’
Opportunity: Actively Managed
Investment Universes

An investment universe is, in essence, a portfolio of securities constructed to represent a particular
risk exposure—such as growth stocks, value stocks, small capitalization stocks, long bonds, in-
sermedintes or cach equivalents. These customized universes have been increasingly applied to per-
formance measurement, and the accumulating evidence suggests that their active management is
the primary determinant of investment strategy success.

Active management is applied to investment universes by shifting assets in response to prospec-
tive changes in the investment outlook. Of critical importance to the decision process are forecasts
of key economic variables — business activity, corporate profits and dividends, interest rates and
inflation — secured by surveying decisiom-makers as to their expectations. These short-term changes

in expectations are analyzed to estimate their infl

uence on the long-term assumptions underlying

securities prices. The resulting implications for total investment return over a one-year time horzon,
together with allowances for differences in risk premiums, provide the basis for decisions concerning
the relative attractiveness of various investment universes.

have been used to develop “‘investment uni-

verses.” These special-purpose passive
funds have been developed to serve as bench-
marks for performance measurement. Their ap-
plication for this purpose, by redefining the
contribution of traditional active management.
underscores the need for active management of
investment universes.

Active management may be applied to invest-
ment universes by shifting assets from one to
another in response to prospective changes in
the investment outlook. Active management
thus focuses on broad portfolio issues, such as
the relative performance of value stocks versus
growth stocks, large capitalization stocks versus
small capitalization stocks, stocks versus bonds,
or stocks and bonds versus cash. Decisions
concerning these broad issues and their associ-

IN RECENT YEARS, passive techniques

ated universes—rather than the choice of indi-
vidual securities—largelv determine the overall
success of investment strategy.

This article reviews the development of pas-
sive funds and customized universes for per-
formance measurement and focuses on the val-
ue that can be added by active management ot
investment universes. The growth of acuvely
managed universes may well repeat the pattern
for passive funds during the 1975-85 penod.
Based on this experience, actively managed
universes could grow to $15 billion by 1990 and
account for approximately 2 per cent of the total
equities in retirement funds at that time.

Passive Funds
Passive management of investment funds con-
tinues to gain market share at the expense of
traditional active management. As Figure A
illustrates, standard passive funds increased
from less than 1 per cent of equities in retire-
ment funds in 1975 to 7 per cent in 1980. Thev
are likely to approach 20 per cent by the end ot
1985 and are projected to grow to more than LY
per cent by 1990.

Passivelv managed funds emerged atter the
1973-74 bear market as a less nsky alternative to
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traditional active management. The timing of
this development reflected the coming together
in the mid-1970s of three trends—progress in
electronic data processing (EDP), changing con-
cepts of investment management and new op-
portunities to control transaction costs.

The persistent decline in the cost of EDP,
depicted in Figure B, has conmbuted both di-

rectly and indirectly to the development of the
market for passive funds. EDP facilitated the
studies necessary to support the concepts that
encouraged the use of passive funds. Its capaci-
ty to handle with speed and accuracy the verv
large number of necessary details has permitted
passive funds to be traded at considerably lower
costs than actively managed funds. At the same



Figure 8 Computer Costs (IBM PC — Ecuivalent Cost. 1985 %
£10.200.000
S1 200.000
Capital Customized
Asset Lruverse
Pertormance
€100.000 j- Pricng
' Modaei Standard Measurement Actively

Pertormance \fanaoed

Measurement L niverses

15&P 3001 Negotiated

$10.000 ! Commissions )
: Cassive
Funds .
Take Off .
$1.000 - ‘q
|
|
$100 '
1960 1970 1280 1390

Year

time, it has provided the technical capability
required for the construction and operation of
passive funds that replicate a specified index
such as the S&P 500.

New concepts of the role of investrnent man-
agement have emerged from the Capital Asset
Pricing Model and other elements of modem
capital theory. The focus has shifted from the
selection of individual issues to the risk-adjust-
ed return of the total portfolio. Consistent with
this redefinition of investment management,
the Bank Administration Institute introduced in
1968 a standardized method of performance
measurement. While modern capital theory
stresses the risk reduction advantages attainable
by passive management, standardized perform-
ance measurement underscores the difficulties
encountered by traditional active management
in attempting to add value over the long term.

Lower transaction costs for trades initiated by
passive managers reflect reduced risks to the
broker, together with the economies made pos-
sible by EDP. The broker’s risks in trades with a
passive manager are moderated by two factors.
First, the trade is “informationless,” because
the transaction is unrelated to the outlook for
any specific issue. Second, orders are usually

well diversified. minimizing the possibilitv ot
troublesome concentration in anv one 1ssue.
Meanwhile, EDP permits passivelv managed
funds, often containing hundreds of issues. to
be traded as efficiently as orders concentrated in
fewer issues from an active manager.

