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Evaluate the relevant performance of a Fund/Portfolio Manager 
 
 
Introduction 

In today’s highly charged economic environment, all organisations have to make the 

most of all of the resources and assets at their disposal. Within insurance, this 

increasingly means adopting a portfolio approach to the management function. In 

documenting the measures deployed and how they are used, shortcomings can be 

identified and improvements can be proposed. 

 

A portfolio manager is a person who makes investment decisions using money other 

people have placed under his or her control. In other words, it is a financial career 

involved in investment management. They work with a team of analysts and 

researchers, and are ultimately responsible for establishing an investment strategy, 

selecting appropriate investments and allocating each investment properly for a 

fund- or asset-management vehicle. 

 

Portfolio managers are presented with investment ideas from internal buy-side 

analysts and sell-side analysts from investment banks. It is their job to sift through 

the relevant information and use their judgment to buy and sell securities. 

Throughout each day, they read reports, talk to company managers and monitor 

industry and economic trends looking for the right company and time to invest the 

portfolio's capital. 

 

At the heart of the investment management industry are the managers who invest 

and divest client investments.  A certified company investment advisor should 

conduct an assessment of each client's individual needs and risk profile. The advisor 

then recommends appropriate investments. 

 

 

Asset allocation 

The different asset class definitions are widely debated, but four common divisions 

are stocks, bonds, real-estate and commodities. The exercise of allocating funds 

among these assets (and among individual securities within each asset class) is 

http://en.wikipedia.org/wiki/Investment
http://en.wikipedia.org/wiki/Finance
http://en.wikipedia.org/wiki/Career
http://en.wikipedia.org/wiki/Investment_management
http://en.wikipedia.org/wiki/Strategy
http://en.wikipedia.org/wiki/Analyst
http://en.wikipedia.org/wiki/Investment_bank
http://en.wikipedia.org/wiki/Security_(finance)
http://en.wikipedia.org/wiki/Industry
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Portfolio_(finance)
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what investment management firms are paid for. Asset classes exhibit different 

market dynamics, and different interaction effects; thus, the allocation of monies 

among asset classes will have a significant effect on the performance of the fund. 

Some research suggests that allocation among asset classes has more predictive 

power than the choice of individual holdings in determining portfolio return.  

Arguably, the skill of a successful investment manager resides in constructing the 

asset allocation, and separately the individual holdings, so as to outperform certain 

benchmarks (e.g. the peer group of competing funds, bond and stock indices). 

 

Long-term returns 

It is important to look at the evidence on the long-term returns to different assets, 

and to holding period returns (the returns that accrue on average over different 

lengths of investment). For example, over very long holding periods (e.g. 10+ years) 

in most countries, equities have generated higher returns than bonds, and bonds 

have generated higher returns than cash. According to financial theory, this is 

because equities are riskier (more volatile) than bonds which are themselves more 

risky than cash. 

 

Diversification 

Against the background of the asset allocation, fund managers consider the degree 

of diversification that makes sense for a given client (given its risk preferences) and 

construct a list of planned holdings accordingly. The list will indicate what percentage 

of the fund should be invested in each particular stock or bond. The theory of 

portfolio diversification was originated by Markowitz and effective diversification 

requires management of the correlation between the asset returns and the liability 

returns, issues internal to the portfolio (individual holdings volatility), and cross-

correlations between the returns. 

 

Fund/Portfolio Managers may manage individual funds/portfolios or may be multi-

managers.  That means that they might manage only one fund or portfolio or 

alternatively more than one fund/portfolio. 

 
 

http://en.wikipedia.org/wiki/Diversification_(finance)
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Module 1 
 

An attribution analysis to evaluate a manager against an industry 
benchmark 

 

This module looks at:  

 The gathering and collating of relevant information in order to conduct an 

attribution analysis 

 Appropriate formulae to determine the strength(s) of a Fund/Portfolio 

Manager. 

 The categorisation of a Fund/Portfolio Manager according to strengths 

over a set period. 

 
 
1.1  The gathering and collating of relevant information in order to conduct 

an attribution analysis 

 
Attribution analysis is a performance-evaluation tool used to analyse the abilities of 

portfolio or fund managers. Attribution analysis uncovers the impact of the manager's 

investment decisions with regard to overall investment policy, asset allocation, 

security selection and activity. A fund or portfolio's returns are compared to a 

benchmark in order to determine whether a manager is actually skilled or just lucky.   

 
Fund and portfolio management cost money, and so attribution analysis helps 

determine whether that money is being well spent. This technique is commonly used 

by institutional investors, but is not widely used by individuals. This analysis helps 

investors enlist the best managers and maximise their returns. 

 

For investment managers to evaluate their job performance, they need to know how 

they achieved their performance results. In particular, they need to know whether 

their success is the result of their ability to effectively allocate their portfolio’s assets 

to various segments, their ability to effectively select securities within a given 

segment or the combined effect of their selection and allocation within a segment. 

Performance attribution interprets how investors achieve their performance and 

measures the sources of value added to a portfolio. To determine success, investors 
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establish a benchmark, which they seek to outperform. Value added is the amount 

the return achieves in excess of the benchmark. 

 
There are generally considered to be three basic forms of attribution. These include; 

 

Multi-Factor Analysis 

  Attributes performance to factors such as P/E ratio, economy, bond 

durations, etc 

  Used by academics and sophisticated firms 

  More difficult to calculate 

  Requires a great deal of data (economic/fundamental) 

  Difficult to explain 

  Not widely accepted in industry 

 
Style Analysis 

 Developed by noble laureate William Sharpe (Sharpe ratio) 

 Uses portfolio rates of return to determine investment style 

 Easy to calculate (requires benchmark and portfolio returns) 

 Easy to explain (uses regression analysis) 

 Not widely accepted in industry 

 
Return Decomposition Analysis 

 Attributes performance vs. benchmarks 

 Can focus on allocation (top/down approach) or selection (bottom up 

approach) 

 Easy to calculate ( requires benchmark and portfolio returns and weights) 

 Easy to understand and explain 

 Used by large portion of investment community 

 Widely accepted in industry 

 

The best way to evaluate a manager is to gather and collate relevant information in 

order to conduct an attribute analysis. Information consists of organised facts and 

figures that have meaning within the context that the information is intended to be 

interpreted by people. The more up-to-date, accurate and complete is the 
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information, then the more valuable it will be. Only gather and collate relevant, 

accurate, complete and authentic information.  

Factor models are often used to estimate an organisation’s exposure to different 

factors such as interest rates and foreign currency exposure that impact on returns. 

If you have well-developed factor model with accurate assessments of exposures, 

you can use these outputs to measure possible risks. 

 
1.2  Appropriate formulae to determine the strengths of a Fund/Portfolio 

Manager 

 
 
Portfolio managers make decisions about investment mix and policy, matching 

investments to objectives, asset allocation for individuals and institutions, and 

balancing risk against performance. Portfolio management is about strengths, 

weaknesses, opportunities and threats in the choice of debt vs. equity, domestic vs. 

international, growth vs. safety, and other tradeoffs encountered in the attempt to 

maximise return at a given appetite for risk. 

 

Portfolio manager makes most of the buy and sell decisions. If the manager has 

been leading the fund for a long time, you can be confident that the fund’s 

investment style and strategy are the manager’s. If not, determine the manager’s 

style based on previous funds that have been managed by him/her. Take a look at 

what the manager says in the annual report and the prospectus. Find out if the 

manager has substantial personal assets invested in the fund. If not, find out why. 

 
 
1.3  The categorisation of a Fund/Portfolio Manager according to strengths 

over a set period 

 
 
The most important way to evaluate a portfolio manager is to gather information 

about their performance over a set period of time, say 3 months, 6 months, 1 year 

etc. This information will help to reveal the strengths of the fund manager over that 

period. The fund manager can then be classified according to identified strengths 

over that set period. This information will help to determine if the manager’s 
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performance is in accordance to set standards or if the manager is not meeting the 

required standards. 

