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Introduction
Since the 2008 financial crisis, there has been plenty of discussion about the perils of short-termism, but concert-
ed action to remedy them is lagging.1 In “Focusing Capital on the Long Term,” a Harvard Business Review article 
published in January 2014, Dominic Barton of McKinsey & Company and Mark Wiseman of the Canada Pension 
Plan Investment Board argue that “the single most realistic and effective way to move forward is to change the 
investment strategies and approaches of the players who form the cornerstone of our capitalist system: the big asset 
owners...Action must start with [them]. If they adopt investment strategies aimed at maximizing long-term results, 
then other key players—asset managers, corporate boards, and company executives—will likely follow suit”.2 

In a recent survey of public and private pension plans and sovereign-wealth fund managers, respondents over-
whelmingly agreed that while the ability to invest long term is an advantage, they do not necessarily have an effec-
tive set of implementation strategies/tools to help them realize their aspirations to be long term.3 

To address this lack of long-term tools for institutional investors (that is, asset owners, including pension funds, 
sovereign wealth-funds, mutual and other investment funds, and life insurance companies; and asset managers, 
including investment-management firms and internal portfolio managers at asset owners),4 FCLT brought together 
more than 20 experienced investment professionals from nine institutional-investment organizations controlling an 
aggregate of over $6 trillion in assets under management. Our goal was to develop practical ideas for how institu-
tional investors might reorient their portfolio strategies and management practices to emphasize long-term value 
creation and, by doing so, be a powerful force promoting a long-term mind-set throughout the investment value 
chain (see Appendix A). 

The result of our work provides recommendations across five core action areas that all institutional investors must 
consider: investment beliefs, risk appetite statement, benchmarking process, evaluations and incentives, and invest-
ment mandates. We believe these five areas collectively provide a framework for institutional investors to improve 
long-term outcomes for their portfolios, their investee companies, and ultimately for all stakeholders.

Institutional investors should...

Clearly articulate investment beliefs, with a focus 
on their portfolio consequences, to provide a 
foundation for a sustained long-term investment 
strategy.

Develop a comprehensive statement of key risks, 
risk appetite and risk measures, appropriate to 
the organization and oriented to the long term.

 
Select and construct benchmarks focused on 
long-term value creation; distinguish between 
assessing the strategy itself and evaluating the 
asset managers’ execution of it.  

Evaluate internal and external asset managers 
with an emphasis on process, behaviors and 
consistency with long-term expectations. 
Formulate incentive compensation with a 
greater weight on long-term performance.  

Use investment-strategy mandates not simply 
as a legal contract but as a mutual mechanism 
to align the asset managers’ behaviors with the 
objectives of the asset owner.

 Five core action areas for institutional investors

1   Investment beliefs 
Set the investment philosophy, and provide  
a compass to select investment strategies  
and navigate short-term turbulence

2   Risk appetite statement 
Establishes the risk framework by clarifying 
the asset owner’s willingness and ability to 
prudently take risks and accept uncertainties

3  Benchmarking process 
Measures the success of investment strategies 
and their execution over the long term 

4  Evaluations and incentives 
Ensure alignment between asset owner’s and 
asset manager’s financial interests towards 
the long term 

5  Investment mandates 
Define and formalize the portfolio approach, 
and the relationship between asset owner  
and asset manager 
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  A discussion of each action area follows in this paper. We address the management of institutional-investment 
portfolios and mutual funds, with particular focus on public equities. Investments in publicly-traded equities and 
bonds are the single biggest component in the collective portfolio of institutional investors and many public compa-
nies continue to exhibit excessive short-termism, which is often reinforced rather than countered by the behavior of 
many institutional investors.5 However, some of the ideas we present in this paper can be applied more broadly to 
the total portfolio. 

  Given the need for action, we focus on areas where asset owners and managers have the ability to act immediately 
and change practices on their own initiative. However, there is only so much they can do by themselves. Broader  
issues of regulation and governance of institutional investors must continue to be addressed.6 While beyond the 
scope of this paper, our views can be summarized as follows:

  • Regulators and policy-makers need to strike a better balance between their current emphasis on setting short-
term accounting rules, funding requirements and required reserves for prudential purposes, versus enabling the 
pursuit of long-term investment strategies that are appropriate to long-term liabilities. For example, given the 
volatility of capital markets, rigid annual mark-to-market requirements for pension plan assets and liabilities can 
hinder optimal management of the fund for the long term. 

