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Currently "multi-manager" schemes are implemented by many fund sponsors in
an attempt to protect invested assets from any unpredicted vagaries of the
market. An inherent outcome of this approach to investment management is that
many trades are made which are simultaneously at cross purposes, incur large
transaction costs, and are therefore necessarily inefficient.

If one looks at fund administrators primarily as investment managers, then one
might assume that they have both the mandate and the obligation to devise and
implement investment management strategies that will maximize the total gain in
the resources entrusted to them. This assumption then leads, one might suggest,
to the premise that conventional practices are not achieving this goal, particularly
in view of the large (and readily admitted to) transaction costs that are incurred
by many individual managers updating their portfolios through frequent actual
trading.
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Any alternative to the current practice should look at the fund's investment
process from a total system perspective. Then, instead of giving a large degree of
autonomy to many different money managers, the expertise thought to be
available through these managers could be brought under the direct control of
the fund manager through the following scheme. Individual money managers,
hired because of the special insights they bring to bear on investment decision
making, will continue to analyze and maintain their particular portfolios.
However, they will not actually carry out the trades; trades will be made centrally
by fund management who can then integrate trading signals coming from all
money managers and trade to the best advantage of the fund itself - not just to
the advantage of individual portfolios as is usually the case at present.
Whatever technology and schemes of portfolio analysis were used by individual
money managers can still be part of the overall process of generating market
information that is vital to investment decision making. However, with the actual
trading function now in the hands of the fund manager, whose only allegiance is
to the well being of the total fund, final investment decisions are more likely to
maximize the level of resources available for purposes spelled out by the charter
of each particular fund.
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ABSTRACT
This paper examines current practices of large pension funds
with respect to the allocation of monies within each
investment asset class to multiple active managers.
A
number of criticisms of current methods are developed.
Recent industry trends toward the adoption of quantitative
risk models for portfolio construction and the increasing
availability of electronically assisted trading processes
will allow a new approach to be introduced.
The new
approach which is advocated for large, sophisticated pension
~or
:~. is to have each of their active managers run only
1.·" portfolios.
Each paper portfolio should then be
cal~Lully monitored by the sponsor who will use a widely
accepted risk model to infer the expected return assumptions
used by each manager for each security.
A consensus is then
drawn from the inferences across managers and implemented in
a single large portfolio by an in-house trading desk at the
fund sponsor.

INTRODUCTION
Current common practice among large fund sponsors both in
the U.S and Europe is to have multiple active managers for
each asset class in which the fund is invested. This is
most prevalent in equities where it is typical for a large
sponsor to have a dozen or more active managers, each
selected on the presumption that each has some different
perspective on equity portfolio strategy that will allow
that manager to outperform a specified benchmark index in
the future.
The set of managers selected is generally done
to diversify strategy and style, so that the fund is not
dominated by any one approach and hence is protected from
the risk that a predominant approach would suffer an
unsuccessful period.

These "multi-manager" schemes are implemented by simply
dividing up the fund available for investment in a
particular asset class. Each manager is then given full
responsibility for the monies allotted. The process of
dividing the funds is sometimes done in a reasonably
rigorous fashion using some form of mean-variance
optimization on the expected excess return streams of each
of the managers.
LIMITATIONS OF THE CURRENT APPROACH
1 . Each dollar of the investment fund is influenced by a
single manager. The current scheme rests on two beliefs:
first that each active manager is expected to produce
superior performance and second that the certainty of any
particular manager producing superior performance is low,
hence the need to diversify with multiple managers.
Since
each manager influences only a portion of the fund, the
average information content being brought to bear on fund
investments is the average of the information content of the
managers.
In short, we do not gain the often presumed
advantage that "two heads are better than one".

