anything in the paper that suggests that the authors do not have biases. I know some of them
quite well, and they clearly do!
The key point is that the paper does not suggest the elimination of behavioural biases. It

suggests that these influences need to be more transparent, and that the transparency will allow
us to control them better. Whether it is the trustee side of the table, the consultant's side of the
table or the manager's side of the table, behavioural biases need to be recognised and managed. I
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disagree with Mr Lever in that I think that this paper will help him do his job better as a
trustee, and that it would have done when he was a consultant. It does not suggest that the sort
of criteria he used to select managers is now redundant. It does not do anything else than
recognise the importance of the human condition. In terms of governance, I am encouraged that
more and more funds are recognising that the trustee needs help in investment matters. The
trustees are not there to be criticised, but we ask a lot of them in terms of their time
management, if nothing else. In investment management, if a manager can bring greater
resources, greater expertise, greater experience and greater focus, it is likely to shorten the odds
of success. Active investment is a form of gambling, and the good gambler/investor spends much
time shortening the odds of success.
Mr Taylor suggests that the paper understates brand. I would remind him and others that

brand in investment management is quite tricky in terms of security. If you buy a car you expect
predictable performance; if you buy a can of Coca-Cola in Korea it will taste much the same as
if you buy it in London. I wish that investment management was like that, but it is not. Brand in
investment management is important, but outcomes are very unpredictable.

Mr T. D. Kingston, F.F.A.: I have some comments that stem from the recent paper, `Investment
Strategy for the Actuarial Profession', which can now be read on the actuarial web site. One of
the areas that we looked at in that paper was the concept of manager of managers.
I have always been intrigued by what lay between the people who had the money, the

trustees of the pension fund, whoever, on the one hand, and the people who were actually
investing the money on the other hand. Clearly there is a very substantial industry building up
between those two groups: what we call a manager of managers. Within that, you might find
asset allocation; you might find the structure of investment management; you might find the
actual detailed selection of investment managers. It seems to me that this concept of manager of
managers is a new profession building up, about which there will have to be a great deal more
debate, more knowledge, before it is proved to be a success, and before it is proven to be better
than the situation that was true in the past, when there were much closer links between the
people who had the money and the end people who were actually investing it.
There has been much work in the U.S.A. on this concept of manager of managers, in one

shape or form. I have been involved in a couple of areas where people have specialised in this and
have had pretty good results, by and large. It seems to me that the actuarial profession
and other investment professionals need to expose this area more: by research work; by
communication involving trustees, investment managers, or whoever; and by debate. We want to
make sure that, if we are moving from one form of investment management, let us say from the
generalist active management that has been prevalent in the U.K., to another form, with, say, a
core satellite structure, we want to make sure that this actually improves the results.
We need more discussion, not just at a very complicated level, but at a level which many

people can understand, because this is a very real issue, and one from which there is a great deal
to be gained.

Mr L. G. Hall, F.I.A.: A certain industrial company's pension fund employed an in-house team
led by two expert and experienced people ö investment managers ö one an actuary who knew
both the asset and the liability situation very well; and a second, very able man focusing
particularly on property. They did a first-class job over the long term. Recently the investment
management responsibility was taken from them and placed with independent investment
managers. Surely, to remove responsibility from people who are experts and who know the whole
of the fund, assets and liabilities, and to place investment management outside, cannot be right.

Mr P. B. Bell, F.I.A.: A few thousand years ago a merchant was standing on a quayside in the
eastern Mediterranean, wondering what to do about a project close to his heart. His arch rival,
Abdul, had just made a fortune trading in tin with some woad-covered savages living on the far
south-western corner of some rain sodden island off the west coast of Europe. The merchant
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wanted to show him a thing or two, but it was difficult, and it was risky. He had to pick the
right ship, and there was a wide variety in the harbour before him. He needed the right captain.
There was one who had an excellent record, but he was getting on a bit, and past performance
does not always guarantee the future. What would he have as his cargo to send out to this island?
Spices were on the up, but, perhaps, it would be risky to put too much in one commodity.
Perhaps his asset allocation should extend to olive oil or Nubian slaves. Should there be one ship
or two? The trouble was, once they got out of sight of their home port, they tended to cluster
together for safety against pirates. One thing that he did want to do was to wipe that smug grin
off the face of Abdul.
What has this got to do with the paper? Well, of course, human nature does not change,