  • Institutions seeking to pursue true long-term investment strategies must first be founded on governance struc-
tures that support, even force, an attention to the long term. Such structures should ensure effective direction 
and oversight of the investment process through sufficiently qualified boards with relevant experience, possibly 
including members who represent beneficiaries, and should provide the board and management the freedom to 
act in the long-term interest of their beneficiaries. Governance, like regulation, is highly sensitive to context. Core 
governance issues (for example, board composition, reporting, and transparency requirements) are inevitably 
impacted by institutional purpose, ownership structures, legislation and many other factors. While there is no 
such thing as a universal prescription for sound long-term governance, there are many examples today of models 
that work. For example, the governance structures and practices of the top ten Canadian pension funds are often 
cited as a major competitive advantage allowing them to invest for the long term.7 Key principles of integrity, clear 
purpose and accountability should run through all well-governed organizations. 

  This paper is written by investors, for investors.8 A diverse group of institutional investors and investment profes-
sionals helped contribute to this paper and each may hold the ideas expressed to varying degrees. Within the context 
of their own unique situations, we encourage institutional investors to evaluate, adapt, and adopt an organizational-
ly appropriate mix of these ideas to enhance the long-term value they create for their beneficiaries. 
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 Guiding principles 
 Understand and define the characteristics of long-term investing. Develop a set  

of principles that can guide, and be used to test, current or future practices.

  Asset owners and managers should have a mutual understanding of the characteristics of long-term investing and  
a set of guiding principles in order to create the necessary foundation to ensure the five core action areas are con-
sidered from an aligned perspective focused on long-term value creation. Such a foundation can help ensure a long 
term-focused culture pervades each of their organizations.

  We define long-term investors as stewards of capital who have the ability and willingness to invest in businesses to 
create and grow value on a sustainable basis for their stakeholders.9

 Long-term investing…

 • is a frame of mind rather than a holding period, and a culture rather than a directive

 • is about making investment decisions with a sustainable future-oriented perspective

 • takes advantage of opportunities created and/or unable to be taken by short-term investors

 • emphasizes process and fundamental long-horizon corporate research rather than focusing solely 
on quantitative data analyses 

 • requires persistence through periods of short-term underperformance and reaps the rewards of 
patience

 • is not a continuing sequence of short-term investments nor simply about buying and holding  
assets

 • is not driven by rankings or benchmarks (it is not a “beauty contest”), but focuses on long-term 
expectations and outcomes 

 • is consistent with the time horizons and ultimate needs of most savers by providing asset owners 

with the ability to meet liabilities today and for many years into the future

  To align their organizations, people, and partners to the long term, asset owners and managers should consider 
developing a set of principles that they can use to assess their current practices and to guide their creation of truly 
long-term strategies moving forward. Here are some candidates:

Guiding principles for investors to focus on the long term:

Align stakeholders and minimize agency costs

• Discuss and agree on a core set of investment beliefs that translate readily into actions.

• Clarify risk and risk appetite, and define appropriate long-term metrics.

• Set structures, terms, and expectations in asset managers’ mandates to align fully with the  
strategy and objectives of the asset owner.

• Agree on success measures to foster and evaluate long-term value creation.

Focus on intrinsic value of assets and long-term real value creation

• Invest rather than speculate—build and manage the portfolio as business owners who invest  
capital where it will grow rather than unduly focusing on a benchmark. 

• Assess a company’s fundamentals and ability to generate long-term real value based on the  
relative lifetime of the underlying business assets. 
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• Use current market pricing primarily to determine margin of safety versus the intrinsic value  
of the underlying business and thus the timing and sizing of investment.

• Give appropriate weight to inherently long-term factors, including the long-term implications  
of environmental, social, and governance (ESG) risks and opportunities.

Develop and execute robust, sustainable investment processes  

• Allow and encourage portfolio management to remain focused, patient, and disciplined. 

• Create and use the ability to be countercyclical.

• Stay the course during market cycles and turbulence, yet adapt to secular evolution. 

• Help build trust and partnership between asset owners and asset managers.

Positively influence the management of investee companies  

• Fulfill shareholder responsibilities to be engaged owners of both active and passive  
long-term holdings.

• Engage in constructive two-way dialogues with companies.