Introduced in the 1970s and primarily mod-
eled on the S&P 500, standardized index funds
have experienced rapid growth. They exceeded
$15 billion by 1980 and have been growing at an
average rate of about 40 per cent annually since
that time. By vear-end 1985, passively managed
index funds will amount to an estimated 583
billion.

Customized Universes

The same techniques used in the construction
of passive funds are available to produce cus-
tomized universes that serve as a benchmark tor
performance measurement. In essence, a cus-
tomized universe represents a given manager «
“normal” portfolio—i.e., the universe of secun-
ties in which the manager prefers to operate

Bv virtue of such factors as their investmen:
philosophy, deasion process or long-standing
idennfication 1n the marketplace, managers
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tend to impose boundaries on themselves.®
Even if a manager is highly active in switching
among individual securities, he is unlikely to
depart very far from the persistent characteris-
tics that define his individual universe. Conse-
quently, an investment manager appears to be
performing well when his universe is perform-
ing well; when his universe is no longer in style,
however, he may suddenly seem to be failing.

Figure C provides data on the universe of the
equity managers for the Continental Group
Pension Fund over the 1980-84 period. Com-
mon risk indexes, available from BARRA, were
used to classify each manager according to
growth orientation. Those managers with a pos-
itive growth orientation are labeled as growth
managers; those with a negative growth orien-
tation are classified as value managers.

The horizontal line through the midpoint of
each black bar indicates the average level of the
growth-orientation index of each manager over
the five-vear period. The black bar's extension

* See Waiter R. Good, “Measunng Performance,” Financul
Analysts [ournal. May:June 1983. pp. 19-23 and Good. ~Ac-
countability tor Pension Fund Performance.” Financal Ana-
tysts [ournal, January/February 1984, pp. 39—42.

above and below the honzontal line indicates
the range of fluctuations over the period; ap-
proximately 68 per cent (one standard devi-
ation) of the monthly figures is included in the
area covered by the vertical bar.

This figure illustrates how traditional active
managers restrict their operations to a segment
of the market they themselves have chosen. As
shown by the four bars in the upper part of the
graph, growth managers remain growth man-
agers year after year, even when growth stocks
are no longer in style. Similarly, the value
managers represented by the lower segment of
the exhibit adhere to their style vear after vear.
However competent these managers may be in
selection of individual issues, they do not ad-
dress the critical issue of when to hold growth
stocks and when to hold value stocks.

Definition of a manager's universe permits
identification of his contribution to total fund
performance. The active manager is credited
only for the difference between the returns from
his actual portfolio and the index that has been
selected, with his full agreement, to replicate his
universe. With the aid of this more realistic
method of performance measurement, 1t be-



comes clear that the strategic allocation of funds
among investment universes provides the pri-
mary determinant of successtul strategy. Since
almost any universe can be replicated by a
passive fund, advancing technology has opened
the door to a new opportunity—actively man-
aged universes.

Actively Managed Universes

Highly flexible active management of invest-
ment universes can be efficiently implemented
bv use of a limited number of funds with
sharply different performance charactenstics. In
order to minimize transaction costs and fagili-
tate strategy decisions, we focus on the six
universes listed in Table [. They can be replicat-
ed readily at relatively low cost, and trading
techniques developed in the construction of
index funds provide for low transaction costs as
adjustments in weightings are made. In selected
crcumstances, trading costs can be further re-
duced through use of stock or bond futures.

Decision Process

Successful active management of investment
universes begins with the decision process. We
focus on the same key vanables that have long
concerned investment strategists—business ac-
tivity, corporate profits and dividends, interest
rates and inflation. What is different is the way
we use this information.

Our decision process, outlined in Figure D, is
organized to address three questions. First, how
will the kev variables change over the coming
year? Second, how will these changes affect the
long-term assumptions underlying market
prices? Third, what is likely to be the net effect
on market prices of these changes in the long-
termn assumptions?

For purposes of illustration, our figures relate
to the S&P 500. The valuation of the 5&P 500 is

basic to decisions concerning value stocks, .

growth stocks and small capitalization stocks, as
well as to comparisons between stocks and
bonds or cash. The same method is applied to
the valuation of any of the.customized uni-
verses to which active management is applied.

We develop forecasts of year-to-year changes
in the key variables from inputs provided by a
broad sample of forecasters selected to repre-
sent both leading financial institutions and the
full range of widely used approaches to fore-
casting. All forecasts must be submitted on a
specified day each month and must provide
estimates of the same precisely defined vana-

Table | [nvestment Lniverses

Common 3twks

Fixed Income

Growth
Value
Small Capitalizatnon

Long Bonds (Over 10 Years)
Intermediates (1-10 Years)
Cash Equivalents (Under ! Year)

Figure D Decision Process

Decision-Maker
Expectations
tFigure E}

3

Change in Market
Assumptions
{Figure F)

b

Market Price
Implications
(Figure G)

Decision Makers

Independent [nvestment
Managers

Mayor Banks
Institutional Brokers

Key Market Assumptions
Risk-Free Rate
Risk Premium

Dividend Growth

Relative Valuations
Value Stocks
Growth Stocks
Small-Caprtalization
Stocks
Long Bonds
Intermediate Bonds
Cash Equivalents




Figure E  Annual Change in Kev Variables
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bles. We review the forecast daily and update it
as necessary, frequently rechecking the reac-
tions of the forecasters as new information
becomes available.

