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1. Advantage’s  ‘underperformance’ relative to other managers 
belies the fact that we achieved our clients’ mandates without 
exposing them to excessive risk.

 
2. Other managers achieved significant alpha because they 

engaged in risky behaviours which are unsustainable in the 
long-run.

3. Many of these managers merely conformed to the patterns of 
the “herd”.

   
4. Our risk-budgeting constraints mean we are unlikely to 

substantially outperform or underperform our goals in the 
longer-term.

 
4.1.  This implies there will be periods where other managers 

engaging in high-risk behaviour will outperform relative 
to Advantage.

4.2.  Equally, this implies there will be periods 
where we remain on course while others are 
wiped out by adverse market conditions. 

5. Over the past 10 years, we have seen market conditions 
congruent with 4.1., but this does not mean that 4.2. may not 
have occurred (or will never happen in future).

                                                             
Therefore 

6. Advantage’s risk-targeted approach was rational (and remains 
so) in spite of ostensible ‘underperformance’.

These are unprecedented times for understanding the meaning of 
performance numbers. We’re not referring to the shock investors 
get when they see their latest year-on-year returns. We’re talking 
about a deeper loss: we’re mourning the death of our certitude. In the 
wake of 2008’s financial meltdown, it seems all of the fundamental 
principles for deriving value in a long-term investment strategy failed 
the investor.

For example, Best Investment View large balanced managers (the 
flagship portfolio for most large asset management firms) appeared to 
run performance circles around risk-targeted specialist blend solutions 
(managed typically by multi-manager managers),not just last year, but 
for the last ten years!  

Risk targeted investment strategies 
A ten year review
Understanding performance in turbulent times

 The danger looms large that investors could potentially just turn 
their collective backs on the whole concept of goals-based, 
risk-targeted solutions.  

So we decided to take aggressive action to help investors understand 
what these performance numbers really meant. By way of example, 
let us share with you some of the key points that we raised at our last 
Quarterly Investment Road Show.

Our starting proposition was that when investors are scared or confused, 
they typically abdicate decision-making, invariably by handing their funds 
over to the winner of last year’s performance race.  

We then pointed out that the two greatest destroyers of long term value 
in pension fund:

• Regret (oh why hadn’t we just invested with Allan Gray?); and 

• Misunderstanding performance histories (surely BIV balanced 
managers provide a better option to risk-targeted specialist 
funds because they can change their asset allocation in 
turbulent times?) 

We provided our audience with a case study: our own risk targeted 
solutions, and posed the rather provocative question as to just how 
well they faired over the last turbulent year – to say nothing of the last 
turbulent ten years.

For this ten year assessment, we informed investors of the 
guiding principles behind our solutions. We also reminded them 
how unique these concepts were 13 years ago in South Africa 
when we first introduced them. In summary, the fundamental 
principles guiding our range of investment options are as follows:

1. Apply a liability-driven long term investment strategy framework in 
structuring the appropriate solution.

2. Employ a rigorous adherence to managing risk and controlling costs 
against a comprehensive risk budget.

3. Capitalise on long term risk premia available in South African equities 
– but within risk parameters.



3Mind Fields – May 2009, special edition 14

4. Provide constant and consistent governance oversight at the:
• Structure level.
• Manager level.
• Asset level.

5. Provide consolidated administration, attribution analysis 
and reporting.

We then assessed whether each of these principles appeared to add 
value and, more importantly, whether they still applied. Key to our 
discussion was not whether each of these principles had added value 
– they certainly did – but whether the results were convincing enough 
to counter the sentiments of “regret” that could potentially arise from 
what appeared to be better performance elsewhere. The fact of the 
matter was that:

• There appeared to be performance differentials of between 
-2% to -3% per annum in the risk targeted solutions 
and the BIV large manager watch median.

• Balanced managers appeared to be adding value above 
risk targeted solutions from both their active asset allocation 
decisions and their equity management or stock selection skills.

But were these outcomes really a function of a “better” long 
term strategy?

 

Principle 1: Applying a liability-driven 
mindset to deriving a long term 
pension fund strategy
This has been one of the more difficult concepts for trustees of South 
African defined contribution funds to get their minds around.  Breaking 
away from the value-destroying game of chasing after top performing 
fund managers appeared to be quietly gaining some momentum over 
the last ten years but the key was, could a strategy that focused on 
simply meeting some funding target, say CPI + 5%, still have appeal 
after the roaring bull market of the 2003-2007 period and the recent 
financial meltdown?