• Focus on corporate strategy, key longer-term performance indicators, and activities that will  
enhance the intrinsic value of the business.

• Be prepared to support companies facing short-term threats if they present sound plans and 
processes for long-term value creation.
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 Investment beliefs 
 Clearly articulate investment beliefs, with a focus on their portfolio consequences, 

to provide a foundation for a sustained long-term investment strategy.

1

  Are markets very, somewhat or not at all efficient? Is alpha fleeting or persistent, rare or common, predictable or 
unexpected? What can passive and active investment strategies deliver over the long term? How important is the 
initial asset allocation relative to investment selection and strategic shifts? How much diversification is “enough” 
in markets that are imperfect? Can we trace and profit from patterns in the deviation of market prices from “funda-
mental” or “intrinsic” value? What exploitable advantages do long-term investors have? What type of relationships 
between providers, managers and recipients of capital lead to better long-term returns? 

  Every investor, regardless of size or structure, must address these and many other similar questions. The answers 
are essential to identifying and sustaining institutionally appropriate investment strategies. When it comes to 
financial markets, there are few universally acknowledged truths. As a result, institutional investors must often rely 
on incomplete evidence from particular places and times. They must use both deductive and inductive reasoning10 
and look deep within to understand their own appetite for risk, their behavioral biases, and other factors that might 
influence their investment decisions. 

  Investment beliefs are tenets and principles based both on conviction and fact. They set the investment philosophy, 
provide a long-term compass to select investment strategies, and help navigate short-term turbulence. Used wisely 
and consistently, investment beliefs are sturdy anchors for decision-making at every level.  
 
Six reasons to hold (formal or informal) investment beliefs11

 1. Investment beliefs offer a consistent way of thinking about financial markets and how they work. 
   Our understanding of how financial markets work will always be incomplete. Our knowledge also suffers from a low 

signal-to-noise ratio: the ratio of expected return to risk is low and variable.12 Nonetheless, research over the years 
has uncovered several likely truths—some more likely than others—about the nature of the markets. As investors, we 
must decide which of these “likely truths” we choose to believe in, and equally important, how we use them to guide 
our investment approach. For long-term investors especially, coming to terms with the mystery of markets and 
developing a consistent way to think about them is essential to being able to sustain their investment strategies.

 2. Investment beliefs help investors define a sound investment process that is relevant to their  
circumstances.

  Rigorous processes ensure consistency and discipline in investment strategy, even as an organization undergoes 
change and market conditions fluctuate. Holding well-understood investment beliefs leads to reduced costs of 
decision-making, as it becomes easier for investors to accept propositions that are consistent with those beliefs and 
to disregard those that are not. It provides continuity, ensuring that institutionally agreed-upon views remain the 
definitive guide to investment decisions; this should hold true even in the face of staff changes, as new experiences 
and perspectives are assimilated by the organization. While rigor does not mean rigidity, and strategies and process-
es must adapt to changing long-term realities, the clear articulation of investment beliefs establishes the burden of 
proof for change (for example, the required maturity of new ideas) at the outset, providing certainty and clarity for 
all decision-makers.

 3. Investment beliefs encourage long-term investors to look past short-term market prices and  
focus on long-term fundamentals.

  Long-term investors seek to establish the long-term intrinsic value of a security in order to buy at or below this 
value. Future market prices are the result, not the driver, of company fundamentals. Investment beliefs encourage 
decision-makers to ask the right questions and look at the right factors that are truly material to long-term value 
creation.



LONG-TERM PORTFOL IO  GU IDE  9

Focusing Capital on the Long Term

 4. Translating beliefs consistently into processes and practices helps investors combat behavioral  
biases that distort rational decision-making.  

  The existence of behavioral biases is widespread and critical to decision-making. Beliefs can help “stay the course” 
and help counteract the effects of pre-existing biases. In the absence of clear, strongly held convictions, investors are 
liable to drift from one strategy to another, with the result being “excessive transaction costs … and the high chance 
of incurring losses from chasing the next best thing.”14 

 5. Clear and consistent investment beliefs can also help mitigate principal-agent problems. 
  Principal-agent problems15 arise from the fact that the incentives of an asset management firm may be different or 

even contrary to the interests of its clients. Beliefs that acknowledge the inevitable existence of these problems can 
then be used to construct incentives and processes that counter them.