and the driving forces behind investment always have been, and always will be, greed, fear
and pride. That is why I very much welcome the fact that these aspects have been dealt with
in this paper ö I think for the first time in this Hall. It is a pity that behaviourist
language is so user unfriendly: cognitive dissonance and regret risk; and so on. It tempts the
cynic, perhaps, to say that it is a case of a consultant making the simple complicated in
order to charge a fat fee for turning it back to simple again, but fortunes have been lost and
golden opportunities missed by people who just took the obvious and the simple for
granted. We do have to analyse carefully, as the authors have done. We do have to trudge
through the polysyllables.
I struggled with Sections 4.4 to 4.6, leading up to the information ratio. I agree that there is

no evidence of persistence in active return, so I fail to see how there is more persistence in the
information ratio, which is, after all, just a function of the active return. Therefore, calculating it
ex post does not seem to solve the problem. No matter, say the authors, calculate it ex ante.
Just as I was on the edge of my chair, waiting for them to tell me how to do it, they changed the
subject.
The basic trouble is that investment houses change their style: it may happen deliberately; it

may happen through a change of ownership; or key people may leave. Investment stars can be as
mobile as footballers. It is not always as bad in London as the often quoted case of the trader
who was chided by his boss for moving over to a rival firm. The trader's reply was: ªYou want
loyalty? Go hire a cocker spaniel''. I hope that we have not got that far yet. No mathematical
formula will ever cope with that sort of thing or conjure persistency out of it.
So, do we despair? My simplistic solution is to go back and just draw a vertical line down

the middle of a sheet of paper. Put the investment house's weaknesses on one side and the
strengths on the other. Then go through the woolly process of forming a judgement. This is
primitive, possibly also pathetic, but at least it does not fool me or anyone else that, because I
have used a complicated formula to produce a number, therefore that number has any special
validity or reliability.
Later in the paper there is much useful, common and uncommon sense on subjects, not often

aired here, on management styles, the costs of diversification, and on the limitations on the
governance capability of the trustees. That brings us back to where I started, on the abilities of
human beings.

Mr C. G. Lewin, F.I.A.: I think that one of the things that we need to remember is that there
has been an extremely long period of upward movement in equities, punctuated by a few little
downward blips here and there.
We have got ourselves into a very rigid framework, looking at benchmarks and customised

benchmarks, and I think that we have reached the position where no one person in most
organisations really has the ability to break out of that in any kind of short-term way, even if
circumstances change. The present system has worked very well over the last 20 years or so,
because of the long upward movement in equities. We have agreed to be tied to an index, and
because the index has gone up, all our investments have done very well.
The question that I ask myself is: ªHow does that compare with one's own investment

strategy?'' I suspect that individuals have been taking much more account of what they see as
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likely shortish-term trends in the different kinds of markets, both upwards and downwards,
looking, perhaps, at a wide variety of markets, including residential property, and so on. To the
extent that they have deviated from an upward moving equity market, those judgements
probably have turned out to be wrong.
It does not follow, however, that, by tying pension funds rigidly to a benchmark which will

usually be very largely equity orientated, the system will necessarily do as well in the future.
Because we have all these frameworks which have been carefully worked out for us by the
consultants, all carefully recorded in the trustees' minutes, with relatively small degrees of
freedom from our built-in strategy, it is not possible to change at short notice. That can be a
strength, for example, if you get a downward blip in the market. A weak investment manager
might be tempted to sell on the downward blip, and therefore get it all wrong if the market
bounces back again. Can it also, however, sometimes be a weakness?
If we look back to the late 1950s, pioneering people like George Ross Goobey were starting

to invest in equities. If they had been tied to a customised benchmark, what do you think that it
would have been? I do not suppose that it would have had many equities in it. Therefore, while
there is certainly room for the kind of framework that we have in the paper, we also need to be
looking for ways in which we can break out of the framework when we have to do so.
I also think that there are limits to the value added by consultants when it comes to choosing

investment managers. For any prospective manager, you have a probability distribution in your
mind for the future performance, ranging from awful right the way through to brilliant. You
know that there are quite high chances of the outcome being somewhere near the middle, but it
might be at one or other of the extremes. Probably, if you are using a good consultant, you are
pushing that from being a bell-shaped distribution centred round the average performance in the
middle to one which is slightly over to the positive side, but there is still lots of weighting left
on the negative side of the bell. What this tells me is that the kind of work that is in the paper is
useful, but we should not be blinded by it. There is room for an occasional judgement element
on top.
There is certainly scope for looking at the success record of the consultants, and there is very

little in the public domain as yet about their success records. However, the individuals employed
by the consultants might well have changed over a period of time, so that it becomes
impossible to establish a real success record.
My view is that one should listen to the consultants; one should listen to what they say, and

then take it with a big pinch of salt.

