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MAKING SENSE OUT OF THE ASSET OWNERS’

Since 1990, The Spaulding Group
has had an increasing presence
in the money management
industry. Unlike most consult-
ing firms that support a variety
of industries, our focus is on the
money management industry.

Our involvement with the industry
isn’t limited to consulting. We're
actively involved as members of
the CFA Institute (formerly AIMR),
the New York Society of Security
Analysts (NYSSA), and other
industry groups. Our president
and founder regularly speaks at
and/or chairs industry conferences
and is a frequent author and
source of information to various
industry publications.

Our clients appreciate our
industry focus. We understand
their business, their needs, and
the opportunities to make them
more efficient and competitive.

For additional information about
The Spaulding Group and our
services, please visit our web site
or contact Chris Spaulding at

CSpaulding@SpauldingGrp.com

http://www.SpauldingGrp.com

COMPOSITE RETURN

In a recent blog post,' I asked what question the GIPS® required composite return for
asset owners answers. They are required to calculate a time-weighted return, just as asset
managers. And so, we can easily see its source. But, again, what question does it answer?

Let’s first consider what question the
composite return for asset managers
answers. The Standards explain that “The
composite return is the asset-weighted
average of the performance of all portfolios
in the composite.””” It tells us how the
manager has performed, on average,® over
the specified period, for the accounts in
the composite. We use time-weighting

to eliminate or reduce the impact of cash flows. And, we do this because the manager
doesn’t control the cash flows: the client does.

Of course, in those cases when the manager does control the flows* (e.g., closed-end
private equity), money-weighting is used, in order to capture their effect.

Okay, so let’s get back to the point: how about the composite return for asset owners?
What questions might we want answers to? I can think of two:

*  How did the managers do, in aggregate, in managing the fund’s assets?
*  How did the fund do across all the assets?

As noted above, the return is time-weighted, just like the asset managers, and so
eliminates the effect of flows. But why would we do this? Is it to show how the

underlying managers did?

Consider a typical pension fund who is invested across multiple asset classes, including
public equities, public bonds, real estate, and private equities. If the plan was only
invested in public assets, where the manager doesn’t control any of the flows, time-
weighting makes sense. But, if there are assets (e.g., private equity) where the manager

controls the flows, why use time-weighting?

If we want to know how the fund has done, then using the IRR (money-weighting)

makes sense.

1 http://www.spauldinggrp.com/question-gips-asset-owners-composite-return-answer/

2 See page 11 of the GIPS Handbook.

3 An asset-weighted, not equal-weighted, average, but this is an entirely different topic, probably not worth

the effort to address.

4 Actually, in only a few cases. This question was posed in the GIPS 20/20 discussion paper. I favor a very
simple rule to determine which (time- or money-weighted) return should be used: if the manager controls

the flows, money-weighting; otherwise, time-weighting.
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But to know how the managers did in aggregate, time-weighting provides a result that
could be, in my view, misleading.

In my post I suggested that the individual returns should be asset-weighted. That is,
that we derive time-weighted returns for those assets where the manager does not
control the flows, and money-weighted where they do, and asset-weight these returns.

This is an idea I’ve had for some time, and have, on at least a few occasions, referenced
it, but, to be honest, have never tried out (it just seemed logical that it would work).

I put this simple example to demonstrate:

Line VB WB | Mid-mth C/F | C/F Wt | Pre-C/F value VE TWRR | TWRR/IRR | Wtd Rtn
(1) |Public Equity 500,000 [43.5% 60,000 | 50% 505,000 600,000 | 7.26% 7.26% 3.34%
(2) [Private Equity 500,000 [43.5% 60,000 | 50% 500,000 570,000 | 1.79% 1.91% 0.88%
(3) [Cash 150,000 |13.0% (120,000)] S0% 150,000 30,000 | 0.00% 0.00% 0.00%
(4) |Portfolio (revalue) 1,150,000 | 100% - 1,155,000 | 1,200,000 | 4.35%

(5] |Portfolio (don't revalue) 1,150,000 | 100% 1,200,000 | 4.35% 4.35%
(6) |Portfolio (asset-weight (VB)) 3.99%
(7) |Portfolio (asset-weight (VB+WCF) 4.23%

Admittedly, it’s a really basic scenario, that involves only three asset classes: public
equity, private equity, and cash. We could just as easily label these “TWRR assets”
and “MWRR assets.”

As you can see, there are no external flows, just internal, that occur at the mid-point
of the month.