 6.  Investment beliefs are an indispensable communications device.
  Well-substantiated beliefs can help articulate and justify a long-term investment strategy and establish a long 

term-focused culture. For this reason, beliefs are best framed in plain language that makes them accessible to all, in-
cluding trustees, beneficiaries and the public. Specialized investment strategies are easier to explain when reference 
is made to a consistent subset of related institutional beliefs that have been previously examined and adopted.  

Idea in action: 
Using investment beliefs to inform investment strategy

The New Zealand Superannuation Fund (NZSF), a New Zealand government entity established to 
pre-fund future pension liabilities, developed an investment strategy (“strategic tilting”) predicat-
ed on two investment beliefs (each of which is grounded in investment fact but not necessarily 
definitively proven):16 First, asset classes returns are partly predictable. Over time, returns tend to 
revert toward a mean. Second, investors with a long-term horizon can outperform more short-term 
focused investors over the long run.17

“Strategic tilting” is a technique that NZSF uses to add value to its reference portfolio (that is, 
NZSF’s definition of a low-cost, easily accessible benchmark). The technique involves “dynamical-
ly adjusting the long-run risk profile embodied in NZSF’s reference portfolio” by adjusting/tilting 
broad listed asset class holdings relative to their weights in the reference portfolio according to 
their relative expected returns over near- and medium-term horizons. However, the signals are not 
followed automatically and a substantial judgmental overlay is applied.

Since strategic tilting is a “contrarian” strategy that can result in extended losses relative to long-
run benchmarks, NZSF could underweight an asset class in a bull market or overweight it in a bear 
market—situations which, if persisting, could create enormous pressure to unwind the strategy. 
Thus it is imperative that NZSF’s board is strongly committed to the strategy, sticking to the invest-
ment beliefs behind it and willing to defend it to internal and external stakeholders, particularly in 
periods when the strategy underperforms. In order to ensure staff alignment, staff compensation 
and incentives are independent of the performance of the tilting program and are based on the 
performance of the overall portfolio relative to the benchmark, with tilting being only one compo-
nent in the construction of this portfolio.
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  To articulate, or rearticulate, investment beliefs to reflect long-term orientation and intentions,  
institutional investors should: 

  • Involve and ensure the commitment of all major internal stakeholders (board members, senior leadership and all 
levels of the portfolio-management team) in the formulation process to develop a set of investment beliefs that 
will be universally adhered to by employees, management and the board.

  • Examine and record why they hold particular beliefs, and analyze their practical implications. 

  • Determine if their beliefs provide a valuable long-term compass to guide their selection of investment strategies 
and to navigate short-term turbulence. 

  • Consistently check to ensure investment beliefs are reflected in the investment process. As the global economy 
and capital markets evolve, even the most firmly held investment beliefs should be reviewed from time to time. 
And if their underlying philosophy and rationale are sufficiently well-grounded, the evolution of beliefs and port-
folio consequences will be progressive and incremental rather than reactive and disruptive.18

Idea in action: 
Developing investment beliefs for the long term19

The Dutch pension fund Pensioenfonds voor Zorg en Welzijn (PFZW) reformulated its investment 
beliefs in the aftermath of the global financial crisis. In particular, PFZW staff started questioning 
whether the efficient markets paradigm remained relevant to their investing strategy. The crisis 
also prompted questions about the social sustainability of the plan, not just its financial soundness. 
For example, one core question at PFZW became: “Being a large asset owner with a long horizon, 
should PFZW not contribute to the economic and social well-being of society instead of merely 
being agnostic to them?” 

Meanwhile, the separation of investment strategy and administration between PFZW and PGGM, its 
pensions and investment management services organization provided an opportune time to revisit 
beliefs – until 2008, PFZW and PGGM were one organization. The main characteristics of the refor-
mulation process were:

• Substantial and early input from the board of directors.

• The identification of key questions and their classification under three areas – “How can we invest 
in a way that (1) is suited to the financial ambitions of our plan participants, (2) fully integrates 
sustainability, and (3) is intelligible and controllable?” Relevant literature was collected and as-
sessed, experts were interviewed, board members were surveyed to reveal their preferences over 
risk and return, and contrarian thinking was embraced.

• The resulting investment framework emphasizes parsimony and flexibility, and provides import-
ant support for negotiating uncertainty – attributes all revealed to be highly desired by the staff 
undertaking the formulation exercise. 