Mr R. E. Snelson, F.I.A.: I speak as a trustee of a pension fund rather than as an investment
manager. I have been associated with the fund for about eight years. We changed our style of
governance about six years ago. The first decision that we made was that we were not going to
invest in property any more. In fact, we decided to withdraw from the properties that we already
owned. I do not know whether that was bias, but we thought that with a fund of »200m or so,
we could not do the job properly. Property tends to have a very high level of cost in investment
terms, and if one is going to be involved, one has to operate at such a level that one can achieve
economies of scale. All the ratios that one might calculate would have to take that into
account. So, the costs of running a portfolio with a significant proportion of property in it might
well be considerably higher than another one.
The other point that occurs to me is in relation to the track record of this particular fund,

which has been very good. It contributes to one of the major surveys, and its record over ten
years has been that it has been in the top decile, so it has actually got well on the way to getting
the noise out of the system. However, it is actually fractionally underperforming at the
moment. The reasons are twofold: the first, a view taken quite firmly by the investment manager
that, although he wants to have a piece of the action in the technology stocks, he does not wish
to go overboard, and, therefore, he is underperforming because he is underweight in that sector;
and a similar sort of view in relation to U.S. equities, where, compared with many funds, he is
underweight. The trustees have accepted that the underperformance might last for several years,
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but, of course, if he is right, then on the way down, as it were, the investment manager will be
back in the top decile.

Mr J. P. Ryan, F.I.A.: I should like to draw attention to the question of risk measures that has
been mentioned by some speakers. Many of these types of risks are not symmetric, and clearly, in
the world that we are moving into, that is becoming more so. With people piling into the more
highly rated internet stocks, there has to be some significant downside in these areas as well as in
options, and so on. Certainly there are many examples of skewed risk.
The importance of this, currently, is that it has a big impact on risk measures. The author

referred to a number of risk measures in {4.5.8, most of which give the same answer in terms of
ordering of risk if you are dealing with symmetric risks. However, if you deal with asymmetric
risks, which are becoming more prevalent, then you get different orderings, and some of the
downside risk measures are more important. Both the investment community and many of the
insurance and capital management areas are looking much more at different types of risk
measures, and you get different results when you start dealing with asymmetric risks. Markowitz,
in his initial work, mentioned this very point. In practice, of course, he did not have the
computational capabilities that we have today to do something about it. Nowadays we can deal
with it, and I think that much greater emphasis should be placed on risk measures, because it
does change the answers. It is hinted at in {4.5.8, but we, as a profession, need to do much more
in this area, as we are certainly moving much more into an asymmetric world.

Mr M. P. Cumberworth, F.I.A. (closing the discussion): How do we forecast risk? Are the risk
models that we have in place any use? It is such a big issue, particularly given the state of the
markets at the moment. Of particular concern is the increasing concentration of stock returns.
These are all big issues. Before we even start looking at these non-financial factors, we should
acknowledge that the things that we think we understand, in fact we understand very poorly
indeed. I was a bit surprised that nobody raised this in the discussion.
Equally puzzling is the general mood that I perceived from the actuaries, that is a desire to

embrace behavioural finance with both hands, with not many notes of caution. The only real
caution that we received was from Professor Taffler, who obviously knows a lot more about the
subject than we do. I think that the profession is aware that it was left behind in financial
economics. Having denied Markowitz for 50 years, we are now catching up. Thus, as a result of
this, we are, perhaps, hanging on to every new theory that comes along a little bit too willingly.
I guess that, if we had been here five years ago, we would have been holding up similar hopes for
chaos theory. We would have been saying: ªJunk these linear models; let us have some non-
linear frameworks''. Chaos theory has formed no part of this discussion, and has proved
completely unhelpful in trying to understand and solve investment problems. I wonder whether
behavioural finance is going to go the same way, and that the best way to make money out of
behavioural finance is to write a book about it; rather than to do any analysis. It tends to provide
more of an ex post rationalisation, and is quite difficult to apply in any kind of forward
looking way. I would be very intrigued to see any models that are claimed to be able to produce
that.
The main thrust of many speakers was on the concept of a multi-manager modelling