 

Class discussion 

 The facilitator should provide an example of how to categorise a fund/portfolio 

manager according to strengths over a set period of time.  

 The class should be given time to practice and discuss. 
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Module 2 
 

The risk and return of different Fund/Portfolio Managers 
 
 

This module looks at: 

 The use of selected ratios to determine the risk in a fund or portfolio 

 Different measures of risk and an indication of when each is appropriate 

 The interpretation of risk and return ratios in terms of what each indicates 

about the risk 

 The use of risk and return ratios to compare the performance of at 

selected Fund/Portfolio Managers 

 
 
2.1 The use of selected ratios to determine the risk in a fund or portfolio 

 
When looking to invest, you need to look at both risk and return. While return 

can be easily quantified, risk cannot. Today, standard deviation is the most 

commonly referenced risk measure, while the Sharpe ratio is the most 

commonly used risk/return measure. The Sharpe ratio has been around since 

1966, but its life has not passed without controversy. Even its founder, William 

Sharpe, admits the ratio is not without its problems. 

 

The Sharpe ratio is a good measure of risk for large, diversified, liquid 

investments, but for others, such as hedge funds, it can only be used as one of 

a number of risk/return measures.  

 

The Sharpe ratio is calculated by subtracting the risk-free rate - such as that of the 

10-year U.S. Treasury bond - from the rate of return for a portfolio and dividing the 

result by the standard deviation of the portfolio returns. The Sharpe ratio formula is: 

 

http://www.investopedia.com/terms/s/standarddeviation.asp
http://www.investopedia.com/terms/s/sharperatio.asp
http://www.investopedia.com/terms/h/hedgefund.asp
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The Sharpe ratio tells us whether a portfolio's returns are due to smart 

investment decisions or a result of excess risk. This measurement is very useful 

because although one portfolio or fund can reap higher returns than its peers, it 

is only a good investment if those higher returns do not come with too much 

additional risk. The greater a portfolio's Sharpe ratio, the better its risk-adjusted 

performance has been. A negative Sharpe ratio indicates that a risk-less asset 

would perform better than the security being analyzed. 

 

The problem with the Sharpe ratio is that it is accentuated by investments that 

don't have a normal distribution of returns. The best example of this is hedge 

funds. Many of them use dynamic trading strategies and options that give way to 

skewness and kurtosis in their distribution of returns.  

 

Many hedge fund strategies produce small positive returns with the occasional 

large negative return. For instance, a simple strategy of selling deep out-of-the-

money options tends to collect small premiums and pay out nothing until the "big 

one" hits. Until a big loss takes place, this strategy would show a very high 

Sharpe ratio.  

 

For example, according to Hal Lux in his article, "Risk Gets Riskier", which 

appeared in Institutional Investor in 2002, Long-Term Capital Management 

(LTCM) had a very high Sharpe ratio of 4.35 before it imploded in 1998. Just like 

in nature, the investment world is not immune to long-term disaster, for example, 

like a 100-year flood. If it weren't for these kinds of events, no one would invest 

in anything but equities.  

 

Hedge funds that are illiquid, and many of them are, also appear to be less 

volatile, which conveniently helps their Sharpe ratios. Examples of this would 

http://www.investopedia.com/terms/s/skewness.asp
http://www.investopedia.com/terms/k/kurtosis.asp
http://www.investopedia.com/terms/o/outofthemoney.asp
http://www.investopedia.com/terms/o/outofthemoney.asp
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include funds based on such broad categories as real estate or private equity, or 

more esoteric areas like subordinated issues of mortgage-backed securities or 

catastrophe bonds. With no liquid markets for many securities in the hedge fund 

universe, fund managers have a conflict of interest when pricing their securities. 

The Sharpe ratio has no way of measuring illiquidity, which works in fund 

managers' favour. 

 

Volatility also tends to come in lumps - in other words, volatility tends to breed 

volatility. Think back to the LTCM collapse or the Russian debt crisis in the late 

'90s. High volatility stayed with the markets for some time after those events 

took place. Major volatility events tend to occur every four years. 

 

Furthermore, thousands of hedge funds have not even been through a complete 

business cycle. For those that have, many have experienced a change of 

managers or a change in strategies. This shouldn't be a surprise, as the hedge 

fund industry is one of the most dynamic in the investment world. However, that 

doesn't give the investing public much comfort when their favorite hedge fund, 

which is sporting a nice Sharpe ratio, suddenly blows up one day. Even if the 

manager and strategy remain the same, the size of the fund could change 

everything - what worked so well when a hedge fund was R50 million in size 

might be its curse at R500 million. 

 

So is there an easier answer to measuring risk and return? 

While the Sharpe ratio is the most famous risk/return measure, others have 

been developed. The Sortino ratio is one of them. It is similar to the Sharpe 

ratio, but its denominator focuses solely on the downside volatility, which is the 

volatility that concerns most investors. Market neutral funds claim to be able to 

give their investors all the upside, but limited downside. If that is the case, the 

Sortino ratio would help them validate that claim. Unfortunately, while the 

Sortino ratio is more focused than the Sharpe ratio, it shares some of the same 

problems.  

 
 

http://www.investopedia.com/terms/m/mbs.asp
http://www.investopedia.com/terms/c/catastrophebond.asp
http://www.investopedia.com/terms/b/businesscycle.asp
http://www.investopedia.com/terms/v/volatility.asp
http://www.investopedia.com/terms/m/marketneutral.asp
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2.2 Different measures of risk and an indication of when each is 

appropriate 

 

2.2.1 The Risk Point Method  

Since risk is a measure of change in value, it stands to reason that risk management 

and security valuation ought to be closely related. Therefore, it is advantageous to 

use a model that integrates these two aspects. The risk point method attempts such 

integration. It also has the practical advantage that it measures risk relative to 

available hedging instruments.  

 

We define the risk point of a security or portfolio with reference to a specific hedge 

instrument. For this reason, it can also be called relative dollar duration. It represents 

the change in the value of the security or portfolio due to a one-basis-point change in 

the yield of the hedge. If we divide the risk point by the dollar duration of the hedge, 

we get the dollar amount of the hedge instrument to be used as a hedge. This hedge 

amount will protect the portfolio against risk from small changes in the market sector 

represented by the hedge instrument.  

 

Unlike rands duration, which measures the total interest rate risk; the risk point 

measures only one component of the total risk. This component represents the risk 

due to a change in rates in a given maturity sector. Thus, to determine a complete 

risk or hedge, we need a full set of risk points relative to a set of hedge instruments. 

From this set of risk points we can determine the portfolio of hedge instruments that 

will hedge a given portfolio.  

 
The risk point method consists of three main steps:  

1. We first list the hedge vehicles that we are willing to use.  

2. We then apply a model that values the assets and liabilities relative to the prices 

of the hedge vehicles.  

3. We change the yield or price of one of the hedge instruments by a small amount, 

keeping all other yields and prices the same. With the new yield we revalue the 

portfolio again. The change in its value (expressed as dollars per one-basis-point 

change) is the risk point of the portfolio. We get the amount of the hedge 
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instrument needed for hedging by simply equating the dollar duration of the 

hedge to the risk point of the portfolio.  

 

Applications for the risk point method  

The risk point method can be used wherever other simple measures such as 

duration are currently being used.  

 

Hedging  

This is the most common use of duration, and therefore, of risk points. Common 

duration analysis not only gives us just a crude approximation for the hedge, but also 

fails to provide critical information as to which hedge instruments are optimal to use. 

On the other hand, the risk point method correctly identifies the major risks in a 

portfolio and directly generates the portfolio of hedge instruments best suited for the 

hedging task. Since the starting point for the risk point method is the selection of 

hedge instruments, we have full control over which hedge instruments will be 

considered for hedging from the outset. The par amount of any hedge instrument 

required to hedge a portfolio can be determined by dividing the risk point of the 

portfolio by the dollar duration of the hedge instrument.  

