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Guest Perspective

Show Time

Your quarterly performance reports can be a great arena
for letting clients see how valuable you are to them

Scott Welch and Jamie McIntyre

O SEPARATE YOURSELF FROM THE

increasingly crowded field of

professional financial advisers,
you must provide exceptional service
that investors can’t find elsewhere. An
ideal starting point—and a service you
may be overlooking—is performance
measurement and reporting. How your
quarterly performance reports look, what they convey, and
the degree to which they help you demonstrate the value of
your services can make a difference in landing—and keep-
ing—high-net-worth clients.

Many wealth managers fail to recognize that the quar-
terly performance reports they send clients are among the
few physical manifestations of what they’re doing. The re-
ports represent a perfect opportunity to show clients in a
very tangible way that you’re adding value. As such, the re-
port should do the following:

u Act as a reminder of the agreed-upon investment plan
Most quarterly reports present data rather than information.
The client receives numbers on a page, frequently with no
context. The report should compare the path the client’s fi-
nancial life is taking with the path planned out up front in a
detailed investment policy and wealth-management plan. This
plan should cover such issues as cash flow requirements, risk
tolerance, growth and terminal value goals, time horizon, tax
issues, and so forth. The quarterly performance report should
enable you and your client to track the success of the plan

Scott Welch and Jamie Mclntyre are managing directors at
Lydian Wealth Management, a financial-advisory firm in
Washington D.C., Seattle, Palm Beach, Fla., and Atlanta.

and identify any problem spots.

® Present an objective perfor-
mance assessment First, the report
should demonstrate how the overall
plan is performing. Second, it should
show how each investment is per-
forming. Most performance reports
contain information only on those
managers or accounts for which the adviser is directly re-
sponsible. Yet, many high-net-worth clients have more than
one adviser or manager and, typically, multiple custodian
or brokerage accounts. Generating a report limited to one
segment of the client’s portfolio restricts the usefulness of
the analysis. What if a client is properly allocated to large-
cap stocks in the portfolio you oversee but extremely over-
allocated to large-cap stocks elsewhere? What does this
do to the overall risk and return characteristics? From a
practice-management perspective, how have you differen-
tiated yourself? Are you simply in a beauty contest with
the other investment managers, including the client her-
self? By reporting on the entire invested asset base, you can
become the financial quarterback, essentially eliminating
the risk of being “backdoored” by another adviser claim-
ing better performance.

® Explain the factors driving portfolio performance
Beginning with macroeconomic trends and shifts, the report
should drill down from the performance of the overall port-
folio to the performance of each asset class, to each manager
within each asset class, and to the benchmark-specific per-
formance for each manager. Only by reporting in this level of
detail can you help the client identify outperformers or un-
derperformers then make any necessary changes. Such a level
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EXHIBIT 1: EXECUTIVE SUMMARY
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of detail also enables
you to add value, where
appropriate, through
tax management.

We segment them in
a descending order
from overall portfolio
performance down to
security-specific per-
formance. This allows
clients to focus on the
level of detail they
deem important. Many
clients simply want
to know what they’re
worth. For them, a
comparison of the
portfolio’s value at the
beginning and the end
of the period may be
enough. Other inves-
tors desire more. By

T presenting information
in successively greater
detail, the report becomes a flexible tool adaptable to each
client’s objectives, knowledge base, level of sophistication,
and attention to detail.

The first element in our overall performance report is an
executive summary. (See “Exhibit 1: Executive Summary,”
above. Click HERE to see a full view of Exhibit 1.) This sin-
gle page provides a snapshot of how much money the client
has invested and how the overall portfolio is performing. It
also summarizes information about the macro trends in the
marketplace that contributed to the performance: market
commentary offers our investment strategists’ views on the pre-
vious quarter, and an investment outlook presents a view on
upcoming quarters. This page should also contain the current
total value of all investment assets; the dollar-value apprecia-
tion/depreciation of the portfolio during the quarter, incor-
porating all investment activity but excluding capital flows;
and the dollar-value appreciation/depreciation of the portfo-
lio since the initial investment.

Finally, the executive summary should provide an asset-
class overview and weighted index calculation. This allows
the client to see at a glance how each asset class in his port-
folio is performing versus the appropriate benchmark, and
how the overall portfolio, weighted by asset-class alloca-
tion, is performing versus a weighted portfolio index. In
other words, clients can see how much value, or alpha,
many active managers are adding.