The public equity (line 1) is straightforward: we have a large cash flow (where I've
defined “large” as 10%), so we want to revalue at mid-point. Our resulting return
(7.26%) is shown.

The private equity (line 2) has the same values as public, with the exception that we
are not revaluing it at the midpoint of the month, which I think is realistic. Because
the flow is “large,” we revalue.

As for cash, there is no appreciation shown, so the return, even when derived by taking
the flow into consideration, is zero.

Line 5 shows the return that I think we'd be expected to show: that is, it’s the time-
weighted return for the portfolio. We do not have to concern ourselves with the returns
of the underlying asset classes. And since there’s no external flow, we need only concern
ourselves with the starting and ending values. Our return is 4.35 percent. This is, again,
a time-weighted return.

Line 4 (sorry that I'm taking this out of order) has us revalue at the mid-point, which
technically isn’t necessary, since the flows are only internal, and cancel out. But, since we
have revalued the portfolio, we use this and, not surprisingly, get the same result (4.35%).

Now, we turn to the blending which I propose. As you can see, I've inserted a column
labeled TWRR/IRR. Here, I have the TWRR for the public equities and cash, and the
IRR for private equities. This, in my view, is a better approach.

First, I calculated the composite return by simply using the beginning values (line 6). This
is a permitted method, by GIPS, though, of course, it doesn’t currently address blending
returns, only asset-weighting the underlying accounts. Our result is 3.99 percent.

I believe a better approach is to take the weighted flows into consideration, which I do
with line 7. Here, the result is 4.23 percent.



What’s the difference?

Is there much of a difference between it and the time-weighted result? Not really. At
least in this case. But, then again, it’s only for a single month. And, there are no doubt
times when the results will be quite close; even the same, if there are no flows.®

How do we extend across time?

This example was for a single month, but what are we going to do as we extend
across time, to the full year? Will we geometrically link the composite returns?

Please recall that when we geometrically link money-weighted returns (e.g., monthly
IRRs), the result is an approximation to the time-weighted return. And since the
underlying composite returns are a blend of TWRR and MWRR, the geometric result
would also be expected to approximate a time-weighted return, which I don’t believe
would be appropriate.

The solution, I believe, is to extend the composite weighting, using the beginning
value and weighted flows.

For example, consider the second month. We would again derive a TWRR for those
assets where the manager doesn’t control the flows. We would then geometrically link
these results.

For the MWRR assets, we would derive the return across the two months, valuing the
portfolio only at the start and end.

We would then use the beginning values, plus weight any intra-period cash flows, to
derive our two-month composite result.

We continue this through the full twelve month period, geometrically linking the 12
monthly TWRR returns, and deriving our IRR across the full 12 month period; and then,
asset weighting using the beginning of year value and the asset-weighted cash flows.

The result would be a blended result, which would then tell us how the underlying
managers performed. I believe that external to GIPS, this is a value that asset owners
should have interest in seeing. That is, it answer the question “how did our asset
managers do, in aggregate, over the period?”

This approach could be extended across multiple years, too, as long as the process is
consistent.

What do others think?

Until now, no one, as far as I know, has seen this approach. We did have a few comments
to the blog post, which you’re invited to review, if you'd like.

This isn’t the first time I’ve posed this question. For example, I brought it up at an
NYSSAS event that I participated in. I’ll confess that I was probably unfair in asking one
of the panelists who addressed this topic, as I knew the answer to the question, “what
question does the return answer?” It doesn’t answer anything!

5 Recall that when there are no cash flows, the TWRR and MWRR will provide the same result.
It’s the cash flows that cause the differences.

6 New York Society of Security Analysts, which has recently been rebranded the CFA Society New York.



KEEP THOSE CARDS
& LETTERS COMING

We appreciate the emails we
receive regarding our newsletter.
Mostly, we hear positive feedback
while at other times, we hear
opposition to what we suggest.
That’s fine. We can take it. And
more important, we encourage the
dialogue. We see this newsletter
as one way to communicate ideas
and want to hear your thoughts.
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It’s been suggested that by using TWRR, it facilitates comparisons; that is, it allows funds
to compare themselves to others. But why? Because everyone uses an inappropriate
measure, that somehow yields valuable information? Sorry, but I don’t get it.

Can IRRs be compared?

Occasionally we’ll hear that it’s not possible to compare IRRs. That is, it would not be
appropriate for one pension fund to compare its IRR with another’s. Why is that?