 

Indexing  

As a structured portfolio methodology, indexing is quite common. Indexing requires 

one to manage a portfolio in such a way that the returns from the portfolio track that 

from a given bond index, for instance, various Lehman Brothers indexes or the 

Merrill Lynch Government Bond Index.  

 

A common technique is to purchase, as far as possible, the same bonds as in the 

index in the same proportions. The effectiveness of this technique is limited because 

indexes almost always have too many bonds in them and most of these are not 

available at fair prices in the quantities required. An alternative is to manage the 

portfolio duration to match the published duration of the index as closely as possible. 

This technique allows the manager to pick bonds that are relatively cheap for the 

portfolio.  
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A portfolio manager is running an indexed fund tied to an index with a duration of five 

years. Given the bearish mood of the market, the manager decides to keep the 

duration of the fund short, at four-and-a-half years. Rates do climb. However, the 

manager finds that the fund has barely kept up with the index, and has not 

outperformed the index as expected. Further analysis reveals that the yield curve 

has steepened as the rates rose.  

 

The fund holds a relatively large amount of 10-year bonds which have suffered a 

loss. Thus duration matching in normal situations, and using a shorter duration in a 

bearish market, provides no guarantee that expected results will be obtained. The 

reason is that duration is an oversimplification.  

 
A superior way to index is first to determine the full risk-point profile of the index and 

then manage the fund against this profile as a guide. Then the manager will know 

what types of yield curve bets are implied in the fund's portfolio.  

 

Immunisation and dedication  

Another popular application of duration is in immunization. If we are managing a 

portfolio in order to meet a specific liability in the future, immunization calls for 

balancing the portfolio so the duration of the portfolio equals the duration of the 

liability. This procedure is a based on a parallel shift assumption for yield curve 

moves. Therefore, it is subject to the same types of surprises suffered by the index 

fund manager above.  

 
A more robust approach is to determine the risk point profile of the liability and match 

this to the risk profile of the portfolio. In this sense, immunization is not much 

different from index fund management. In dedicated portfolios, a common strategy is 

to cash-match in the early years and use immunization in later years.  

 

Benchmarking  

In many industrial corporations, the performance of the liability portfolio is measured 

against a benchmark portfolio.  
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In many ways this procedure resembles indexing. Again we recommend use of the 

risk point profile for managing the liabilities. Perhaps the creation of the benchmark 

portfolio itself can benefit from this method.  

 

Benchmark Ratios 

To accurately measure fund performance, it is necessary to have a point of 

comparison against which to evaluate returns. These comparison points are known 

as benchmarks. There are several measures that can be applied to measure 

performance relative to a benchmark; three common measures are beta, correlation 

and alpha. 

 Beta - Beta is called systematic risk and is a measure of a fund's returns relative 

to the returns on an index. A market or index being compared is assigned a beta 

of 1. A fund with a beta of 1.5, therefore, will tend to have a return of 1.5% for 

every 1% movement in the market/index. A fund with a beta of 0.5, on the other 

hand, will have a 0.5% return for every 1% return on the market. Beta is an 

excellent measure of determining how much equity exposure (exposure to a 

particular asset class) a fund has and allows an investor to determine if and/or 

how large an allocation to a fund is warranted. Beta can be measured relative to 

any benchmark index, including equity, fixed-income or hedge fund indexes, to 

reveal a fund's sensitivity to movements in the particular index. Most hedge 

funds calculate beta relative to the S&P 500, since they are selling their returns 

based on their relative insensitivity/correlation to the broad equity market.  

 

 Correlation - Correlation is very similar to beta in that it measures relative 

changes in returns. However, unlike beta, which assumes that the market drives 

the performance of a fund to some extent, correlation measures how related the 

returns of two funds might be. Diversification, for example, is based on the fact 

that different asset classes and investment strategies react differently to 

systematic factors. Correlation is measured on a scale of -1 to +1, where -1 

indicates a perfect negative correlation, zero indicates no apparent correlation at 

all, and +1 indicates a perfect positive correlation. Perfect negative correlation 

can be achieved by comparing the returns on a long S&P 500 position with a 

short S&P 500 position. Obviously, for every 1% increase in one position there 

will be a 1% decrease in the other. The best use of correlation is to compare the 

http://www.investopedia.com/terms/b/benchmark.asp
http://www.investopedia.com/terms/b/beta.asp
http://www.investopedia.com/terms/s/systematicrisk.asp
http://www.investopedia.com/terms/s/sp500.asp
http://www.investopedia.com/terms/c/correlation.asp
http://www.investopedia.com/terms/d/diversification.asp
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correlation of each fund in a portfolio with each of the other funds in that 

portfolio. The lower the correlation these funds have to each other, the more 

likely the portfolio is well diversified. However, an investor should be wary of too 

much diversification, in which case returns may be reduced dramatically.  

 

 Alpha - Many investors assume that alpha is the difference between the fund 

return and the benchmark return, but alpha actually considers the difference in 

returns relative to the amount of risk taken. In other words, if the returns are 25% 

better than the benchmark, but the risk taken was 40% greater than the 

benchmark, alpha would actually be negative. Since this is what most hedge 

fund managers claim to add to returns, it's important to understand how to 

analyze it. Alpha is calculated using the CAPM model:  

 

Expected Return = Risk-Free Rate + Beta*(Expected Return of the Market - Risk-
Free Rate)  

 

To calculate whether a hedge fund manager added alpha based on the risk taken, 

an investor can simply substitute the beta of the hedge fund into the above equation, 

which would result in an expected return on the hedge fund's performance. If the 

actual returns exceed the expected return, the hedge fund manager added alpha 

based on the risk taken. If the actual return is lower than the expected return, then 

the hedge fund manager did not add alpha based on risk taken, even though the 

actual returns may have been higher than the relevant benchmark. As an investor, 

we would want hedge fund managers that add alpha to returns with the risk they take 

and not generate returns simply by taking additional risk.  

 

Scenario analysis  

One use of duration is in scenario analysis. Under parallel shift assumptions we can 

quickly determine the change in the value of a portfolio from its duration. This use of 

duration is limited to parallel shifts and fails to reveal risks due to reshaping shifts of 

the yield curve. Using the risk point profile of the portfolio, it is easy to carry out 

scenario analysis including yield curve twists and other reshaping shifts.  

 

http://www.investopedia.com/terms/a/alpha.asp
http://www.investopedia.com/terms/c/capm.asp
http://www.investopedia.com/terms/f/fundmanager.asp
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Although mutual funds and hedge funds can be analyzed using very similar metrics 

and processes, hedge funds require an additional level of depth to address their 

level of complexity and their asymmetric expected returns. 

 
2.2.2 Asset/liability matching  

Asset/liability matching means to divide assets and liabilities into smaller maturity 

baskets and analyze each basket separately. If each basket covers a sufficiently 

small maturity range, then we can assume that the yield curve risk is acceptably 

small within that range.  

In a hedging application, we would use hedging instruments suitable for that maturity 

range to match dollar durations.  

 

In an asset/liability context, if each basket or sector is matched, using appropriate 

hedges as required, then the assets and liabilities are matched as a whole because 

of the additivity property of dollar duration.  

 

There is a problem, however. It turns out that an asset of a given maturity might 

react to changes in rates in another maturity. Consider, for example, a 10-year bond 

with a coupon of 10 percent. The cash flow from this bond occurs every six months 

throughout its life. Since the value of a bond is simply the sum of the present values 

of the individual cash flows, it stands to reason that the value of the 10-year bond 

could be influenced by rate changes not just in the 10-year maturity, but also in all 

shorter maturities representing the cash flows. Therefore, we need to do more than 

simply group the assets and liabilities in maturity sectors.  

