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How to Evaluate Investment
Portfolio Performance

ortfolio performance is more complicated than simply

looking at “how much I started with and what do I have

now.” You should put portfolio performance in context
relative to investment goals, risk tolerance, and the invest-
ment climate for the assets invested. This is a guideline on

how investors can measure their investment successes.

Goals Understanding why you are investing is the first
step in structuring a portfolio, as well as in establishing a
framework for viewing portfolio performance. There are a
few questions investors need to ask themselves and review
with their advisors before starting to invest. Specifically,
What are my investment objectives? What is this money for?
What kind of risk am I willing to take? What is my time horizon?
It is important that you work closely with your advisor so
you both have a clear understanding of your specific needs

and goals.

Risk Understanding risk is an integral factor in understand-
ing portfolio performance. You can view risk as portfolio
volatility, as the risk of not achieving your goals, or as the
risk of permanent capital loss. When you are assessing risk,
questions to ask yourself include: How much volatility am

1 willing to accept? What are the consequences if I do not achieve
my investment objectives? How large a loss can I sustain? Do 1

want to use leverage?
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Risk and returns are generally related. Over the long
term, increasing your risk typically leads to higher expected
returns, while lowering your risk leads to lower expected
returns. However, this is not always so. For some occasions,
which may occur for an extended period of time, higher
levels of risk may lead to lower returns, and vice versa.

Goals and risk tolerance should be the basis for estab-
lishing investment guidelines for your portfolio. These
guidelines will enable your advisor to structure your portfo-
lio and provide you with a framework that allows you to

review and understand your investment performance.

Investment Climate Not all asset classes, or segments
within asset classes, perform in line with each other. Invest-
ment professionals use this lack of correlation to lower
volatility in an overall portfolio — a fact you should keep in
mind when you are evaluating investment performance. For
example, if you hire an investment advisor to invest in small
capitalization stocks, it is possible that the stocks will per-
form very differently from the market in general and from
other market segments. Because of the potentially low cor-
relation of returns, it is unfair to judge an advisor’s perform-
ance relative to anything other than his or her own peers

or the market environment. It should also be noted that past

performance does not necessarily indicate future results.

Relative Returns While the absolute return of a portfolio
is important, investors must also look at portfolio perform-
ance on a relative basis. To do this, compare your results to
a relevant market index as well as to a peer group. A peer
group is a group of managers who invest with a similar style
and who have similar objectives. For example, if you invest
with a large capitalization growth equity manager, compare
his or her returns with similar managers as opposed to,

say, a group of domestic high-yield managers. At the outset
of the investment relationship, you and your advisor need

to agree upon the peer group and the index (for example,
the Standard and Poor’s 500) that best reflect the goals of
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the account. Use these as a baseline to determine how well
you are doing on a relative basis.

"To provide an accurate assessment of performance,
take the overall investment climate for the specific asset

class into consideration when looking at portfolio returns.

AIMR Performance Presentations Standards An
important aspect of evaluating an investment advisor’s
performance is determining whether the advisor complies
with the industry’s best practices in presenting return
history. To promote consistency of performance reporting
among advisors, AIMR has developed the AIMR Perform-
ance Presentation Standards™ (AIMR-PPS™) and the
Global Investment Performance Standards™ (GIPS™).
These guidelines are ethical standards that promote unifor-
mity in reporting investment performance. The standards
allow investors to directly compare the performance of
different investment advisors, helping to foster an environ-
ment of credibility and trust in the investment industry.
The standards require advisors to group their discre-
tionary portfolios by strategy into “composites” and then
calculate composite return. Advisors thus calculate the
return of all the portfolios managed to the same strategy or
objective, not just one or two “representative” accounts.
Managers cannot include in their composites model portfo-
lios or simulated performance that is generated by applying
investment strategies to historical information. The stan-
dards do require that advisors maintain even terminated
accounts in their historical composite return so that gener-
ally poorer performing accounts are not dropped from
an advisor’s return history. The standards also call for advi-
sors to use a consistent return calculation (time weighted

rate of return) when calculating composite returns.

lated the composite returns, these numbers must be shown
in a presentation that includes standard disclosures and a
consistent presentation format. Disclosures include ten years
of annual history, the number of portfolios and amount of
assets in each composite, and a benchmark for the strategy.
These required disclosures ensure that investors receive

the critical information on an advisor’s performance in a
consistent manner. Investors can easily compare the true
historical success of an advisor in following a particular
strategy if the advisor complies with AIMR-PPS or GIPS.

1o find more information on the AIMIR-PPS Standards, visit
the AIMR Web site at www.aimr.org/standards/pps/.

Quadlitative Issues In addition to understanding perform-
ance issues, a good working relationship with your advisor
is invaluable. At the outset of your relationship, establish
the frequency of meetings for reviewing your portfolio as
well as a schedule for receiving written material. Your advisor
should be willing to take the time to review your goals,
your risk tolerance, and explain how you have done on

both a relative and an absolute basis. He or she ought to

be willing to educate you on the overall structure of your

portfolio as well as on general market conditions.

Conclusion To fully understand investment
portfolio performance, investors need to

L

work closely with their advisors to establish
il investment goals and risk tolerance levels.

Look at returns on an absolute and relative basis, and
consider the investment climate for the specific asset class.
In addition to performance, take the entire working rela-
tionship with your investment advisor into account when

looking for a successful investment program. =

Once an advisor has created its composites and calcu-
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