The executive summary should be followed by a portfolio
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review page summarizing the performance over time of the
total invested capital. (See “Exhibit 2: Portfolio Review,”
below. Click HERE to see a full view.) Many investors—part-
ly as the result of the tidal wave of information now avail-
able—tend to focus on short-term performance, so you must
have tools available to bring long-term focus to the discus-
sion. Our research indicates that the top quartile of active
managers typically don’t beat their respective benchmarks
more than 50 percent to 60 percent of the months invested.
Therefore, client focus on the short term can result in frequent
turnover, as the investor continually tries to chase the “hot”
manager or fund. Not only could this strategy hinder per-
formance, but it will also increase taxes and transaction costs.

The portfolio review should give details that support the
portfolio statistics in the executive summary: where did
the client start, where did he end up, and why? For example,
we prepare a summary table that shows, for each time period
analyzed, the beginning market value, net capital inflows/out-
flows, investment gains/losses, fees and expenses, and the
ending market value. Underneath the ending market value,
we report the dollar-weighted return on investment, that is,
inclusive of capital inflows and outflows.

The report should also show portfolio returns on a time-
weighted basis—or, after negating the effects of any capital
contributions and withdrawals. This is the industry standard
for measuring a manager’s success: managers shouldn’t be
unjustly rewarded for client contributions into rising mar-

EXHIBIT 2: PORTFOLIO REVIEW
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EXHIBIT 3: ASSET-ALLOCATION REVIEW
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kets or punished for contributions into a falling market. We
show this time-weighted return both gross and net of man-
agement fees and expenses. In short, clients care about dol-
lar-weighted, or spendable, return, and the advisers care
about time-weighted, or manager-contributed, return. Both
are critical to making decisions.

We use the portfolio review page to again highlight the
value being added by active managers (and, by extension,
the adviser who selected those managers) by comparing the
portfolio return with a weighted-benchmark return. Such a
comparison comes with a caveat: published index returns
slightly overstate the results investors could achieve with
passively managed index funds because they exclude fees.
Therefore the weighted-benchmark return shouldn’t include
fees associated with buying index funds or other index-
tracking investments, such as exchange-traded funds, as
these fees vary from client to client.

At the bottom of our portfolio review page we include a
useful illustration depicting the market value of the portfo-
lio overlaid against the actual capital invested over time.
This graphic shows, on a monthly basis since inception, the
initial contribution and cumulative subsequent contribu-
tions and withdrawals. Overlaid against this is, for the cor-
responding time periods, the net market value of the
portfolio. This provides a clear and concise visual illustra-
tion of how the portfolio has performed.

In support of the portfolio review, the next page should be
a specific asset-allocation review comparing the actual cur-
rent allocation with the targets set forth in the investment

policy statement. (See “Exhibit 3: Asset-Allocation Review,”
left. Click HERE to see a full view.) This provides the data
necessary for timely and appropriate rebalancing and helps
educate the client. For many investors, the notion of selling
the winners and reallocating back into the losers is counter-
intuitive. But this asset-allocation review can serve as a re-
minder that the plan—not the performance of any given asset
class or manager—will provide clients their best chance to
meet their long-term goals.

An additional illustration that we include on the asset-
allocation review page is a unit value comparison chart,
which shows the compounded rate of return of the client’s
portfolio overlaid against the return of an appropriately
weighted index. This chart provides a concise picture of two
important aspects of portfolio performance—how closely
the portfolio has tracked its weighted benchmark (in terms
of both performance and volatility), as well as whether or
not active management has added value. One word of warn-
ing: a unit value comparison chart may indicate more ex-
treme outperformance or underperformance in the early
years of investment before enough time has elapsed to
smooth out volatility. Advisers and clients should take this
into consideration when reviewing the performance of a
young portfolio, one less than three years old, for example.

Once the overall portfolio performance has been re-
viewed, we then illustrate the factors that contributed to
that performance. One useful way of presenting this infor-
mation is in the form of a trailing returns summary. (See “Ex-
hibit 4: Trailing Returns Summary,” below. Click HERE to
see a full view.) This summary shows the time-weighted per-
formance of every manager, fund, or investment segment
within the portfolio for various time periods. These per-

EXHIBIT 4: TRAILING RETURNS SUMMARY
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EXHIBIT 5: ACCOUNT ACTIVITY SUMMARY
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formance figures are then rolled up into their respective asset
style then rolled up again into their respective asset classes,
which are compared with the appropriate asset-class index.
This allows the client to see how the various managers work
together to contribute to overall asset-class performance.

Though managers and assets are identified in this sum-
mary, they are being reviewed only relative to their contri-
bution to the overall performance of their class and style.
Reporting the information over multiple time periods serves
two purposes—identifying which asset classes are over- or
underperforming, and more importantly, acting as a visual
reminder that today’s hot asset class probably wasn’t hot
three or five years ago. If presented properly to the client,
this reinforces the argument for disciplined rebalancing.