 
2.2.3 The cash flow approach  

 
One way to handle the problem mentioned above is to first break down each asset 

and liability into its cash flow components. Then the individual cash flows can be 

grouped into maturity buckets. Now, the price sensitivity of each sector is more 

clearly defined, at least with respect to spot rates corresponding to each sector.  

 

The cash flow approach provides very valuable insight into the relative natures of the 

assets and the liabilities. However, it represents risk in terms of spot rate, that is, in 

http://www.investopedia.com/terms/m/mutualfund.asp
http://www.investopedia.com/terms/h/hedgefund.asp
http://www.investopedia.com/terms/m/metrics.asp
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terms of zero-coupon bonds, which are rarely used for hedging. A more 

sophisticated approach is the risk point method, discussed below.  

 
2.2.4 Performance Returns 

 
Similar to mutual fund performance analysis, hedge funds should be evaluated for 

both absolute and relative return performance. However, because of the variety of 

different hedge fund strategies and the uniqueness of each hedge fund, a good 

understanding of the different types of returns is necessary in order to identify them.  

 

Absolute returns give the investor an idea of where to categorise the fund in 

comparison to the more traditional types of investments.  

For example, a hedge fund with low and stable returns is probably a better substitute 

for fixed income than it would be for emerging market equity, which might be 

replaced by a high-return global macro fund.  

 
Relative returns, on the other hand, allow an investor to determine a fund's 

attractiveness compared to other investments. The comparables can be other hedge 

funds, mutual funds or even certain indexes that an investor is trying to mimic. The 

key to evaluating relative returns is to determine performance over several time 

periods, such as one-, three-, and five-year annualized returns. In addition, these 

returns should also be considered relative to the risk inherent in each investment, 

which we will consider in the next section.  

 

The best method to evaluate relative performance is to define a list of peers, which 

could include a cross section of traditional mutual funds, equity or fixed-income 

indexes and other hedge funds with similar strategies. A good fund should perform in 

the top quartiles for each period being analyzed to effectively prove its alpha-

generating ability.  

 
2.2.5 Risk 

 
Doing quantitative analysis without considering risk is like crossing a busy street 

while blindfolded. Basic financial theory states that outsized returns can be 

generated only by taking risks, so although a fund may exhibit excellent returns, an 

investor should incorporate risk into the analysis to determine the risk-adjusted 

http://www.investopedia.com/terms/a/absolutereturn.asp
http://www.investopedia.com/terms/r/relativereturn.asp
http://www.investopedia.com/terms/g/globalmacro.asp
http://www.investopedia.com/terms/i/index.asp
http://www.investopedia.com/terms/a/annualize.asp
http://www.investopedia.com/terms/f/fixedincome.asp
http://www.investopedia.com/terms/q/quartile.asp
http://www.investopedia.com/terms/a/alpha_generator.asp
http://www.investopedia.com/terms/a/alpha_generator.asp
http://www.investopedia.com/terms/q/quantitativeanalysis.asp
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performance of the fund and how it compares to other investments. Below are 

several metrics used to measure risk: 

 Standard Deviation - The biggest advantages of using standard deviation as a 

measure of risk are its ease of calculation and the simplicity of the concept of a 

normal distribution of returns. Unfortunately, that is the also the reason for its 

weakness in describing the inherent risks in hedge funds. Most hedge funds do 

not have symmetrical returns, and the standard-deviation metric can also mask 

the higher-than-expected probability of large losses.  

 

 Value At Risk (VAR) -Value at risk is a risk metric that is based on a 

combination of mean and standard deviation. Unlike standard deviation, 

however, it does not describe risk in terms of volatility, but rather as the highest 

amount that is likely to be lost with a 5% probability. In a normal distribution, it is 

represented by the leftmost 5% of probable results. The drawback is that both 

the amount and probability can be underestimated because of the assumption 

of normally distributed returns. It should still be evaluated when performing 

quantitative analysis, but an investor should also consider additional metrics to 

evaluate risk.  

 Skewness - Skewness is a measure of the asymmetry of returns, and 

analyzing this metric can shed additional light on the risk of a fund. Figure 1 

shows two graphs with identical means and standard deviations. The graph on 

the left is positively skewed. This means the mean > (is greater than) median (is 

greater than) > mode. Notice how the right tail is longer and the results on the 

left are bunched up toward the center. Although these results indicate a higher 

probability of a result that is less than the mean, it also indicates the probability, 

of an extremely positive result, indicated by the long tail on the right side.  

 

Figure 1: Positive skewness and negative skewness 

Source: "Contingency Analysis" (2002) 

 

http://www.investopedia.com/terms/s/standarddeviation.asp
http://www.investopedia.com/terms/n/normaldistribution.asp
http://www.investopedia.com/terms/v/var.asp
http://www.investopedia.com/terms/m/mean.asp
http://www.investopedia.com/terms/v/volatility.asp
http://www.investopedia.com/terms/s/skewness.asp
http://www.investopedia.com/terms/m/median.asp
http://www.investopedia.com/terms/m/mode.asp
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A skewness of approximately zero indicates a normal distribution. Any skewness 

measure that is positive would more likely resemble the distribution on the left, while 

negative skewness resembles the distribution on the right. As you can see from the 

graphs, the danger of a negatively skewed distribution is the probability of a very 

negative result, even if the probability is low.  

 Kurtosis - In opposition to skewness, kurtosis measures the level of flatness 

of a distribution. In Figure 2, the distribution on the left exhibits negative 

kurtosis, indicating a lower probability of results around the mean, and lower 

probability of extreme values. A positive kurtosis, the distribution on the right, 

indicates a higher probability of results near the mean, but also a higher 

probability of extreme values. In this case, both distributions also have the 

same mean and standard deviation, so an investor can begin to get an idea of 

the importance of analyzing the additional risk metrics beyond standard 

deviation and VAR.  

 

Figure 2: Negatives kurtosis and positive kurtosis 

Source: "Contingency Analysis" (2002) 

 
 Sharpe Ratio - One of the most popular measures of risk-adjusted returns used 

by hedge funds is the Sharpe ratio. The Sharpe ratio indicates the amount of 

additional return obtained for each level of risk taken. A Sharpe ratio greater 

than 1 is great, while ratios below 1 can be judged based on the asset class or 

investment strategy used. In any case, the inputs to the calculation of the 

Sharpe ratio are mean, standard deviation and the risk-free rate, so Sharpe 

ratios may be more attractive during periods of low interest rates and less 

attractive during periods of higher interest rates.  

 

Performing quantitative analysis on hedge funds can be very time consuming 

and challenging. There is also a variety of other metrics that can be used, and 

even those discussed may be more relevant for some hedge funds and less 

http://www.investopedia.com/terms/k/kurtosis.asp
http://www.investopedia.com/terms/s/sharperatio.asp
http://www.investopedia.com/terms/r/risk-freerate.asp
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relevant for others. An investor should be able to understand more of the risks 

inherent in a particular fund by making the effort to perform a few additional 

calculations, many of which are automatically calculated by analytical software. 

 
2.3 The interpretation of risk and return ratios in terms of what each 

indicates about the risk 

 
If you have ever had any money to invest, you probably looked at the options 

available. You will have found bank accounts, bonds, stocks and more, and there 

were only two or three important factors you would have used to choose between 

them. Well, in classical theory, there are two big ones. One is the promised return on 

your investment (how much money you will make) and the financial risk (what 

chance you have of not making the promised return or of losing your money 

altogether).  

 

There's a third practical factor, namely the work required to effect the investment, in 

the way of research, talking to agents and so on. In reality this last factor keeps most 

of us using bank accounts - that with which we're familiar. This last factor is, 

practically speaking, the cost of the investment. If the cost is purely financial, it kind 

of melts into the return, and we're left with those two classical factors, risk and return. 