  Whether or not they are formally adopted or even stated, investment beliefs form the foundation of all investment 
strategies and decisions. Since the answers to fundamental investment questions often cannot be grounded defini-
tively in fact and necessarily differ from one investor to another depending on circumstances, we call them beliefs. 
By definition, beliefs cannot always be substantiated with unequivocal evidence20 and they are collective judgments 
based on academic literature, research, and experience.

  Below, we provide a small selection of beliefs, together with some justification for holding them, which a long-term 
investor could adopt and adapt. In surveying institutional investors, an appreciably wide range of beliefs exists.  
As previously noted, each institution should identify a set that is most pertinent to their investment purpose and 
method.
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  A selection of investment beliefs that a long-term investor may wish to adopt and adapt: 

 1. Long-term investors should focus on the fundamental drivers that affect the underlying value  
of a business.

  Long-term investors care about returns over the often open-ended lifespan of a fund, usually existing to meet distant 
time-weighted liabilities. Returns over the long term are a product of fundamental economic drivers (and therefore 
of fundamental values), as any short-term deviations that cause short-term price fluctuations will eventually be arbi-
traged away, as expectations are replaced by realities. For any given investor, the intrinsic value of a security reflects 
its fundamental value, approximated by the cash flows generated by that security over its lifetime, discounted by the 
opportunity cost of that investor.

 2. Market prices deviate significantly from fundamental or intrinsic value in the short run.
  Market prices can deviate from fundamental values for many reasons. Market failures often occur due to asymmet-

ric and incomplete information. Behavioral biases such as herding and myopic loss-aversion21 can cause investors 
to temporarily ignore “rational” pricing in favor of heuristics or the “wisdom” of crowds, especially as processing 
information carries substantial costs. As a result, prices can over- or undershoot intrinsic values for sustained peri-
ods of time. In the long run, however, more fundamental forces such as firm-specific or economy-wide productivity 
subsume these localized effects.22 

 3. Market returns show short-term momentum but longer-term tendency for reversion to the mean.  
Markets price short-term news more fully and accurately than long-term trends.

  Many studies have found evidence of negative serial correlation—that is, return reversals—over longer holding 
periods.23 While there is support for long-run negative serial correlation of stock returns at higher frequencies, there 
is limited data available on long-horizon returns; therefore the statistical power of inferences such as those drawn 
by Poterba and Summers (1988) has been questioned. Further, the finding of mean reversion varies across studies 
and time periods—the strongest evidence comes from time spans that include the Great Depression. However, mean 
reversion over long time horizons is supported by structural models, such as that of Campbell and Viceira (2005).24

 4. Long-term investment strategies must be more concerned with long-term risk of loss than  
short-term volatility. 

  This investment belief provides guidance on the construction of an appropriate risk appetite statement (discussed 
in the risk appetite statement section). Essentially, it relates to reorienting the risk profile of the long-term investor 
such that focus is on avoiding the permanent impairment of capital (or another definition of long-term risk appro-
priate to the investor), and thereby surviving short-term pressures on investment strategies. In the long term, a 
focus on avoiding non-recoverable loss delivers the best possible chance of weathering volatility. 

 5. Diversification is essential, but only if it is applied across truly diverse long-term fundamental factors. 
  Modern portfolio theory contends that portfolio risk can be lowered by holding multiple assets. In this way, the 

idiosyncratic component of the risk associated with any asset can be offset by other assets. In practice, diversifica-
tion is more often used in the broader context of portfolio efficiency. An investment strategy or asset class is said to 
provide diversification benefits if it is expected to improve a portfolio’s risk-adjusted return (or Sharpe ratio).25 If 
the risk-adjusted return for a new asset class is deemed to be very attractive over the short term, but the long-term 
or equilibrium-risk-return characteristics of the asset class resemble those of another asset class, then the new asset 
class does not really provide meaningful diversification benefits over the long term. Also, asset correlations tend to 
rise in the event of major shocks like the 2008 financial crisis. These tendencies limit true diversification, which is 
only effective across asset holdings that have significant and persistent underlying differences in their risk factors or 
return-generating processes. Further, long-term portfolios tend to be more concentrated than short-term portfolios,  
because long-term investors acquire and hold more information about each asset. But if a long-term portfolio is 
soundly constructed relative to key underlying risk factors, it should not be more risky than a short-term portfolio 
with higher turnover and more uncertain future content.
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 6. Long-term investors can benefit from their ability to buy and sell at any time without compulsion,  
and can reap the rewards of long-term outcomes whose short-term path is uncertain. 