The next level of specificity is an account activity sum-
mary. (See “Exhibit 5: Account Activity Summary,” above.
Click HERE to see a full view.) Each manager is again pre-
sented within the appropriate asset style and class, but now
the analysis focuses on the drivers behind the most current
quarter’s performance. In tabular form, the path from the
market value at the beginning of the quarter to the market
value at the end of the quarter is drawn: beginning market
value; plus or minus net capital inflows and outflows; plus
or minus net transfers, or rebalancing; plus interest and div-
idends paid; minus fees and expenses; plus or minus invest-
ment gains and losses; ending market value.

The ending market value for each manager should match
the value shown in the trailing returns summary, but this dis-
section allows you to help the client identify the specific con-
tributing factors to that value. As a final “drill down,” we
summarize all capital inflows and outflows. (See “Exhibit 6:
Portfolio History,” right. Click HERE to see a full view.)

Once the overall asset classes and styles have been re-
viewed, the next level of analysis is to examine how each
asset style—growth, value, or core—has performed, and
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how each manager within each style has performed. (See
“Exhibit 7: Asset Style Review.” Click HERE to see a full
view.) Two relevant comparisons can be made here: how
each manager performed relative to the appropriate bench-
mark and how each manager performed relative to peers
within the same asset style. This level of analysis can re-
veal the degree to which overall portfolio performance has
been affected by the performance of an individual manag-
er or group of managers. Individual manager performance
is frequently the primary point of focus for clients. By
placing it this deep into the report, you send the message
that short-term individual manager performance is rela-
tively unimportant.

The top half of the asset style review shows a trailing re-
turn and universe comparison. The table includes time-
weighted rates of return for the trailing quarter,
year-to-date, and one-, three-, and five-year periods. The top
row summarizes the market performance of the respective
asset style—large-cap core, for example—with the subsequent
rows summarizing the performance of each manager within

EXHIBIT 6: PORTFOLIO HISTORY
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EXHIBIT 7: ASSET STYLE REVIEW
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the style in decreasing order of their percentage of assets. The
bar charts below this table illustrate how each manager’s per-
formance stacks up against the relevant index and relevant
universe of managers for a specific time period. The height of
each bar shows the volatility of returns of the various man-
agers for that time period. Ideally, each manager should place
within the top quartile of performance within the universe
of managers using that asset style. But again, discipline is the
key. Certain managers may be underperforming the market
index, but those same managers may show strong outper-
formance over a longer time horizon.

At the bottom of our asset style review (not shown above),
we include a scatter chart illustrating a trailing
risk-and-return comparison of each manager
relative to the relevant index. The intersection L Fursd
of the crosshairs represents the realized risk and
return for the index, and each plot point repre-

comparison over multiple time periods, which
again serves as a reminder to the investor that
the focus should be on the long term. Second,
you could use a unit value comparison chart
tracking the cumulative performance of a

(8 1

single-unit investment with the manager versus
_:: a single-unit investment in the underlying index
Sl over the same period.
21 The comparison chart must be used with cau-

tion: clients can easily “lose sight of the forest

for the trees”—in other words, focus on a spe-

cific manager’s individual performance rather

than overall portfolio performance. They need

to be reminded often that asset classes and styles
'l go in and out of favor.

Finally, if your client requests it, you could
drill down one additional level and look at the
performance of each individual security. But

this level of analysis is probably more useful for the adviser,
who can use the information to help manage taxes.

The upshot: As a financial adviser, you can’t control in-
vestment returns on a macro basis—nor can you control the
markets. For this reason, a business model that focuses
solely on investment performance is fundamentally flawed:
investors who are drawn in by current returns are at risk to
depart once those returns fall off.

A more successful, long-term business model is to focus
on factors you can control, such as taxes, fees, and service;
educate and constantly remind clients that it is the invest-
ment plan—the setting of goals, the construction of a port-

EXHIBIT 8: MANAGER DETAIL
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shows the manager’s performance on an ab-
solute basis, since inception, broken down by
investment gains and losses, interest and dividends, fees,
and contributions and withdrawals. (See “Exhibit 8: Man-
ager Detail,” right. Click HERE to see a full view.)

The manager review page should also compare the man-
ager’s performance with that of a relevant benchmark. This
can be depicted in several ways: First, you can make the
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folio, and the disciplined implementation, review, and
refining of those goals—that ensures long-term success.
Properly constructed and used, the performance report not
only supports this business model, but also acts as the phys-
ical representation of both the plan and the value being

added by the adviser. [wm|


http://wealth.bloomberg.com/wealth/0403/IMAGE8.PDF