Let’s be a bit more basic than that. Consider two retail investors, who each invest in a
mutual fund, and each invest the exact same amount of money at the start of the year, and
each makes similar trades during the year. But, where one has the philosophy “buy high,
sell low,” the other has it backwards. Because it’s a mutual fund, the time-weighted result
will be the same. However, the IRRs will differ. The investor who buys low/sells high
would be expected to have a higher IRR than the one who buys high and sells low, right?

We can’t compare these results? Why not?

Since the IRR tells us how the investor did with their investments, when that investor
is a pension fund, wouldn’t one want to know how they did investing their funds versus
another fund? There’s no value here?

The IRR tells us “how did we do?”” And so, to compare that answer with how another
fund did should have some value. Likewise, to ask “how did our managers do?,” and
compare that with the results of others, can have value.

A time-weighted result that includes asset classes where TWRR is generally not used
(because the manager controls the flows) yields a result that answers no questions. At
least the blended and IRR results provide meaningful returns.

But what about the index?

Occasionally we’ll hear about the problem with comparing a money-weighted return
with a time-weighted index: this would be “mixing apples and oranges.” True! And so,
why not convert the index to a money-weighted equivalent?

I came up with an approach more than ten years ago, which is pretty straightforward.
It appears in our May 2006 issue.” There are other methods, too.

Bottom line: we can have a money-weighted benchmark.
And what about the blended approach? Why not blend the underlying indexes?
Conclusion

This is quite a lengthy piece: sorry about that. There is a lot more that can be said,
and surely more examples should be included; perhaps in an article.

For now, my point is that I question the value of the composite return that GIPS requires
asset managers to provide. A time-weighted return, across assets where the IRR is
generally used, is, in my view, wrong. Some form of blending should provide value.

I proposed one here. Further analysis is in order, and I intend to conduct it. As always,
your thoughts are invited!

7 http://www.spauldinggrp.com/wp-content/uploads/2014/05/May06NL.pdf



June Puzzle

There are four brothers, One,
Two, Three and Four.

Four says to One, “T have four
apples more than you.”

Three says to Four, “I have two
apples more than Two.”

Two says to Three, “I have One
apples less than Four.”

One says to Two, “I have three
apples less than you.”

There are total 40 apples.

Who has the most apples?

MORE FROM GIPS

The folks at the CFA Institute, as well as those
responsible for the GIPS standards, are keeping
very busy these days.

We’ve seen the release of the GIPS 20/20
Consultation Paper.® If you haven’t done so
already, please have a look and offer your
comments (you have until July 16). Not too
many folks have offered their comments, yet,
though I understand it’s typical for most to come in on the last day. I have sent mine in;
all are posted for your review.’

A guidance statement on Risk has just been released.!’ I haven’t had a look, yet, but will
shortly. We have three months to review and offer our comments. Given the importance
that risk has, it’s understandable why this topic was taken up by the GIPS Executive
Committee.

30— 20
16-36=25-45
(2+2)2—(2+2)x9=52-5x9

PUZZLE TIME

e

(2+2)~2x(2+2)x 3 =52~ 2x5x5

May Puzzle 2

. 5 9 "0“'3 5 <. 9 (9)
This unusual one came from the I 242y - 2x(242)x g4 5| =37 -IxSxgH 5
Love Mathematics” page on Facebook. Yy 5 L

I suggested that something must be
dreadfully wrong, and asked that you )
find the mistake(s).

I stepped through this equation by equation:

(1) —20=-20 (fine)
(2) 16—36 =25-45 (true; same as (1))
(3) (2 +2)2—(2+2)x9=52-5x9

= (4)2-4x9=25-45

= 16—36=25—-45 (same as (2)
(4) (2 +2)2-2x(2+2)x9/2=52-2x5%9/2 (true; equivalent to (3), since the multiplication
and division by 2 cancel on each side.
(5) (2 +2)2-2x(2+2)x9/2 +(9/2)2=52-2x5%9/2+(9/2)2 (holds, since the addition is the
same to both sides)
(6) [2+2-9/2]2=[5-9/2]2 (I'm guessing this was supposed to have been derived from (5),
but I don’t follow the logic, and clearly it’s not correct; the subsequent equations, derived
from (6), therefore don’t hold).