  Long-term investors have the stability of funding to undertake an investment where the future timing of its positive 
payoff is quite uncertain but where they believe there is a high probability that it will occur eventually. By contrast, 
this investment will be much less appealing, or even prohibitive, for short-term investors who (i) have a strong de-
sire or pressure for more immediate results, (ii) avoid the investment because of the near-term prospect of negative 
news or the lack of an evident catalyst for markets to reward positive developments, or (iii) excessively discount  
potential long-term earnings.26 The absence of a compulsion to sell investments when prices are temporarily  
depressed or to buy when they are temporarily excessive, and the ability to accept path-uncertainty in expected  
payoffs, are clear advantages for the long-term investor. 

 7. Long-term partnering relationships (between owners and managers and between investors and  
investees) foster better and more sustained returns. 

  Asset owners should develop partnering relationships with managers who can help achieve the long-term mission. 
Patient partnerships that go beyond purchaser/seller contracts build trust and provide mutual support. The right 
manager can help an owner identify new opportunities and prioritize existing ones. Closer relationships with well-
aligned asset managers can enhance the comfort that boards, trustees and beneficiaries of institutional investors 
have in the managers’ capabilities, providing a stronger license to negotiate short-term disturbances. Meanwhile, 
investee companies can focus on building long-term value because they know that their stocks and bonds are being 
held, and their capital is being supplied, by patient investors. 

  Below, we provide a case study on implicitly or explicitly held investment beliefs around responsible investing  
as an illustrative example of how some institutional investors approach this issue.

Case Study: 
Implicitly or explicitly held investment beliefs related to responsible investing

Many institutional investors hold investment beliefs that relate to responsible/sustainable in-
vesting. It seems likely that more investors will adopt such beliefs in the future. However, some 
of these beliefs function mainly as communication devices, rather than maintaining sound 
investment processes. Moreover, not everyone agrees that long-term investors need responsible 
investing beliefs. We provide three points that contribute to this debate:

• Most relevant studies find a positive link, with no neutral or negative results, between compa-
nies with high environmental, social and governance (ESG) or corporate social responsibility 
(CSR) ratings and lower ex-ante cost of debt and equity on average. Good ESG practices are 
more highly reflected in accounting-based financial performance than market-price perfor-
mance,27 possibly because the market is only beginning to take such information into account. 

• Companies with high ESG/CSR ratings tend to display stronger financial performance mea-
sured by rate of return on capital or stock-price appreciation.28 

• Of the three ESG factors, governance has to date been viewed by most investors as the most 
important variable for corporate performance, followed by environmental and social factors—
except where there are egregious practices in either of the latter two areas. However, the  
longer the investor horizon, the more weight may be given in beliefs to environmental risks 
and opportunities, and to social impacts.
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Belief

“The way APG manages its clients’ pension assets is about more than real-
izing financial gains. On behalf of our clients we implement the Responsible 
Investment Policy. Therefore we take account of environmental, social and 
governance (ESG) factors as an integral part of the investment process  
in order to: contribute to risk-adjusted financial returns; demonstrate social 
responsibility and; contribute to the integrity of financial markets.”

Responsible Investing, APG, 2015, apg.nl. 

“We believe that integration of responsibility in investment decisions contrib-
utes to a high risk-adjusted return.”

Responsible Investments, ATP, 2015, atp.dk. 

“We believe companies that take environmental, social and governance (ESG) 
matters into account have less risk and generate better long-term value than 
do companies with less robust practices.”

Responsible Investing, bcIMC, 2014, bcimc.com. 

“The Trustee has a fiduciary responsibility to meet the Scheme’s liabilities  
and as a long-term asset owner considers sustainable factors to improve 
long-term risk-adjusted returns. The area of sustainability as defined by the 
Trustee covers long-term factors such as environmental, social and gover-
nance (ESG) and stewardship.” 

 Responsible Investment, BT Pension Scheme, 2015, btpensions.net. 

“CPPIB believes that responsible corporate behavior with respect to ESG 
factors can generally have a positive influence on long-term financial perfor-
mance, recognizing that the importance of ESG factors varies across indus-
tries, geography and time.” 