framework, incorporating both financial and non-financial factors. In many ways, perhaps, that
itself is a reaction to the disappointment that asset/liability modelling (ALM) has engendered.
When people started doing ALM it was going to be very exciting and would solve all our
problems. The end effect is that, in fact, it has all been very dull. If you look at any ALM study
from any consultant, it is just not very interesting. The fact that equities have done so well
might be part of the problem. People do not really appreciate bonds as an interesting asset class;
property is far too dull, with poor returns, and the problem is that actuaries just do not know
how to model it.
Because ALM has not delivered, the consultants are now looking for some extra sets of

goods that they can offer to the poor old trustees. Trustees must be feeling very nervous indeed.
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If I were running an occupational pension scheme and thought that this was the way forward, I
might well consider going from defined benefit to defined contribution as a solution to all the
problems. I guess MFR may well be causing the same kind of effect.
The real difficulties, in terms of trying to understand how managers behave, are that they are

very non-stationary through time. In the past few days we have seen high profile fund managers
disappear from the investment scene. Such events make you wonder whether those funds are
going to carry on being invested in the same style. It may be that, although the `value' style itself
has not been very productive in recent years, if somebody is actually using that style to
diversify risk from, say, a growth style, then it is important to maintain that continuity. I will be
very interested to see how such events can be modelled. Modelling performance is difficult.
From studies I have done in trying to understand how persistent returns are, I know that it is
very hard to find any kind of patterns. It is said that, if you torture the data for long enough,
they will reveal anything. People have struggled to provide some kind of pattern recognition; if
consultants can do it, that is great, but I am sceptical. I think that these comments were echoed
throughout by other speakers. The fact that the FSA is not going to use past performance
confirms that it is all very tricky. If estimating returns is difficult, and estimating risk is very
difficult, then trying to estimate correlations is probably a non-starter. This is an incredible
challenge to the profession.
You probably think that I am being a little unkind to the paper. That is really not my

intention. I think that the ideas in it are an heroic attempt to try to lay down a framework for
thinking about the problem. I just fear that the practical difficulties may prove insurmountable.
The paper has provided the catalyst for debate, and will certainly contribute towards taking the
profession forward.

Mr R. C. Urwin, F.I.A. (replying): This is what we would call a `time and trouble' paper, and it
is entirely a conceptual paper, which is deliberate. We believe that this is now the starting point
for the application of these concepts.
On behaviour issues, we have struggled with how much behaviour affects decisions. It is very

obvious, it is very simple to observe, and we have become frustrated with the influence of some
of those behavioural influences on those decisions. These include our own behavioural influences
as consultants, as well as those of our clients. We can either be frustrated by that, or we can
make behaviour part of our model, and the latter is what we have done. We think that it is an
absolutely vital development, which is not negotiable. Just because you cannot easily measure
something does not mean that you should not manage it. That is the crucial point here, which
leads me on to my second question about measurement.
Measurement is at the heart of so many investment issues. Both risk and return count, hence

we have introduced one investment statistic for both, the net information ratio. Mr Bell said that
this is not more persistent than return alone. We would argue that this is simply a bit more
accurate. We would also say that it is largely symmetric at the moment, because there are not so
many asymmetrical positions within investment portfolios, to answer Mr Ryan.
Of course, the net information ratio is not the only consideration, and we should not get

confused between data and information. We are overwhelmed with data. Just because we
measure results in the performance world to two significant figures does not make those figures
too significant.
I like the quotation about proof: ªIt is a mistake to believe that investment consists of

nothing but conclusively proven propositions and it is unjust to demand that it should''. It is
absolutely crucial that we remember that often there is no proof. Indeed, I can give you the proof
that there is no proof, and that is a crucial part of investment. That is really what leads me to a
discussion about the `tiresomeness behaviour'. When we are dealing with these issues, we do not
apply them precisely in this form. We have to look at rigour in our process, and work through
some of the fundamental issues and work out our own personal process. Research teaches people
really to understand that they are wrong in certain areas, and to move on.
I now consider what I call investment `fuzz'. Investment issues are everywhere. They are now
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there through to the taxi driver's portfolio, and, of course, from the Financial Times to the
Mirror. With the growth in popular investment culture, we have major misrepresentations of
investment issues, and we need better models of good and bad practice to protect people from
`snake oil'. My belief is that these models need to become more sophisticated rather than less
sophisticated. However, on the Russian dolls principal, you need to have your arguments
summarised. You need to have the big model, which is the big Russian doll, and you need to
have that tiny little doll within it, to present your arguments in simplified form as a crucial part
of its development. That is why this paper is so long and is so developed.
I am glad that we have had a lot of discussion on investment consulting, because it is my