The fact of the matter is that our strategies did deliver as promised given 
the time-frame allowed.  In spite of a return to a higher inflation environment 
and a dramatic collapse of equity markets globally, goals–based strategies 
structured to meet an inflation-plus target still exceeded their promise. 
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How well can the average balanced fund address CPI +5% targets?
 

Given that this historical analysis goes back to 1929, it highlights the reality that this asset mix (targeting CPI +5%) can typically accomplish this 
only 56% of the time using a rolling three year window of assessment. 

That said, Best Investment View balanced funds given full flexibility of asset allocation appeared to fare even better over the time frame. The 
chart below illustrates how the equity allocations of these funds continued to increase as the bull market unfolded and provides some insight 
into why this was the case.
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For most of the bull market, balanced managers had significantly higher equity allocations than even our most aggressively positioned funds. 
However, does this necessarily mean that these managers therefore have asset allocation skill or suggest that we should all abandon our long 
term strategic asset allocation framework in the face of their added performance?

The research below, initially conducted by Allan Gray, provides some fascinating insights.

Do balanced managers add value at the asset allocation level? 

 
When using historical data
deceiving as results are very time dependent. 

Source: Allan Gray

 Annualised Risk and Return 1 Oct 1999 - 30 June 2008
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 Annualised Risk and Return 1 Oct 1999 - 31 Dec 2008 
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Allocation =
0.44% p.a.
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Allocation =
 0% p.a.

 Stock Selection = 
1.69% p.a.

 Prior to July 2008, ten year performance
data suggested managers added 
0.40% and 0.90% pa from asset allocation 

 

When the data was updated to Dec 
2008 the added value from asset 
 allocation was 0%

Both charts use exactly the same analysis to determine whether South African balanced managers can add value at either the asset allocation 
level or the security selection level.  But concentrate first on the chart to the left.

The lower blue curve reflects the efficient frontier of a range of different asset class blends using the index data performance for equities, bonds 
and cash. The higher grey curve shows how asset class blends captured that actual asset class performance of the median Large Manager 
Watch Manager. Because this line is higher, it suggests that South African managers appear to be able to add value at the security selection level 
(something we’ve long held to be true). But of greater interest is the small green dot above the black line in the left hand chart. This dot reflects 
the median manager’s total balanced fund performance (we’ve simply placed it at the comparable risk level along the efficient frontier. The fact 
that this dot rests 44bps above the black line suggests that any additional performance not due to security selection could only be explained by 
added value from asset allocation.

Now move to the chart on the right. The only difference in the two charts is that the second one has incorporated an additional five months of 
data to the end of the year (2008). Note how the blue efficient frontier is almost flat. What this basically suggests is that once both the bull market 
(2003-2007) and the 2008 financial markets collapse has been accounted for, the two periods nearly net each other out. In other words, investors 
over this specific time frame would have gotten only slightly different outcomes from a dramatically increasing equity allocation.
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But the most telling point is that the green dot has vanished – in truth it 
actually sits just below the blue line. The interpretation here should be 
that, once the full market crash data is included, balanced managers 
in fact showed no specific asset allocation skill – in fact they detracted 
slightly from performance.

In fact, neither the first nor the second chart provides conclusive 
evidence at all, about managers’ skill at asset allocation. But the 
exercise does illustrate how easy it is for investors and their advisers to 
leap to that conclusion using conventional performance measurement 
techniques. This of course is the great bane of our industry.

Effectively it pushes us back to our starting proposition – if the numbers 
can’t be trusted to provide convincing evidence of skill or lack thereof, 
then the only recourse trustees have is to go back to first principles – 
long-term strategic asset allocation approaches do provide powerful 
and meaningful starting points.  Abandoning them in the mistaken 
belief that better performance means a better solution (in spite of the 
fact that that solution may not be meaningfully connected to the fund’s 
predefined funding requirement) can be massively value destroying in 
the longer term.  The current financial crisis is far from over.  We watch 
with intense interest as the performance window moves forward to see 
just how well our goals-based solutions maintain their robustness in 
that environment.

Principle 2:  Employ a rigorous 
adherence to managing risk 
and controlling costs against a 
comprehensive risk budget.
The critical point here in terms of the “regret” issue, is that investors 
need to understand that any solution adhering to well executed risk 
management principles are highly unlikely to derive outperformance 
much in excess of their tracking errors (after all – tracking error refers 
not just to a desired limit to downside losses, but a reciprocal limit to 
upside gains).

