Educational Memo

Portfolio Performance: It’s About Results – Return and Risk

At RGIA, you’ve heard us talk a great deal about investment philosophy, as well as portfolio strategy and tactics. As you sought someone to manage your investable assets, it was important that our philosophy, or belief system, matched your own. It was equally important that the strategy, or investment plan, that we mapped out for you made sense as a fit to your unique objectives. As critical as these important tenets of sound investing are to us, to the point that we’ve built our business around them, they’re only useful if they produce the proper results – consistent, competitive, risk-adjusted returns. That’s why we’re committed to constructing portfolios that play to both sides of the performance equation – the opportunity for return and the appropriate level of risk in achieving that return. Your return expectations and your risk tolerance, then, are two of the more critical assessments we make when working with you to develop your investment plan.

The return calculation, while mathematically challenging, is the more intuitive of the two performance calculations. In its most simplistic form, it involves ending value for the measurement period minus beginning value, with the difference as the return. This is true of either a single asset or a portfolio of various assets. For purposes of both fairness and accuracy, the returns are time-weighted as well as dollar-weighted. In other words, an asset with a higher asset value has a greater bearing on overall performance than another with lesser value. Also, an asset that was held for only a portion of a measurement period is weighted accordingly. The investment advisory industry has created, and continues to refine, the methods by which performance is measured. Naturally, since historical performance results (versus one’s peers) is often one of the decision points in selecting an investment manager, our industry’s “watchdogs” want to ensure that there is no deception in depicting these comparative results. We, of course, hold ourselves to the industry’s standards.

Although newer measures of risk occasionally surface (and oftentimes fade away), the most common measure over the past several decades has been standard deviation. Standard deviation is a statistical measure of a range of an investment’s performance over a defined measurement period, say 30 years. More specifically, 68% of the year-by-year returns during the period will fall within one standard deviation of the average return, while 95% of the returns will fall within two standard deviations of the average return. You can think of it in terms of a simple bell curve. By example, let’s say that the S&P 500 (a measure of large cap U.S. stocks) has an average annual return over the past 30 years of 12% and a standard deviation over that period of 18%. That means that 68% of the time, any one-year return can be expected to be between –6% (12% minus 18%) and +30% (12% plus 18%). It also means that 95% of the one-year returns will fall between 

–24% and +48% (using the same math, but with two standard deviations) . Much like you would experience in Las Vegas, investing too is about playing the probabilities – the probabilities that an asset class, or form of investment, will fall within a range of expected returns. Our understanding of the probabilities for each asset class helps us make sound decisions in meeting your risk/return objectives. If we can then use sophisticated tools, like the Monte Carlo Analysis we perform, we can optimize your portfolio even more succinctly for performance. 

As we report your portfolio’s performance to you, we feel it’s important to show the performance for each manager against both an appropriate benchmark and peer universe. In the investment advisory industry, this is called “relative performance”. For example, a U.S. Large Cap Growth manager should be measured against the Russell 1000 Growth Index and the Morningstar Large Cap Growth Universe. One provides a measure of how the manager did against a passive index of large cap growth stocks, while the other measures the manager against other managers who are managing large cap growth portfolios. Internally, we like to look at both benchmark and peer universe comparisons. However, we believe the peer universe comparison is ultimately more important to you, as it emphasizes the strength of RGIA’s Manager Screening and Selection Process. Put quite simply, if we can’t employ managers who outperform their peers, then there’s no reason for you to pay a fee to us for our services.

It’s also important for us to make those comparisons within the context of a market cycle (typically 3-5 years). Our “contract” with you implies that while you may occasionally have short-term needs, we are strategically managing your assets over a long-term investment horizon. The managers we employ should be judged in a similar fashion. We monitor the relative performance of these managers weekly, but it’s the longer-term (1,3 and 5 year) underperformance that will cause us to “fire” a manager. Nonetheless, our various performance triggers, along with our rating system – Retain, Watch, Sell – allows us to position each of our managers in a tactical sense. A Retain rated manager is performing up to expectations and is open to new investments; a Watch rated manager can accept no new investments and performance must improve or the manager will be “fired”; while a Sell rated manager can accept no new investments and current positions with this manager should be used as a source of funds for other more attractive investments. There is a danger in getting too short-term focused, as we’ve witnessed numerous examples of a talented manager underperforming for a quarter or two and then snapping back to the same stellar performance that caused us to select the manager in the first place.

As a final note to our reporting of performance to you, your Quarterly Report will always depict total portfolio performance in terms of both dollar value added and as a percentage. This “view” of performance will also include the net dollars contributed to or distributed from the portfolio, as these movements of money will have had some form of time-weighting effect on performance.  

There is one challenge that may always be inherent in the type of fully diversified, multiple asset class portfolios we employ. Certain asset classes, and certainly some of the Opportunistic investments we are using, don’t have legitimate benchmarks and/or peer universes associated with them yet. Many of these investments are so targeted -- like China, Emerging Europe, or even some International Small/Mid Cap investments -- that the industry has not yet established benchmarks or peer universes for these sectors of the global markets. In other cases, benchmarks or universes may not have been in place for very long. Regardless, we’re so compelled by the return opportunities and risk-dampening nature of these investments, that we remain committed to using them in your portfolio. The industry will eventually find ways to benchmark these asset classes. In the meantime, we’ll report their very attractive performance results to you in terms of actual returns.

On an unrelated note, in our constant quest to bring new and innovative investment opportunities to you, we’re currently in the process of developing an Opportunistic Investment Fund. This fund’s structure will be that of a special purpose vehicle, used to pool the various forms of opportunistic investments we’ve introduced to you over the past year. Specifically, we would expect this fund to hold targeted investments in identified mega themes, industry sector plays, various alpha strategies, unique real estate investments, private equity, plus other forms of opportunity yet to be identified. The goal of this fund will be to produce total returns over a market cycle that can meaningfully enhance your overall portfolio return.

The eventual launch of this fund is built around our desire to offer to all of our clients a fully diversified pool of unique, targeted, opportunistic investments. This pool of investments can be more efficiently managed than the case-by-case, opportunity-by-opportunity approach we’ve used to give you exposure to these investments up until now. It will also allow full participation in a number of attractive investments for which higher investment minimums are a reality. We’ll have the luxury of scale at our disposal, through the pooling of dollars across our entire client base.  

We intend to spend the next few months designing the parameters of this fund, setting investment decision rules, researching the appropriate structure of the fund, exploring additional investment opportunities, and identifying an appropriate fee structure.

During the course of our upcoming face-to-face review with you (and the ones to come) we’ll be talking more about this fund, keeping you apprised of our progress, and assessing your interest in its use within your portfolio. We’re interested if you’re interested.

Until then,

Mark Pellegrino 

Chief Investment Officer