If you have large sums of money and motivation to invest wisely, or are just very 

good at investing, that's generally what happens - that is, the non-financial costs 

(your time, energy, motivation, worry and so on) aren't very high when compared to 

the large sum of money at hand. Hence, it's not much talked about. Risk and return 

are.  

 

 

In practice you will find that risk and return are strongly related. The higher the 

return- the higher the risk.  

 
On one end of the scale you have very secure investments, which are government-

backed. Your chances of losing your money are slim; in fact, effectively zero, as the 

government secures it (not that governments are immune from bankruptcy, but 

they're not especially susceptible - we should hope). The return on these secure 

investments is appropriately low.  
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On the other end of the scale you have investments promising a high return. These 

are most commonly stock in small promising companies, the sort of stocks that rise 

in price fast (if at all). That is, the risk is also high.  

 
Well, it's a natural phenomenon. If you're looking to attract investment, or if you need 

money for a project, you have to promise the investors a return which matches their 

perceived risk of your venture, basically. Financially we speak of a risk/return ratio, 

which is among all investments relatively similar - it is forced to be, by a freely 

operating market. If a high-return, low-risk investment existed, then everyone would 

buy it, the cost would rise, and the return drop. If a high-risk, low-return investment 

existed, no-one would buy it, the cost would drop, and the return would rise. Of 

course, no market is entirely free, being a little obscured by the uneven flow of 

information (meaning only that for a short moment high-return, low-risk options pop 

up, until everyone notices!).  

 
As you can see from the chart below, choosing the right mutual fund should not 

depend entirely on the mutual fund's returns. Before investing, you should consider 

the risk profile of the mutual fund you plan to purchase. 

 
 

 Money Market Funds tend to carry the lowest risk and the lowest return. 

 Bonds, Mortgage & Dividend Funds are less risky than growth funds, but returns 

tend to be lower. 

 Balanced Funds carry somewhat more risk than an income fund but there is 

potential for higher return. 

http://www.investorsedge.cibc.com/ie/education-centre/topics/mutual-funds/types-of-mutual-funds.html#money
http://www.investorsedge.cibc.com/ie/education-centre/topics/mutual-funds/types-of-mutual-funds.html#fixed
http://www.investorsedge.cibc.com/ie/education-centre/topics/mutual-funds/types-of-mutual-funds.html#dividend
http://www.investorsedge.cibc.com/ie/education-centre/topics/mutual-funds/types-of-mutual-funds.html#balanced
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 Growth Funds carry the most risk but also have the potential for the highest 

return. 

 You can build a well-diversified portfolio by holding a number of different types of 

mutual funds and by investing in funds that have different management styles.  

 
 
2.4 The use of risk and return ratios to compare the performance of 

selected Fund/Portfolio Managers 

 
Many investors mistakenly base the success of their portfolios on returns alone. Few 

consider the risk that they took to achieve those returns. Since the 1960s, investors 

have known how to quantify and measure risk with the variability of returns, but no 

single measure actually looked at both risk and return together.  

 

Today, we have three sets of performance measurement tools to assist us with our 

portfolio evaluations. The Treynor, Sharpe and Jensen ratios combine risk and return 

performance into a single value, but each is slightly different. Which one is best for 

you? Why should you care? Let's find out 

 
 
2.4.1 Treynor Measure 
 
Jack L. Treynor was the first to provide investors with a composite measure of 

portfolio performance that also included risk. Treynor's objective was to find a 

performance measure that could apply to all investors, regardless of their personal 

risk preferences. He suggested that there were really two components of risk: the 

risk produced by fluctuations in the market and the risk arising from the fluctuations 

of individual securities. 

 
Treynor introduced the concept of the security market line, which defines the 

relationship between portfolio returns and market rates of returns, whereby the slope 

of the line measures the relative volatility between the portfolio and the market (as 

represented by beta). The beta coefficient is simply the volatility measure of a stock, 

portfolio or the market itself. The greater the line's slope, the better the risk-return 

tradeoff.  

 

http://www.investorsedge.cibc.com/ie/education-centre/topics/mutual-funds/types-of-mutual-funds.html#growth
http://www.investopedia.com/terms/r/risk.asp
http://www.investopedia.com/terms/s/sharperatio.asp
http://www.investopedia.com/terms/j/jensensmeasure.asp?partner=forbes-pf
http://www.investopedia.com/terms/s/sml.asp
http://www.investopedia.com/terms/v/volatility.asp
http://www.investopedia.com/terms/b/beta.asp
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The beta ratio can be defined as: 

(Portfolio Return – Risk-Free Rate) / Beta  
 
The numerator identifies the risk premium and the denominator corresponds with the 

risk of the portfolio. The resulting value represents the portfolio's return per unit risk. 

 
To better understand how this works, suppose that the 10-year annual return for the 

S& 500 (market portfolio) is 10%, while the average annual return on Treasury bills 

(a good proxy for the risk free rate) is 5%. Then assume you are evaluating three 

distinct portfolio managers with the following 10-year results:  

Managers Average Annual Return Beta 

Manager A 10% 0.90 

Manager B 14% 1.03 

Manager C 15% 1.20 

 
 
Now, you can compute the Treynor value for each:  

T(market) = (.10-.05)/1 = .05 

T(manager A) = (.10-.05)/0.90 = .056 

T(manager B) = (.14-.05)/1.03 = .087 

T(manager C) = (.15-.05)/1.20 = .083 

 
The higher the Treynor measure, the better the portfolio. If you had been evaluating 

the portfolio manager (or portfolio) on performance alone, you may have 

inadvertently identified manager C as having yielded the best results. However, 

when considering the risks that each manager took to attain their respective returns, 

Manager B demonstrated the better outcome. In this case, all three managers 

performed better than the aggregate market. 

 
Because this measure only uses systematic risk, it assumes that the investor already 

has an adequately diversified portfolio and, therefore, unsystematic risk (also known 

as diversifiable risk) is not considered. As a result, this performance measure should 

really only be used by investors who hold diversified portfolios. 

 
 
 

http://www.investopedia.com/terms/r/riskpremium.asp
http://www.investopedia.com/terms/t/treasurybill.asp
http://www.investopedia.com/terms/p/portfoliomanager.asp
http://www.investopedia.com/terms/s/systematicrisk.asp
http://www.investopedia.com/terms/u/unsystematicrisk.asp
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Sharpe Ratio 

The Sharpe ratio is almost identical to the Treynor measure, except that the risk 

measure is the standard deviation of the portfolio instead of considering only the 

systematic risk, as represented by beta.  

Conceived by Bill Sharpe, this measure closely follows his work on the capital asset 

pricing model (CAPM) and by extension uses total risk to compare portfolios to the 

capital market line.  

The Sharpe ratio can be easily defined as: 

(Portfolio Return – Risk-Free Rate) / Standard Deviation 

 

Using the Treynor example from above, and assuming that the S&P 500 had a 

standard deviation of 18% over a 10-year period, let's determine the Sharpe ratios 

for the following portfolio managers: 

 

Manager Annual Return 
Portfolio Standard 

Deviation 

Manager X 14% 0.11 

Manager Y 17% 0.20 

Manager Z 19% 0.27 

 

S(market) = (.10-.05)/.18 = .278 

S(manager X) = (.14-.05)/.11 = .818 

S(manager Y) = (.17-.05)/.20 = .600 

S(manager Z) = (.19-.05)/.27 = .519 

 

Once again, we find that the best portfolio is not necessarily the one with the highest 

return. Instead, it's the one with the most superior risk-adjusted return, or in this case 

the fund headed by manager X. 