view that investment consulting is going to become a more important field in our world. It is a
world-wide growth business in which, in many respects, the U.K. has an opportunity to be a
world leader. In the U.K. there are at least 500 people who work in this field. That, I think, has
basically multiplied by five over the past ten years. In fact, since 1977 when there was only a
handful of practitioners, the growth has been terrific. However, there is a risk that this field is
moving away from the actuarial profession, which should make up a core group of the workers
in this field. A number of these actuaries should come from the investment management field, or
we should complement our skills with investment management professionals. This echoes the
statement made by Mr Watts about people who have served their time in investment
management. I think that is a crucial part of the profession, of being an investment consultant. I
am very encouraged that this is taking place, that this multi-discipline approach is becoming
part of our pattern here.
Investment consulting has to become more accountable. This involves moving away from

consultants saying: ªTrust me'', to clients saying: ªTool me.'' That is, the clients need to be tooled
up to do more of the work themselves, to take responsibility. That is not to confuse the major
issue of consultants being more measured. I think that it is absolutely vital for the measurement of
consulting to be part of our industry. Maybe we do not want to be over measured in the way
that, perhaps, managers have become, but our activity should be measured. I do not want to come
across as `holier than thou' in this area, because all investment consultants are `unclean' like
everyone else. Everyone has behaviour biases. For the authors, it was a very beneficial process to
go through the cleansing process of working these thoughts out, developing them, codifying them,
and writing them down.
I think that investment consulting in the U.K. has had the benefit of a lot of applied

actuarial skills. I regret that in North America this has not been as much the case, and I am very
pleased that there are guests from the Society of Actuaries here, because I believe that actuaries
will be at the forefront of many of these techniques in the coming years, in North America and
globally.

The President (Mr P. N. Thornton, F.I.A.): All of us know how important investment is to the
actuarial profession. We are a self-selected audience, because that is the topic of the paper, so I
am sure that this group would agree. However, throughout the profession there is a growing
recognition that investment really is fundamental to most areas of actuarial work.
In my Presidential Address I suggested that we needed more and better investment research,

and that we needed to pay more attention to work going on in related professions. Thus, I am
bound to welcome this paper, as one which has looked at work going on in other areas, and has
tried to make use of that in actuarial work.
Mr Kingston referred to the Investment Strategy Report. I was very glad that he did so.

That is a very strategic piece of work that has been done over the past few months. The
conclusions of that report are that, within the profession, we need to place much greater
emphasis on investment in a variety of ways, and a report on the report will appear in the March
2000 copy of The Actuary magazine. It is an important study, and, among other things, it is
providing a major input to the review of future education strategy. All of this is directed towards
increasing the opportunity for actuaries in the future, particularly for future generations of
actuaries.
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Investment consulting is an increasingly significant area of activity for actuaries, but it is also
an area, of course, where actuaries are working with others who are not actuaries. So I would
like now to mention the Affiliate membership category which we introduced a year or so ago,
with the intention that we would, indeed, invite people from related areas who were not actuaries
to join the profession as Affiliates, so that they could come to discussions like this and take
part. I am very pleased that we have had a number of contributions in the discussion from people
who are here as guests. That is very healthy, and it ensures that we progress in the real world
and not in an isolated actuarial world.
As has been commented on several times in the discussion, this paper is conceptual. It is not

mathematical or statistical. It is, nevertheless, in the classic actuarial mould, with the authors
attempting to model an uncertain situation in order to develop a rational approach to decision-
making. We thank the authors for rising to the challenge of addressing the conceptual issues and
for making a practical contribution to our discussions, which has complemented the interesting
discussions that we have also been having on financial economics.
I ask you to join me in thanking the authors of the paper, the opener and the closer and

indeed all of those who participated in the discussion.