 
Principle 2. Understanding risk-controlled performance:

Note: controlled = controlled return

– Realised tracking error Focused 65 = 2.02%
– Realised tracking error Diversified 65 = 2.46 %
– Realised tracking error Diversified 50 = 1.98%

With this kind of risk control, outperformance expectations need to be clearly grasped by the 
investor.

At an 2.03% tracking error there is a 67% probability that performance should range from +/-
2.02% of the benchmark. 

Risk controlled solutions will never provide performance extremes of single 
manager.

But because the greatest contributor to long term performance outcomes is the 
strategic asset allocation, keeping that strategy on target has greater impact than 
chasing short term outperformance within asset classes
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These performance parameters need to be clearly understood when making performance comparisons to the average balanced manager mandate, 
where funds are more commonly managed to 5% tracking errors.

But investors (and their advisers!) frequently forget these basic principles when faced with regret. Consider the following problem: 
By the end of Jan 2009, our Focused blend had comfortably outperformed both the All Share and the SWIX benchmarks on a per annum 
basis over the full ten year period (the fund was initially managed against the All Share and then was later switched to SWIX). Had investors 
simply created a randomly constructed blend of managers from the Large Manager Watch, their performance would have been 2% per 
annum higher. This is not a quantum to be dismissive about.

Worse, if we were to put together the collective wisdom from the academic and practitioner world that had gathered for our series of 
“Desperately Seeking Alpha” Conferences, there would have been widespread agreement that such an outcome had a decidedly low probability 
of ever occurring. Prevailing estimates by the academic community for alpha generation in South Africa suggest 1.50% would be at the top end 
of the scale – but here the quantum is 3.2%. 

Histogram of Simulated Multi-Manager (using LMW equity data) vs Single LMW data 
(Annual returns, Nov 1999-Jan 2009)
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Regret: did we get all the equity alpha we could have?

Consider these critical facts: The alpha generation potential from translating skill into performance is typically significantly eroded by:

– Large size – in excess of R25 billion (and yet all the funds used here were the largest in the country).

– Large tracking errors – in excess of 5% (and yet here for most of these portfolios, 5% tracking errors were the norm, if not the low end 
of the scale).

– Concentrated portfolios (40 shares or less) – Most of these funds were highly concentrated.

– Highly concentrated benchmarks – all of South Africa’s benchmarks have serious concentration issues.
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All of the managers covered in the Large Manager Watch reflect these alpha destroying characteristics – and yet still they delivered.

Clearly we need to understand the real source of the apparent “alpha” we are seeing here.

From the start of our period of coverage (2000), it is apparent that managers had moved into an extremely narrow performance dispersion band. 
Taking Allan Gray out the analysis reduced performance variability between top and bottom performing equity managers to between 5% and 10% 
in a given year. Leaving Allan Gray in, we see this same performance convergence appearing, once we move past 2003.

Bi-plot of top 11 BIV manager equity portfolios over rolling 5 year window

This graph measures the active performance of each fund over 
time and assesses its correlation to other fund manager active 
performances in the Large Manager Watch. If two lines are at a 
90 degree angle, it suggests that there is no correlation between 
that manager’s active returns and the others. Lines and names 
sitting on top of each other imply that everyone other than 
Allan Gray appear to be doing very much the same thing 
in the active space. This remains true for an eight year 
period until the crash in October 2008.

The year 2003 is an important turning point for divergence in 
manager performance for one particularly special reason. It was the 
year Riscura started providing the asset management industry 
with data on the competition’s actual underlying holdings 

each month. This meant a manager could know exactly what 
shares to hold or what bets to take so that their performance might 
be better than their competitors’.  More importantly, because 
asset managers understand that they rarely get fired unless their 
performance is dramatically different from their competitors’, 
it also provided them with critical insights into how to ensure their 
portfolios wouldn’t be too far out of synch with the rest of the market.

What was clearly unfolding in the large manager space in 
South Africa was that large manager performance strategies 
were now starting to funnel down into a particularly narrow 
bull corridor.  By applying a bi-plot analysis framework over time, 
we can see this phenomenon manifest even more explicitly.
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Just what are we seeing here?