 

Unlike the Treynor measure, the Sharpe ratio evaluates the portfolio manager on the 

basis of both rate of return and diversification (as it considers total portfolio risk as 

measured by standard deviation in its denominator). Therefore, the Sharpe ratio is 

http://www.investopedia.com/terms/s/standarddeviation.asp
http://www.investopedia.com/terms/c/capm.asp
http://www.investopedia.com/terms/c/capm.asp
http://www.investopedia.com/terms/r/riskadjustedreturn.asp
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more appropriate for well diversified portfolios, because it more accurately takes into 

account the risks of the portfolio. 

 

Jensen Measure 

Like the previous performance measures discussed, the Jensen measure is also 

based on CAPM- named after its creator, Michael C. Jensen, the Jensen measure 

calculates the excess return that a portfolio generates over its expected return. This 

measure is also known as alpha. The Jensen ratio measures how much of the 

portfolio's rate of return is attributable to the manager's ability to deliver above-

average returns, adjusted for market risk. The higher the ratio, the better the risk-

adjusted returns.  

A portfolio with a consistently positive excess return will have a positive alpha, while 

a portfolio with a consistently negative excess return will have a negative alpha  

The formula is broken down as follows: 

Jensen's Alpha = Portfolio Return – Benchmark Portfolio Return 

Where: Benchmark Return (CAPM) = Risk Free Rate of Return + Beta (Return 

of Market – Risk-Free Rate of Return) 

 

So, if we once again assume a risk-free rate of 5% and a market return of 10%, what 

is the alpha for the following funds?  

 

Manager Average Annual Return Beta 

Manager D 11% 0.90 

Manager E 15% 1.10 

Manager F 15% 1.20 

 

First, we calculate the portfolio's expected return: 

ER(D)= .05 + 0.90 (.10-.05) = .0950 or 9.5% return 

ER(E)= .05 + 1.10 (.10-.05) = .1050 or 10.50% return 

ER(F)= .05 + 1.20 (.10-.05) = .1100 or 11% return 

 

Then, we calculate the portfolio's alpha by subtracting the expected return of the 

portfolio from the actual return: 

http://www.investopedia.com/terms/a/alpha.asp
http://www.investopedia.com/terms/e/expectedreturn.asp
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Alpha D = 11%- 9.5% = 2.5% 

Alpha E = 15%- 10.5% = 4.5% 

Alpha F = 15%- 11% = 4.0% 

 

Which manager did best? Manager E did best because, although manager F 

had the same annual return, it was expected that manager E would yield a lower 

return because the portfolio's beta was significantly lower than that of portfolio F. 

Of course, both rate of return and risk for securities (or portfolios) will vary by 

time period. The Jensen measure requires the use of a different risk-free rate of 

return for each time interval considered. So, let's say you wanted to evaluate the 

performance of a fund manager for a five-year period using annual intervals; you 

would have to also examine the fund's annual returns minus the risk free return 

for each year and relate it to the annual return on the market portfolio, minus the 

same risk free rate.  

Conversely, the Treynor and Sharpe ratios examine average returns for the total 

period under consideration for all variables in the formula (the portfolio, market 

and risk-free asset). Like the Treynor measure, however, Jensen's alpha 

calculates risk premiums in terms of beta (systematic, undiversifiable risk) and 

therefore assumes the portfolio is already adequately diversified. As a result, 

this ratio is best applied with diversified portfolios, like mutual funds. 

 

Conclusion 

Portfolio performance measures should be a key aspect of the investment 

decision process. These tools provide the necessary information for investors to 

assess how effectively their money has been invested (or may be invested). 

Remember, portfolio returns are only part of the story. Without evaluating risk-

adjusted returns, an investor cannot possibly see the whole investment picture, 

which may inadvertently lead to clouded investment decisions. 
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Module 3 
 

The consolidation of information to create a profile of a 
Fund/Portfolio Manager 

 

This module looks at: 

 The use of information from an attribution analysis and risk return 

comparison to determine how a Fund Manager adds value to a fund 

 The draft of an assessment of a Fund Manager substantiated by 

qualitative and quantitative data 

 
 
3.1 The use of information from an attribution analysis and risk return 

comparison to determine how a Fund Manager adds value to a fund 

 
There are a number of attractive mutual funds and fund managers that have 

performed very well over both long-term and short-term horizons. Sometimes, 

performance can be attributable to a mutual fund manager's superior stock-picking 

abilities and/or asset allocation decisions. 

 
3.1.1 Portfolio Analysis 
 
All mutual funds have a stated investment mandate that specifies whether the fund 

will invest in large companies or small companies, and whether those companies 

exhibit growth or value characteristics. It is assumed that the mutual fund manager 

will adhere to the stated investment objective. It's a good start to understand the 

fund's specific investment mandate, but there is more to fund performance that can 

only be revealed by digging a bit deeper into the fund's portfolio over time.  

 

a) Sector Weights 

Sometimes fund managers will gravitate toward certain sectors either because they 

have deeper experience within those sectors, or the characteristics they look for in 

companies force them into certain industries. A reliance on a particular sector may 

leave a manager with limited possibilities if they have not broadened their investment 

net 

 

http://www.investopedia.com/terms/a/assetallocation.asp
http://www.investopedia.com/terms/m/mutualfund.asp
http://www.investopedia.com/terms/g/growthfund.asp
http://www.investopedia.com/terms/v/valuefund.asp
http://www.investopedia.com/terms/i/investmentobjective.asp
http://www.investopedia.com/terms/s/sector.asp
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To determine a fund's sector weight, we must either use analytical software or 

sources like Yahoo! or MSN. Regardless of how the information is obtained, the 

investor must compare the fund to its relevant indexes to determine where the fund 

manager increased or decreased his allocation to specific sectors relative to the 

index.  

This analysis will shed light on the manager's over/underexposure to specific indexes 

(relative to the index) in order to gain additional insight on the fund manager's 

tendencies or performance drivers. 

 

The analysis can be as simple as listing the fund and relevant indexes side by side 

with a breakdown by sector. For example, for a large cap manager, the simplest way 

to determine sector reliance is to place the fund's sector breakdown next to both the 

S&P 500 Growth Index and the S&P 500 Value Index. Both of these indexes exhibit 

unique sector breakdowns because certain sectors routinely fall into the value 

category, while others fall into the growth category. Technology, known more as a 

growth sector, will have a higher weight in the S&P Growth Index than in the S&P 

500 Value Index. Industrials, on the other hand, known as a value sector, will have a 

higher weight in the S&P 500 Value Index than in the S&P 500 Growth Index. A 

comparison of the fund relative to the sector breakdown of these two indexes will 

indicate whether the fund is in line with its stated mandate and reveal any over/under 

allocations to a specific sector.  

 

The key to this analysis is to perform it on both current as well as historical data in 

order to identify any tendencies the fund manager may have.  

 

b) Attribution Analysis  

There are fund managers who claim to have a top-down approach and others that 

claim to have a bottom-up approach to stock-picking. Top-down indicates that a fund 

manager evaluates the economic environment to identify global trends and then 

determines which regions or sectors will benefit from these trends. The fund 

manager will then look for specific companies within those regions or sectors that are 

attractive.  

 

http://www.investopedia.com/terms/s/sp-growth.asp
http://www.investopedia.com/terms/t/topdowninvesting.asp
http://www.investopedia.com/terms/b/bottomupinvesting.asp
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A bottom-up approach, on the other hand, ignores, for the most part, macroeconomic 

factors when searching for companies to invest in. A manager that employs a 

bottom-up methodology will filter the entire universe of companies based on certain 

criteria, such as valuation, earnings, size, growth, or a variety of combinations of 

these types of factors. They then perform rigorous due diligence on the companies 

that pass through each phase of the filtering process.  

 

In order to determine whether a fund manager is actually adding any value to 

performance based on asset allocation or stock picking, an investor needs to 

complete an attribution analysis that determines a fund's performance driven by 

asset allocation versus performance driven by stock selection.  