2014 Report on Sustainable Investing, CPPIB, 2014, cppib.com. 

“Our investment philosophy is based on our conviction that sustainability 
risks and opportunities directly affect long-term business profitability. We 
believe the interests of shareholders, over time, will be best served by com-
panies that maximize their financial return by strategically managing their 
economic, social and environmental performance.”

Generation’s Investment Philosophy, Generation Investment Management, 
2015, generationim.com. 

“Responsible investors must have concern for environmental, social and  
governance factors because they are material to long-term returns.”

Investment Beliefs, The Guardians of New Zealand Superannuation, NZSF, 
2014, nzsuperfund.co.nz.

“Good governance is good business and contributes to sustainable values. 
We continually consider all risks in our investment process, including those 
related to environmental, social and corporate governance factors. We expect 
management teams and boards of directors to be responsive to their share-
holders. We lead by example.”

Our Investment Beliefs, OTPP, 2015, otpp.com.  

As examples, consider: 

Investor

APG 
 
 
 
 
 
 

ATP 
 
 

British Columbia  
Investment  
Management  
Corporation (bcIMC)

BT Pension Scheme 
 
 
 
 

Canada Pension Plan  
Investment Board  
(CPPIB) 
 
 

Generation  
Investment  
Management 
 
 
 
 

NZSF 
 
 
 

Ontario Teachers’  
Pension Plan (OTPP) 
 
 
 
  

http://www.apg.nl/en/apg-as-asset-manager/responsible-investing
http://www.atp.dk/en/atp-as-an-investor/responsible-investments
https://bcimc.com/publications/pdf/Factsheet_ResponsibleInvesting_2014.pdf
http://www.btpensions.net/156/responsible-investment
http://www.cppib.com/content/dam/cppib/How%20we%20invest/Responsible%20Investing/Responsible%20investing%20reports/CPPIB_SI%20Report_EN_2014.pdf
https://www.generationim.com/strategy/philosophy.html
http://www.nzsuperfund.co.nz/how-we-invest/beliefs
http://www.otpp.com/documents/10179/20940/-/a2792268-6b8d-45b6-a152-2edb5af94406/Investment%20Beliefs.pdf
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Investor

PGGM 
 
 
 
 

QIC 
 
 
 

Environment  
Agency Pension  
Fund (EAPF) 
 

Universities  
Superannuation  
Scheme (USS) 
 

Washington State  
Investment Board  
(WSIB)

Belief

“PGGM is convinced that taking ESG factors into account contributes to good 
risk management and can ensure that achieving financial returns goes hand in 
hand with sustainable social improvements.” 

Asset Management: let us help you put your investment portfolio together, 
PGGM, 2015, pggm.nl.

“We believe that environmental, social and corporate governance (ESG) factors 
are likely to have an increasingly material impact on the long-term returns of 
investment portfolios.”

Responsible investment, QIC, 2015, qic.com.au.

”We recognize that environmental, social and governance (ESG) issues can 
adversely impact on the Fund’s financial performance and should be taken into 
account in the funding and investment strategies.”

Responsible investment, EAPF, 2015, eapf.org.uk. 

“Responsible investing requires a full view of risks and opportunities. Envi-
ronmental, social and governance (ESG) factors should be integrated into the 
investment process of our managers, whether in-house or external.”

Investment Beliefs, USS, 2015, uss.co.uk.

“The WSIB has a long investment horizon and therefore is subject to complex 
and systemic global risks that unfold over time, including financial risks result-
ing from global climate change. Many of these risks are difficult to quantify, but 
nevertheless, we consider all identifiable risks in our investment process and 
believe thoughtful consideration of these evolving global challenges is insepa-
rable from long-term investment strategy and performance.” 

WSIB Investment Beliefs, WSIB, 2015, sib.wa.gov.

  The formulation of beliefs

  Iverson (2013) promotes a modified version of Damodaran’s (2003) three-step process for institutional investors  
to develop a set of investment beliefs that will advance their long-term investing goals29:

  • Understanding the fundamentals of risk and return by forming views on the valuation of assets and  
implementation costs;

  • Developing a sound understanding of how markets work, and especially of the degree to which they are efficient;

  • Formulating beliefs in the context of a fund’s horizon, cash flow profile, tax status, and risk tolerance.

