8/20/2020 Reflection: Portfolio construction is for experts | Professional Planner

ON PRACTICE ADVICE INDUSTRY INVESTMENT PROFILES REGULATION OPINION ROUNDTABLES EDUCATION

Home > Opinion > Analysis

ANALYSIS, INVESTMENT, OPINION

Reflection: Portfolio construction is for experts

@ Simon Hoyle October 13, 2017

.{-slﬂt\nﬁ
h?ﬁ"“&*
'I'f'ﬁ m‘ a0

lhil

0 "u"'
”?Ej;ll'h w}%\a Eﬂgw

'n‘.‘.l,n,

. = h% @ﬂﬁﬂ & B ‘P/@\{ﬁpha + [B) = sin (alpha — l3 )
v .1 .,h"?*'"JJHSﬁ dﬂﬁﬁ‘i % : 3 %lﬁa&{)ﬁ%h % ﬁjf’-‘ J g y

ot(X) |1f +'ﬂ1-!f{xl+ftgf}! 051
' ) It.clﬁllﬂ]:}rﬁd* ':-—ﬁ&?hf%m |1|f?

Being the most stupid person in the room isn't unusual, it happens often enough to be something that is now unremarkable. But even by
historical standards, the issue was taken to new heights (or perhaps depths?) at the Investment Management Research (IMR) Program
Conference in Sydney on September 28 and 29.

It seemed like such a good idea: hear some leading academics speaking about the latest research in the field, and listen to them assess
the contribution of academic research to the finance industry.

The IMR Program, staged in conjunction with University of Technology Sydney (UTS) and Graham Rich’s PortfolioConstruction Forum,
isn't for the faint-hearted; it's for the hardcore investment pros and pointy-heads. It underlines — as if we need to be reminded - that the
theory informing the practical task of managing other people’s money is complicated. It's a rich field of research, one in which new and
exciting things are being discovered regularly.

Michael Brennan looks like a harmless enough bloke, but when the professor emeritus at UCLA Anderson School of Business is in full
flight, he’s fairly terrifying. He does things like challenge the whole notion of the capital asset pricing model (CAPM). That'’s the financial
model that describes the relationship between the risk of an asset, such as a share, and the expected return from it.
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Consider the constrained cross-section regression of r'jt £ T — Wj ON —U;.

The regression coefficient is proportional to Z;, an estimate of the pricing kernel innovation.

We can convert this into the return on a portfolio whose return is perfectly correlated with the
pk innovation.

Now we have a standard (CAPM like) pricing equation:
Rit — Rpe = Bjz(Rzt — Rpe) + €y

These were slides nine and 10 of 42; it was about 10 minutes into his presentation and it had already veered into the incomprehensible.
And that’s exactly as it should be. Feeling like the most stupid person in the room is often a good sign that the people you're listening to
are at the top of their game. After all, if pricing assets and combining them efficiently in portfolios were easy, then we'd all be doing it.

And this is something that's starting to become of greater concern as managed accounts in their various forms and shapes begin to
gain real momentum — we are all doing it. Or at least many more are than before.
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few banks, some resources, a couple of retailers? Or knocking together a few ETFs or a collection of top-rated managed funds?

Portfolios advisers produce can, undoubtedly, be well constructed, with smart security selection decisions based on a thorough and
well-reasoned process with input provided by qualified investment experts and built with transparency of process and the full
accountability of all involved. Some advisers will conduct a full look-through analysis and understand the risks and expected
characteristics of the securities they've so assembled. Their portfolios aren't the ones we need to worry about so much.

Of greater concern are the portfolios built in the small, serviced offices across the country by the one- and two-person advice practices
with little expert investment input or, potentially worse, with ad-hoc input from whichever fund manager’s business development
manager or practice development manager happens to be visiting on the day.

Brennan and his colleagues at the IMR Program Conference didn't put it in so many words, but their presentations eloquently illustrated
why investing is a discipline that requires much expertise and understanding, and a firm grasp of the theory before the practice can be
mastered. That's not to say it can't be mastered, only that mastering it is a full-time occupation — and that'’s fine, if it's your full-time
occupation.

But financial planners aren't full-time investment professionals, so while the growth of managed account services is impressive and
understandable, in a business context, if it means the job of investing is being taken out of the hands of the experts, it could be only a
matter of time before it ends in a large shower of sparks and recriminations.

CAPITAL ASSET PRICING MODEL, CAPM, GRAHAM RICH, INVESTMENT MANAGEMENT RESEARCH PROGRAM CONFERENCE, MANAGED ACCOUNTS, MICHAEL BRENNAN,
PORTFOLIO CONSTRUCTION, PORTFOLIO CONSTRUCTION FORUM, PORTFOLIOCONSTRUCTION FORUM, UCLA, UNIVERSITY OF TECHNOLOGY SYDNEY

Simon Hoyle is head of market insight for CoreData Research.
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