• During the extreme bull market years 
(2003 to 2007), there was a significant herding behaviour 
among the dominant large managers in South Africa.

• Managing portfolios against a viewable peer group 
benchmark (starts in 2003) has a significant impact 
in closing up return dispersions between managers.

• Diversifying between these managers would 
have simply compounded a fund’s exposure 
to the same range of investment “bets”.

But the most valuable insight that was gained about these 
performances is as follows. In 2002, the JSE 
introduced the Share Weighted index on the grounds 
(among other points) that this index was far more 
representative of the kind of “normal” portfolio held by South 
African active managers. In a nutshell, the new index bore a 
close resemblance to the natural active manager down 
weighting to resource shares and mega-cap shares. 
(Keep in mind that our risk targeted solutions only shift 
to this new index in the later period of the analysis.) 
Particularly telling is the fact that this new SWIX index’s 
outperformance of ALSI over a ten year period (whether it 
was in existence or not) was approximately 3.10% per annum! 
Almost exactly the outperformance number we were trying to 
explain at the outset of this discussion. Effectively one could 
have achieved this performance differential through a purely 
passive holding to this new, manager friendly, benchmark.

Principle 3:  Capitalise on long term 
risk premia (market inefficiencies) 
available in South African equities 
– but within risk parameters
The other area of herd behaviour among South African balanced 
managers relates to how they were capitalising on long term risk 
premia available in the South African market.

For most of its history, the South African equity market has shown 
itself to have significant inefficiencies – higher than what is typically 
available in the US or developed markets, but not quite as high as 
what can typically be discerned in other emerging markets. It is 
this potential for long term value add which justifies our insistence 
at Advantage that we retain some exposure to active managers – 
if for no other reason than to ensure trustees can cover 
the cost of managing pension fund assets (keep in mind 
that even managing passive assets costs the fund money).

In South Africa, the three dominant risk premia are:  

1. Size (small cap shares tend to outperform over the very 
long term), 

2. Value, 
3. Momentum (this is an investment style that South African 

managers have only recently learned how to harness 
through any effective risk management framework).

Size - 12 Month Rolling Active Performance
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When Advantage attempts to capitalise on the potential added value of 
these risk premia in our portfolios, we always do so within a continually 
managed risk budget framework (keep in mind that we are managing 
to very narrow tracking errors). This provides the “steady hand on 
the tiller” that ensures that returns are structured to be derived from 
those sources and strategies where we believe we have the highest 
potential cost/benefit ratio and the highest probability of success.

This means, while indeed some of our performance may be 
derived from these risk premia, we try to ensure that the bulk of our 
performance is driven by the higher probability security selection decision.

Let’s just use one of these risk premia - exposure to small cap shares 
- to illustrate how we handle this in a risk targeted solution.

While small cap shares may well outperform the rest of the market in 
the long term, this outperformance emerges sporadically. As such, the 
combined challenge of accurately timing these phases and significant 

liquidity constraints on the market segment means that one wants 
to be assured of performance potential in all market cap segments. 
Effectively, we want our blends to be as robust as possible within any 
phase in the market cycle.

The series of graphs below identify just how effectively this has 
been done. The top chart shows that the Focused blend is able 
to capture performance equally from Large Cap and Small/Mid 
Cap shares. The middle chart shows how, by comparison, the 
median manager in the Large Manager Watch derived most 
of its performance over the last ten years from its small/mid 
cap exposures, and Allan Gray, even more emphatically so.
Unfortunately, those past ten years also incorporated one of the 
strongest bull markets in both small cap and value shares ever. So 
if the general thundering of the herd was into this segment of the 
market at a decidedly higher level of risk than we were taking in our 
blends, outperformance of the magnitude seen is easy to explain. 
But at what price?

Momentum - 12 Month Rolling Active Performance
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Value - 12 Month Rolling Active Performance
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International and domestic 
research shows that in all 
cases, value + momentum 
provide key robustness

While our portfolios were able 
to capture the value risk 
premia, it was difficult to find 
momentum managers as 
specialists 

Ironically, in a bull market, this 
is where your BIV manager 
thrives

Capturing other risk premia found in SA equities

Contribution to performance from size in Focused equity blend
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R-Squared

FUND PERFORMANCE

Actual Return (p.a.) 13.91%
Passive Style Return (p.a.) 14.82%
Manager Selection (p.a.) -0.91%

Fit (R2) 97.29% Datapoints 109