‘We heard from several readers:

Anthony Howland Malcolm Smith Usama Mazhar
Dan Leher Prashant Sakrawar

8 https://www.gipsstandards.org/standards/Documents/Guidance/gips_2020_consultation_paper.pdf
9 https://www.gipsstandards.org/standards/Pages/guidance_comments_gips_2020.aspx

10 https://www.gipsstandards.org/standards/Documents/Guidance/exposure_draft_public_comment_risk.pdf



THE SPAULDING GROUP’S 2017

INVESTMENT PERFORMANCE MEASUREMENT CALENDAR OF EVENTS

EVENT

LOCATION

June 14-15, 2017

June 22-23, 2017

July 17-21, 2017
August 7-11, 2017
August 15-16, 2017
August 17-18, 2017
September 2017
October 16-17, 2017
October 18, 2017
October 19-20, 2017
November 2-3, 2017
November 14, 2017
November 15-16, 2017
December 2017
December 11-12, 2017

December 13-14, 2017

PMAR Europe

Performance Measurement Forum
Performance Measurement Boot Camp
Performance Measurement Boot Camp
Fundamentals of Performance Measurement
Performance Measurement Attribution

Basic Risk Measures Webcast

Fundamentals of Performance Measurement
PMAR West Coast

Performance Measurement Attribution
Performance Measurement Forum

Asset Owner Roundtable

Performance Measurement Forum

Performance Measurement for Non-Performance Professionals Webcast

Fundamentals of Performance Measurement

erformance Measurement Attribution

London, England
Vienna, Austria
New Brunswick, NJ
London, England
Toronto, Ontario

Toronto, Ontario

Los Angeles, CA
Los Angeles, CA
Los Angeles, CA
Rome, Italy
Orlando, FL

Orlando, FL

New Brunswick, NJ

New Brunswick, NJ

For additional information on any of our 2017 events, please contact Christopher Spaulding at 732-873-5700



TR AINING FUNDAMENTALS OF PERFORMANCE MEASUREMENT
eee A unique introduction to Performance Measurement specially designed for
those individuals who require a solid grounding in all aspects of performance
measurement. The Spaulding Group, Inc. invites you to attend Fundamentals of

Gain the CI’ZUCOZ[ Performance Measurement on these dates:
August 15-16, 2017 - Toronto, Ontario
Knowled ge Needed October 16-17, 2017 — Los Angeles, CA

December 11-12, 2017 — New Brunswick, NJ

fOT PerfC)rmance 15 CPE & 12 PD Credits upon course completion

ified =Nl c
CFA Institute has approved this program, offered by The Spaulding Group, for CEIQu3ifled :\“/4 CFA Institute

A/i eaS urem en t 12 CE credit hours. If you are a CFA Institute member, CE credit for your Activity %S

participation in this program will be automatically recorded in your CE tracking tool.

and Performance PERFORMANCE MEASUREMENT ATTRIBUTION
. . Two full days devoted to this increasingly important topic. The Spaulding Group, Inc.
A ttrlbutl()n invites you to attend Performance Measurement Attribution on these dates:

August 17-18, 2017 — Toronto, Ontario
October 19-20, 2017 - Los Angeles, CA
TO REGISTER: December 13-14, 2017 — New Brunswick, NJ

Phone: 1-732-873-5700 . .
15 CPE & 12 PD Credits upon course completion
Fax: 1-732-873-3997 CE Qualified N[l

CFA Institute has approved this program, offered by The Spaulding Group, for Activity NS CFA Institute

_ S A 9 12 CE credit hours. If you are a CFA Institute member, CE credit for your
E mall' lnfO@SpalIIdlngGrp'com participation in this program will be automatically recorded in your CE tracking tool.

IN-HOUSE TRAINING

The Spaulding Group has offered in-house training to our clients since 1995. Beginning
in 1998, we formalized our training, first with our Introduction to Performance

v Measurement class and later with our Performance Measurement Attribution class. We
now also offer training for the CIPM program. To date, close to 3,000 individuals have

participated in our training programs, with numbers increasing monthly.
SPONSORS

The Spaulding Group, Inc. is
registered with the National
Association of State Boards

of Accountancy (NASBA)

as a sponsor of continuing
professional education on

the National Registry of CPE
Sponsors. State boards of
accountancy have final
authority on the acceptance

of individual courses for CPE
credit. Complaints regarding
registered sponsors may be
addressed to the National
Registry of CPE Sponsors,

150 Fourth Avenue North, Suite
700, Nashville, TN 37219-2417.
www.nasba.org