2. Multiple active managers who are specifically selected
for their diverse perspectives are often in direct conflict
in their actions. Let's assume that bad earnings news comes
out about Company XYZ. Manager A, a growth manager believes
XYZ's growth will be stunted and sells the stock. Manager
B, a value manager, sees XYZ's price drop at the negative
announcement, perceives a buying opportunity and acts on it.
For fund sponsor, the fund has just incurred two
transactions costs, and continues to pay two active
management fees and nothing has happened to the fund viewed
as a whole. When we expand this narrow example to
industries and sectors, a dozen active managers will
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inevitably spend most of their time in a meaningless but
expensive tug of war.
3. At most fund sponsors, management of individual
portfolios is contracted to investment management firms
while asset allocation is done by the sponsor often in
conjunction with a consultant. Since its impossible for the
sponsor to fire itself £or bad asset allocation decisions,
fund sponsors have vastly less business risk for poor
performance than investment managers. As such, the
aggressiveness level of a~tive management is often an order
of magnitude less than the level aggressiveness observable
in a sponsor's asset allocation. For example, for the
equity portion of their fund, many sponsors use
the S&P 500 index as a proxy for market.
The long-term
historical excess return of the S&P relative to Treasury
bills is about 6% per year with an annual standard deviation
of 20% In mean-variance space this a ratio of 6 to 400 or
.015.
The range of typical tracking errors (standard
dev~tion of excess returns of actively managed accounts
relative to the S&P is from about 3% to 5% per annum.
Assuming that an active manager has just the minimum skill
level to produce enough return to offset active fees (say 50
basis points) we get a relation of .5% excess return with an
average standard deviation of 4%.
In mean-variance space,
we have .5 to 16 or .03125. Note that the aggressiveness
has been cut in half.
If we assume that our active managers
can produce expected excess returns in excess of fees their
implicit aggressiveness level is further reduced.
The exercise above was meant to illustrate that the typical
active manager is already too diversified given the
aggressiveness level of the typical fund sponsor asset
allocation.
If we further diversify the portfolio by having
multiple managers, the aggressiveness level is futher
reduced and often is an order of magnitude less that which
would be consistent with a sponsor's risk tolerance for that
asset class.
Due to business risks, active managers are very averse to
the possibility of substantial underperformance. They are
also very averse to customizing more aggressive active
portfolios even for an encouraging sponsor, due to the
requirements of performance reporting under AIMR guidelines
and manager selection databases maintained by consultants.
4. To the extent that a sponsor (or his consultant) believes
it is possible to tactically shift assets from one manager
to another based on economic or market cycle information,
the current scheme allows this to be done only by
transferring actual cash or securities, often leading to
substantial transaction costs. Advocates of this these
timing efforts such as DeMarche Associates believe that even
with the costs, the results are worth it.

RECENT DEVELOPMENTS
At a simplistic level, the process of managing an investment
portfolio consists of three steps. First we must analyze
markets and securities to identify the securities which we
wish to hold.
Second, we must form the selected securities
into portfolios which .are efficient. Third, we must
implement our portfolio through actual transactions.

Of these three processes, the latter two are undergoing
major changes in prevalent practices.
In portfolio
construction, two major schools of method exist. The
traditional approach is "seat of the pants", where
no particular effort is made to assemble portfolio
securities into an ex-ante optimal portfolio . Weighting
schemes may be naive such as equal weighting or
capitalization weighting or may be completely ad hoc.
In
recent years, investment management firms have turned to
sophisticated risk forecasting models and optimization
algorithms for portfolio construction. The approach
continues to grow rapidly for reasons which are as much
marketing oriented as portfolio efficiency oriented. Many
managers have adopted optimization (even if the models do
not work particularly well) because the naive approaches
seem less robust.
In fact, many risk forecasting models do
work very well and have been widely adopted throughout the
industry. Models from firms such as Northfield, BARRA and
APT Associates do a good job of assisting the portfolio
construction process. Note, however, that risk/modeling and
optimization are aspects of portfolio management that the
investment management industry has given over almost
entirely to specialized vendors, with few in-house efforts.
In this sense, the risk managment and portfolio construction
aspects of active management has been made into purchaseable
commodities. Given the same inputs, any commercial
optimization model will produce the same result regardless
of who is at the computer keyboard.
In the same way, the trading aspect of running an investment
management firm is becoming increasingly a commodity
process. With the continued expansion of electronic trading
and crossing networks, the potential value-added by a
skilled buy-side trading desk continues to decline. Other
related trends such as the increase in directed commissions
and package trading further also reduce the impact which a
good or bad trading desk can have on portfolio performance.
With current practices, the only real way in which
investment firms can outperform benchmarks or one another is
in their analysis and forecasting of the behavior of markets
and individual securities.
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A PROPOSED APPROACH
Our proposal is that fund sponsors of sufficient size and
sophistication completely revamp their relations with
outside managers. We would propose that active investment
management firms should be selected by current methods until
some superior means is devised . Each active management firm
runs - a portfolio in exactly the same way they always have,
except that rather than implementing the transactions
through their own trading relationships, the trades for all
managers would be issued to a centralized trading desk run
by the fund sponsor (or a brokerage firm as agent).