Attribution analysis, for example, can reveal that a manager has placed incorrect 

bets on sectors but has picked the best stocks within each sector. Using this 

example, this manager should have a bottom-up approach. If the manager's 

mandate describes a top-down methodology, this might be a cause for concern 

because we've discovered that the fund manager has done a poor job of asset 

allocation (top-down).  

 

Let's look at a five-sector portfolio as an example:  

 

In the tables below, we compare a mutual fund portfolio with its relevant benchmark 

and identify how much of the portfolio's performance was attributable to asset 

allocation (sector weights) versus how much was attributable to superior stock 

picking.  

Portfolio 

-- Weight Return Contribution 

Sector 1 0.30 4.2 1.26 

Sector 2 0.20 3.7 0.74 

Sector 3 0.30 6.2 1.86 

Sector 4 0.10 3.0 0.3 

Sector 5 0.10 2.2 0.22 

Total: 4.38 

http://www.investopedia.com/terms/m/macroeconomics.asp
http://www.investopedia.com/terms/v/valuation.asp
http://www.investopedia.com/terms/d/duediligence.asp
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Benchmark 

-- Weight Return Contribution Overweight Performance 

Sector 1 0.20 6.2 1.240 0.10 -2.0 

Sector 2 0.30 3.5 1.050 -0.10 0.2 

Sector 3 0.20 3.7 0.740 0.10 2.5 

Sector 4 0.15 1.5 0.225 -0.05 1.5 

Sector 5 0.15 2.0 0.300 -0.05 0.2 

Total: 3.550 Total: 0.83 

 

Attribution 

-- Selection Allocation Interaction 

Sector 1 -0.400 0.620 -0.200 

Sector 2 0.060 -0.350 -0.020 

Sector 3 0.500 0.370 0.250 

Sector 4 0.225 -0.075 0.075 

Sector 5 0.030 -0.100 0.010 

Total: 0.415 0.465 -- 

 

Active Management Effect 0.880 

Error -0.055 

Over performance 0.825 

 

In the first chart, we see the sector weights for the fund's portfolio for each of five 

sectors. The second column in that chart shows the return of each sector within that 

portfolio, and the third column calculates the contribution of each sector to the fund's 

total return (weight x return). 

 

 Step 1: Determine the sector weights for both the fund and the index.  
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 Step 2: Calculate the contribution of each sector for the fund by multiplying the 

sector weight by the sector return. Repeat for the index.  

 Step 3: Calculate the rate of return for the fund by adding the contribution of 

each sector together. Repeat for the index. In this case, the fund had a return for 

the period of 4.38%. The second chart shows the same calculations for the 

relevant benchmark. We could see that the total return for the benchmark was 

3.55% and that the fund outperformed the benchmark by 0.83%.  

 Step 4: Calculate the overweight amount by subtracting the index weight for 

each sector from the fund weight for each sector.  

 Step 5: Calculate performance by subtracting the index return for each sector 

from the fund return for each sector. Notice that the fund had a 30% weight to 

Sector 1 while the benchmark only had a 20% weight. As such, the fund 

manager over allocated to this sector assuming it would outperform. We can see 

from the return of 4.2% for Sector 1 within the fund was 2% less than the return 

for the same sector within the benchmark.  

 

Now this might get a bit tricky: The fund manager made the correct choice of 

allocating to Sector 1 as the sector for the benchmark had a return of 6.2%, the 

highest of all five sectors; however, the security selection within the sector was 

not very good and therefore the fund only had a 4.2% return.  

 Step 6: Calculate the selection attribution by multiplying the benchmark weight 

with the difference in performance.  

 Step 7: Calculate the allocation attribution by multiplying the index return for 

each sector by the overweight amount.  

 Step 8: Calculate the interaction by multiplying the overweight column by the 

performance column.  
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The third chart shows the calculation of both allocation and security selection 

contribution. In this example, the manager contribution to performance for 

overweighting Sector 1 was 0.62% but the manager did a poor job of security 

selection, which resulted in a contribution of -0.4%.  

 

The last chart shows the active management effect of positive 0.88% minus the 

unexplained portion of -0.055, resulting in active management contribution of 

0.825%.  

 

As you can see, this information is very useful to determine whether a manager 

is driving performance through asset allocation (top-down) or security selection 

(bottom-up) analysis. The results of this analysis should be compared to the 

fund's stated mandate and the fund manager's process. 

 

Conclusion 

There are many other factors to consider when analyzing a mutual fund's 

portfolio. By analysing the sector weights of a fund and the fund manager's 

attributions to performance, an investor can better understand the historical 

performance of the fund and how it should be used within a diversified portfolio 

of other funds. An investor can also break down the portfolio into market cap 

groupings and determine whether the fund manager is particularly skilled at 

picking companies with certain size characteristics. 

 

Whichever factor or characteristic an investor wants to analyze, the results can 

provide valuable insight into a manager's skill and further enhance the investor's 

portfolio construction process. Ideally, an investor would want a mix of good 

allocators and good stock pickers, as well as fund managers with different levels 

of expertise in certain sectors. This type of analysis, although time consuming, 

can provide the information required to properly construct a portfolio.  
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3.2 The draft of an assessment of a Fund Manager substantiated by 

qualitative and quantitative data 

 
Before selecting fund managers it is very important to create their profiles. This can 

be done by gathering qualitative and quantitative data and drafting an assessment of 

each manager.  

So what do you look for while identifying a good fund manager? Below are some of 

the things you need to put into consideration when drafting an assessment of a fund 

manager: 

 

1. Investment style  

Before investing in a scheme, it is important for an individual to know the investment 

style of the fund manager for that scheme. Is the fund manager driven by his own 

individualistic style while taking investment decisions or are there processes and 

systems in place to make investments? Investors who are not game for any 

surprises later would like to see their fund manager have a well-defined investment 

plan for making investments. This is so that they can make up their minds on 

whether to invest in schemes managed by the said fund manager or not. 

 

2. Does the fund manager adhere to his mandate? 

It is common knowledge that every mutual fund scheme has an investment objective, 

which becomes the fund manager's mandate. But the million-dollar question here is 

does he abide by the mandate? While “flavours of the day” may come and go over a 

period of time, it is important that the fund manager adheres to his mandate and 

doesn't get caught in “heeding the call of the markets”. 

 
3. Does your fund manager “walk the talk”? 

Another noteworthy point to be considered: does your fund manager invest in his 

own mutual fund schemes? It is one thing to systematically plan how to invest other 

people's money and totally another to actually apply the same plan to one's own 

money. 
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4. “One-man army” or “team player?” 

It is always advisable to check beforehand the number of schemes your fund 

manager is handling. If the fund manager has a team of analysts in place, then even 

a larger number of schemes under him would seem fine. While there is no definite 

number or ideal team size, it helps if there are enough members in the fund 

management team so as to make any one of them dispensable. In other words, it is 

important for the team to be large enough to make the individual irrelevant. 

 
5. History of managing funds 

Every fund manager has a certain style of stock picking. Studying the fund 

manager's history will give an individual a clearer picture of the fund manager's 

investment style. Is the fund manager prone to picking aggressive stocks? Or does 

he have a conservative attitude? Either ways, has it worked for him in terms of 

superior returns at lower risk? Individuals can determine this after studying the 

previous funds managed by him/her. In addition, it is also important to evaluate the 

fund manager's past experience and dedication to impact investing as determined by 

investments made in previous funds. 
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Module 4 
 

A decision to place money with a specific Fund/Portfolio Manager 
 
 

This module looks at: 

 The selection of the best Fund/Portfolio Manager for a specific investment 

 A presentation and substantiation of research findings to an investment 

committee 

 
 
4.1  The selection of the best Fund/Portfolio Manager for a specific 

investment 

 
Due to the large number of investment managers, consultants are a necessary 

intermediary, providing an essential matching function. They match asset managers 

to their clients' investment needs. Because this is a consultant's area of expertise, 

they generally have screening methods and extensive contacts in the industry. 