written contribution

Mr A. D. Smith and Mr C. J. Exley, F.I.A.: From the paper, it seems that, having decided that
their clients behave illogically, there is no great need for the authors to pursue any consistent
chain of logical reasoning. Irrational clients can be given irrational advice.
One of the most striking features of this approach is the open admission ({2.4.3) that the

stated primary objectives of the fund do not affect the way that they derive fund management
structures. This sad indictment blights the whole paper. One might have expected to see a serious
piece of academic literature attempt to deduce optimal structures from the objectives of the
many various interested parties (beneficiaries, trustees, shareholders, company management,
investment management firms, actuarial firms). Instead, the authors follow the somewhat
fatuous approach of firstly observing what they claim to be wholly illogical features of fund
management, and then using these observations to justify (for reasons which remain unclear to
us) replicating a subset of these supposed biases in the structures that they design.
Of course, we should not reject behavioural finance out of hand, but, as of now, its

predictive power is unproven. Essentially, the theory is so broad as to accommodate any
observed behaviour. For example, in {3.4.4 one of the consequences of regret risk is lack of
confidence in taking decisions. This is contradicted in Section 3.6 by an assertion that people are
generally overconfident in their decisions. This kind of catch-all behavioural finance is about as
useful as a weather forecast that says that it may be hot or cold, windy or calm, and wet or dry.
A cynic might argue that this is a great benefit for the authors in giving consultancy advice.
Instead of assuming (or stating) that clients might behave rationally in pursuing their own
objectives (such as maximising the value of their personal wealth), they can, instead, fill a paper
with a miscellany of subjective assertions, consistent or not. Thus the reader of this paper is
treated to a host of poorly thought through concepts such as `satisfaction', `alpha', `efficiency',
`SleepWell payoffs', `information ratios', `comfort' and `compatibility'. Every page introduces
half a dozen such terms.
It is also notable that a theme of the paper (Section 4.15 in particular) is that every

competent consultant should be able to find investment managers with a positive information
ratio. The non-financial factors are the icing on the cake, which must be used to differentiate
consultants. It would have been nice to have seen this supported by some evidence that this is the
case. Indeed, aggregate active profit must be zero, gross of costs. Furthermore, given the
widespread use of consultants in the U.K., we may well find that, in aggregate, consultants would
select managers with negative net information ratios. So, a less charitable view of the authors'
attempts to divert our attention towards `SleepWell payoffs' and the like would be that these
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non-financial aspects are the sop which they have developed for clients whose financial
performance has been disappointing. In this context, it is interesting to note the recent paper by
James (2000). This suggests that the financial cost of investment currently carries too little weight
in retail investment decisions; the non-financial rhetoric produced in the sales process creates a
market failure, which could be remedied by: ªa combination of better disclosure and increased
public awareness''.
In financial markets we would, of course, expect to see an equilibrium between the amount

spent on seeking active profits and the active profits actually achievable. However, as pointed
out by Leroy (1989), the amount spent on investment advice seems disproportionate to the
financial benefits obtained. Furthermore, if the authors of this paper are successful, the
imbalance between cost of advice sought and benefits obtained will get even worse. This appears,
at first sight, to be a real puzzle for financial economists (as opposed to behavioural finance
devotees, who may simply cite this as yet another example of an irrational world). The authors'
explanation for the amount spent on advice is their catch-all `non-financial' benefits, but here we
dispute their terminology. These supposedly non-financial benefits have important financial
aspects to the various interested parties.
Take the example of a company manager who has some control over the investments of a

pension fund. If the manager is not a member of the fund, or if his benefits are defined and have
little scope for discretionary improvement, then he has little direct interest in the fund's
performance. However, he has great personal interest in not being exposed as incompetent. It is
then quite rational for the manager to be averse to exhibit `loss aversion', as described in
Section 3.5. This is not a bias, nor a non-financial effect. It is a financial effect that is readily
explained by managerial self-interest. In the same way, the implementation of complex
structures, as proposed by the authors, may be a wonderful way for consultants to minimise their
chance of being sacked, which is a gain to the consultant at the expense of their clients. Again,
this is very much a financial effect, albeit not one for the authors to shout about.
Managing the conflicts between consultants and fund managers, between company

management and trustees, between scheme members and shareholders, has always raised tricky
ethical issues for consultants. The best protection that any profession has against sharp practice
is to advocate transparency. In other words, the conclusions reached by James (2000) apply to
institutional investment just as to retail funds, and the profession would be wise to take steps to
avoid similar criticism. This paper acts in the opposite direction. Its advocacy of `non-financial'
gains is a thinly veiled euphemism for muddying the water and telling clients what they want to
hear.
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