Rather than implement the transactions, the trades called in
to the central desk are entered into a portfolio accounting
system and time stamped.
In effect, each active management
firm is now running a "paper" portfolio, and can be measured
as such.
We would now make an innovative use of portfolio risk
models . At any point in time, a portfolio manager must
believe that his portfolio contains an optimal combination
of securities given his beliefs and constraints, for if he
did not believe his current portfolio to be optimal,
he would initiate transactions to make it optimal. Using a
risk forecasting model, it is possible to calculate how much
risk (relative any selected benchmark) is being contributed
by any particular security holding in the portfolio.
If the
portfolio is optimal then the risk contribution of each
position must be exactly offset by the expected return
contribution, given some pre-specified level of
aggressiveness.
In this fashion, we can infer the relative
return estimate of any manager for any security in his
portfolio or excluded from his portfolio but included in a
benchmark or normal portfolio representing that manager's
selection universe.
If we have multiple managers in the paper portfolio scheme
we can have multiple estimates for the expected return for
each security. We can then build a consensus of these
expected return forecasts and use these consensus values as
inputs into a portfolio construction optimization. Given
current technology, the process of inferring expected
returns from portfolio positions, re-optimizing the master
portfolio and implementing required trades can all be done
in just seconds .
It should be noted that the advantages of centralized
management have been explored in the finance literature for
many years and some efforts have even taken place in this
regard.
Independence Investment Associates has had a
management strategy called Amplified Alpha which took some
aspects of this approach.

ADVANTAGES OF THE NEW APPROACH
1. The information content of all managers is now applied to
all dollars of the fund.
A significant body of econometric
literature exists as to the formation of "best" forecasts
from multiple input forecasts, but even without the fancy
mathematics, the advantages of multiple forecasts are
clearly recognized in the popularity of earning estimate
databases. For a good discussion, see Econometric Methods
by J. Johnson (McGraw-Hill). In essence, we are able to
bring the sum of the knowledge of managers to work, rather
than the average of the knowledge of managers to work.

2. Under this scheme only consensus information is ever
acted upon . By definition all of the working at crosspurposes which is built into current schemes disappears.
3. The le v el of aggressiveness of each manager no longer has
any effect on the level of aggressiveness of the fund.
The
aggressiveness level is merely factored into the magnitude
of changes in return forecasts, which are implied by paper
portfolio transactions.
4. Sponsors can vary the "weight" or allocation to each
manager simply by changing a number in an arithmetic formula
which represents that manager's influence on the consensus .
Nothing "real" need be done to accomplish tactical shifts or
to give different managers different weights based on areas
of presumed expertise.
For example, one could give more
weight in natural resource stocks to a manager who
specializes therein, without removing the influence of the
other managers as happens with separate port f olios .
5. The number of useable managers is doubled.
If we believe
that a manager is consistently inferior to the average, his
inputs to the consensus can be given negative weight.
6 . Fund sponsors gain total control over
commissions .
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7. New competition is encouraged . Any entity or system from
which return forecasts may be inferred can be a "manager".
This opens the field to everything from quantitative models
to sell-side research to services like ValueLine .
8. Since each investment manager is now runn i ng only a paper
portfolio, portfolio size is arbitrary. This will encourage
compensation schemes based on the quality of information and
advice provided, not on how big an account happens to be.
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A POSSIBLE PITFALL
Some might argue that the fact that all managers are not
likely to revise their portfolios simulatenously is a
problem for the approach advocated. While it is true that
the consensus for a particular security could be whipsawed
by divergent actions by different managers taken in sequence
rather than at the same time, the situation is at worst what
we have today, where there is no coordination at all.
A FINAL COMMENT
Given that the widespread adoption of this approach would
have far reaching impact on the nature of and competitive
positions in the investment management industry, I would
like to close the subject with a particular selection of
verse:

If we shadows have offended,
Think but this, and all is mended,
That you have but slumbered here
While these visions did appear.
And this weak and idle theme,
No more yielding but a dream.
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Gentles, do not reprehend.
If you pardon, we will mend.
And, as I am an honest Puck,
If we have unearned luck
Now to escape the serpent's tongue,
We will make amends 'ere long;
Else the Puck a liar call.
So good night unto you all.
Give me your hand if we be friends,
And Robin shall restore amends.
-

rhe Closing Verse of A Midsummer Night's Dream --
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