 

Investment consultants are often used in the due diligence process because some 

firms are either too small or lack the expertise to staff a department to search for 

investment managers. Even if it is a large sophisticated firm, an investment 

consultant may be needed to help it appear unbiased in its decision making. The 

point is to make sure that people feel that the portfolio manager was selected based 

on appropriate criteria.  

 

A consultant who is in charge of finding the right portfolio manager must know what 

they do and how they do it. We will now look at portfolio manager selection. 

 

The Process 

So, how does a portfolio manager get new money? The process can be a lengthy 

cycle. Good performance obviously brings in more money, but there is more to it 

than just generating good returns. As gatekeepers, if the consultants don't know who 

the manager is, they will not give the manager access to a client's money. For an 

asset manager, it is important to know how the game is played - he or she will need 

to be positioned to get noticed. There are certain measures that one can take to 

http://www.investopedia.com/terms/d/duediligence.asp
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ensure this. One of them is being Global Investment Performance Standards (GIPS) 

compliant. In the U.S., many investment consultants will not even consider a 

manager for their clients if he or she is not GIPS compliant.  

 

Another tactic managers can use is to have people dedicated to dealing with the 

consultant community. All asset managers have client service departments that help 

facilitate the manager's relationship with clients. They are the main point of contact 

with the client and can provide the monthly reports as well as answer one-off 

questions the client may have. This same relationship management concept is 

transferred over to departments or individuals that help manage the asset manager's 

relationship with the consultant community. 

 
The Choice 

From the consultants' points of view, their job in picking an asset manager is to 

perform all of the due diligence necessary to select the best manager for a particular 

client. As part of this, many consultants have developed their own databases. These 

databases track not only a manager's performance numbers, but also other relevant 

data points such as assets under management (AUM), portfolio manager tenure and 

style information (growth, value, etc.). Most of these databases are set up so that 

asset management firms send periodic updates to the consultants to refresh their 

information in the database.  

 
The Decision 

There is more to picking an asset manager besides performing screens and 

crunching the numbers. There are also qualitative factors in addition to the 

quantitative factors such as long-term returns or total assets under management. 

Many proprietary databases also have features that allow the consultant to scan in 

notes from meetings with a manager. This helps consultants keep track of those 

intangibles that don't make the screens. This qualitative aspect is why it is important 

for asset managers to worry about their image within the consultant community. It's 

not that you can fix the game by being "in" with a consultant, but it will give manager 

an edge in the due diligence process if all else is equal. 

 

http://www.investopedia.com/terms/a/aum.asp
http://www.investopedia.com/terms/s/style.asp
http://www.investopedia.com/terms/q/qualitativeanalysis.asp
http://www.investopedia.com/terms/q/quantitativeanalysis.asp
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There are several activities that are performed by a consultant when they are 

conducting a manager search. There is a progression that is followed although the 

steps may not be performed in an exact order.  

 
Some of the major steps that lead up to hiring are:  

 setting guidelines  

 database screening  

 selecting finalists  

 performance analysis  

 risk analysis  

 site visit  

There are several other steps and sub-steps, but they all seek to answer the 

same question, "What manager is the best fit for this client?" 

 

Before you decide where to invest your money in these difficult times, be sure 

to check out the fund manager’s credentials if you want to avoid the bad 

apples.  

 

Choosing a fund manager is a notoriously difficult task, but it has never been more 

important to pick the right one - with stock markets 

so volatile, someone who can be relied upon to 

deliver top-drawer returns is worth their weight in 

gold. Fund managers hold your future prosperity in 

their hands and whether your money doubles in 

value or vanishes overnight will largely rest on 

their judgements. Being in the wrong companies or sectors at the wrong time can 

prove disastrous, while opting for areas that soar in value can dramatically increase 

the value of your portfolio. 

 

The global economic downturn has only served to emphasise this. Although the vast 

majority of investment funds have lost money over the past year, there has been a 

huge gulf between the best and worst performers.  
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According to the Investment Management Association (IMA), the sector with the best 

average percentage growth in the year to the end of April 2008 was IMA Global 

Bonds, with 12.5% growth.  

 

So where should you begin when picking a fund manager? 

 With so many funds available to retail investors, there’s hardly a shortage of 

managers to choose from, so you will need to cut this vast investment universe 

down to a more manageable size.  

 

 In fact, there are only a limited number of very talented fund managers around. 

But your chances of finding one can improve significantly if you take the time to 

lift the bonnet and find out what a fund aims to achieve. 

 

 You should always research the manager rather than the fund. Fund managers 

switch jobs at such a rapid rate that this can reflect unfairly on a portfolio’s quoted 

performance figures. 

 

 The best way to do this is to examine the manager’s track record. Have they 

been producing the goods in different cycles or only in rising markets? How long 

have they stayed in their jobs? Do they enjoy the benefit of a stable team around 

them? There is certainly no point looking at a fund’s 10-year track record if it has 

been managed by half a dozen different people over that period.  The current 

managers may be eroding all the good work done by their predecessors. 

 

 Scrutinise their performance and, if it’s bad, try to work out what has happened. 

For example, are the figures based on unusual market circumstances, such as 

the bursting of the technology bubble in 2000? Or have there been underlying 

problems in the sector?  

 

 Although you can’t have one-to-one chats with fund managers, you can carry out 

research using websites. Investors often use past performance as a guide, but 

this could be very misleading.  There are very few rules in fund manager 

selection because there are so many variables. You need to stack the 

probabilities in your favour as much as possible, and that’s a subjective process. 
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 You also need to consider whether to opt for a manager who’s been in the same 

job for decades or one who’s fresh in the post. This is a particularly important 

decision, given the number of young managers who are marketed as future stars. 

 

 The main benefits of picking a manager who has run the same fund for many 

years is that they will have plenty of stock picking experience, knowledge of 

different economic environments, an established investment philosophy and a 

good team behind them. 

 

 Unfortunately, even thorough research won’t guarantee that your manager will 

always make you money. So when should you think about replacing them? Do 

you allow them a few months’ underperformance, or a couple of years?  

 

 Short-term underperformance can be a red flag showing that something needs 

investigating. But it shouldn’t be the driver of your decision.  Managers may 

underperform because their particular investment style or region of focus is 

currently out of favour. To see if that’s the case, look at how their sector rivals 

have performed-you may find they have lost less money than others running 

similar portfolios.  

 

 Because you authorise a fund manager to act on your behalf, choosing the right 

fund manager is the most important thing for any investor to do, whether he is a 

lump sum investor or a first-time investor looking to trade smaller stocks. 

4.2 A presentation and substantiation of research findings to an 

investment committee 

 
The most important part when making decisions to place money with a specific 

Fund/Portfolio Manager is to find the right manager for that specific fund. There are a 

lot of fund managers out there. One of the most important things to do is to find the 

best portfolio manager to manage your funds.  

 
After the research, the next step is to present the research findings to the investment 

committee that will be able to decide and select the best portfolio manager for your 

funds. It is very important to note at this stage that research findings should be 
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accurate and complete because the decisions of the investment committee directly 

depends on this information. 

 
Research findings can be presented in a report format with different profiles of fund 

managers and relevant supporting evidence. If you use a report, this should be 

detailed and have supporting evidence of why you consider the fund manager a 

potential candidate. You could present at least 5-10 profiles of different fund 

managers so that the investment committee can select the best. An indication of the 

top 3 or the person you consider to be the best may also be useful.   

 
You may also consider conducting a presentation in front of the investment 

committee to explain the details of the report. The investment committee will also be 

able to ask questions and discuss during the presentation. When you do the 

presentation, only present the theme essence of your research findings. Do not drag 

on with large quantities of information. When using illustration or tables and figures, 

they should be clear and unambiguous. You must be prepared for the defence of 

your presentation and proposals. You will achieve success in this if you are confident 

in your work and open to constructive suggestions. 
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