Figure E summarizes year-to-year changes in
four key variables crucial to the valuation of the
stock market. In practice, our decision process
uses probability-weighted forecasts. The figure
uses historical data—in place of forecasts—for
changes in earnings, dividends, interest rates
and inflation.

These short-termn changes in the key variables
are analyzed to estimate the long-term assump-
tions underlying security prices. A one-year
change in any one of the variables will almost
always translate into a much smaller change in
the long-term market assumptions. There are
three reasons for this.

1. The market consensus may have already
anticipated all or part of the change. New
information can affect market prices only
to the extent it differs from expectations.
Good news, if less favorable than expect-

ed, will affect market prices adversely.
Similarly, bad news can be highly bullish if
it is less negative than anticipated.

2. The market consensus will consider a por-
tion of an unanticipated change to repre-
sent a temporary fluctuation. The market
reaction will be heavily influenced by dis-
tortions in the relation of the vanable in
question to other variables and to its own
recent history.

3. The market consensus allows for the
changing volatility of the variable in as-
sessing the significance of an unantapat-
ed change. Other things equal, the higher
the volatility, the less significance will be
assigned to a given fluctuation in the van-
able.

Figure F shows calculated changes in the
underlying long-term assumptions stemming
from changes in the key variables. The first
panel indicates the change in the long-term
market assumption concemning the nsk-free
rate, which is influenced by the short-term
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Figure F Change in Long-Term Market Assumptions
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changes in interest rates shown in Figure E. The
second panel traces changes in the market as-
sumption concerning the risk premium in ex-
cess of the risk-free rate. Changes in the infla-
tion rate are a primary factor affecting this
calculation, but other factors, such as the level
of market price relative to earnings and divi-
dends, are also involved. We have therefore
combined these factors to estimate the change
in the risk premium. The third panel summa-
rizes the change in the long-term assumption
concerning dividend growth.

The fourth panel of Figure F shows the fore-
cast change in dividend yield resulting from the
changes in the assumptions indicated in the
other three panels. We calculate changes in
yield by adding changes in the assumptions
concerning the risk-free rate and the risk premi-
um and subtracting changes in the assumption
for the dividend growth rate. This caiculation 1s
based on the principle that market prices adjust
so that the required return (risk-free rate plus

risk premium) is equal to the expected return
(dividend vield plus dividend growth rate).

Figure G indicates the implications for market
prices of the information included in Figure F
The first panel shows the changes in forecast
market price resulting from the forecast change
in vield. The second panel traces the indicated
percentage change in the dividend for a vear
ahead. The sum of these two estimates provides
our estimate of the one-year change in the S&P
300, as shown in the third panel. The fourth
panel indicates the closeness of fit over the 33
vears ended 1984 between our projected vear-
to-vear changes in market price and the actual
changes.

The Process in Action

In contrast to the projections based on histoncal
data shown in the previous figures, Figure H
illustrates the results attained over the 1982-x4
period when the decision process was apphed
to forecasts secured from our survey parhc:-
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pants. The previous figures represent only one
decision each vear. In practice, we routinely
recalculate valuations at least once a month,
more often if required. Consequently, the re-
sults in actual operation are consistent with
those based on historical data.

The Record

For the five years ended 1984, we applied
active management to the universes making up
the Continental Group pension fund. Total
fund performance for the five years amounted
to 15.1 per cent, compared with 13.1 per cent for
tHe median of our benchmark sample of pen-
sion funds. The two percentage point advan-
tage added about $100 million to our pension
fund, which amounted to close to $1 billion at
the end of the period. More important, howev-
er, is how this performance advantage was
dttained.

Table Il breaks down the sources of the fund’s
performance from October 1, 1981 through the
end of 1984. During this 13-quarter period, the
aggregate performance of the managers approx-

Table 11 Sources ot Fund Performance

Oct. 1. 1981-Dec. 31. {v~3
Investment Policy lo 7
Investment Strategy
Actively Managed
Universes
Investment Managers
Total Fund

-2.1%
~1.1% 1o

imated the aggregate returns of their normal
portfolios; the shortfall of one percentage point
is partly attributable to transaction costs.

During this same period, we consistently ap-
plied the decision process to the normal portto-
lios constituting our pension fund. As Table (]
shows, the active management of the invest-
ment universes added more than two percent-
age points to total fund performance. &
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