  Beliefs work best when they are consistently understood and held by all stakeholders in an enterprise. The stron-
gest and most useful set emerges only through the deep involvement of all stakeholders in at least some part of the 
beliefs formulation process, and then through a formalized recognition of the final set of approved beliefs. Beliefs 
should only be abandoned, revisited or changed when something fundamental changes that calls them into question. 
For example, short-term volatilities are not enough to question the integrity of a belief; instead, it is this integrity 
that allows an institution to negotiate short-term considerations. However, a change in institutional mandate, in 
the prospective long-term risk-return profile of assets, or in the structure of liabilities can certainly provide the right 
opportunity to re-establish a set of investment beliefs. 

https://www.pggm.nl/english/what-we-do/Pages/Asset-Management.aspx
http://www.qic.com.au/corporate-governance/responsible-investment.aspx
https://www.eapf.org.uk/en/investments/responsible-investment.aspx
http://www.uss.co.uk/UssInvestments/InvestmentBeliefs/Pages/default.aspx
http://www.sib.wa.gov/financial/pdfs/db_investment_beliefs.pdf
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  Below, we provide examples of the processes that a couple of institutional investors went through to develop  
their investment beliefs. 

Idea in action: 
Investment beliefs offsite

As Ontario Teachers’ Pension Plan (OTPP), a major Canadian pension fund, grew from a handful of 
investment professionals to several hundred, management decided it was prudent and useful to 
codify its collective investment beliefs.30 

A few months of smaller meetings, discussions and pre-readings culminated in a one-day offsite 
that gathered about 100 senior investment professionals to explore the organization’s fundamental 
beliefs. The level of management commitment signaled that the exercise was a key part of estab-
lishing OTPP’s investing culture. 

Following the offsite, the final set of beliefs was shared with all staff; senior managers organized a 
signing ceremony where all staff signed a poster of OTPP’s newly defined investment beliefs. To-
day, framed copies of the poster are prominently displayed on each investment floor and in OTPP’s 
international offices. Staff regularly refer back to these investment beliefs when evaluating new and 
existing investments and processes.

Idea in action: 
Aligning the board and management

The Washington State Investment Board, a public pension fund, started the process of developing 
and documenting its investment beliefs by hiring a consultant to work directly with their board.31 
Identifying the beliefs and then getting 15 board members to agree proved quite challenging and, 
while the board was not against the process, their first attempt was unsuccessful. 

The executive director, chief investment officer, and senior investment staff then undertook a year-
long journey of identifying the staff’s investment beliefs. Through this process they discovered that 
sometimes the investment beliefs were self-evident, sometimes it was a discovery, and other times 
it was about understanding the difference between what they wanted to believe versus their actual 
behavior. As is often the case, the process was as valuable, if not more so, than the final result. 

Once staff had documented their investment beliefs, the beliefs were presented to the full WSIB 
board for further discussion, which then resulted in a set of board-adopted investment beliefs for 
the retirement fund focused on the areas of mission, risk, asset allocation, active management, 
performance measurement, and organizational core competencies. Ongoing maintenance of the 
beliefs includes reviews as needed. Additionally, to keep the staff, management and the board of 
WSIB accountable, the beliefs are reviewed formally as part of each retirement fund asset alloca-
tion study. 

For WSIB, investment beliefs are the fundamental assumptions or principles on which an invest-
ment program and its policies are premised, and reflect the essence of an investment philosophy. 
The beliefs ensure alignment of understanding between the board and staff, and aid good gover-
nance by guiding decision-makers in developing, executing, and monitoring investment strategies.
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 Risk appetite statement 
 Develop a comprehensive statement of key risks, risk appetite and risk measures, 

appropriate to the organization and oriented to the long term.

2

  Long-term investors must be able to define, accept and manage the uncertainty and risks associated with long-term 
investing. Prudent management requires investors to assess both their need and tolerance for risk. Developing a risk 
appetite statement (RAS) provides a mechanism to articulate the overall tone, capacity and tolerance for invest-
ment-related risks taken in pursuit of strategic objectives. 

  An institutional investor’s RAS goes hand-in-hand with its investment beliefs. Investment beliefs guide the invest-
ment strategy. The investor’s RAS addresses the material risks in executing the strategy. 

  There are three essential components of a comprehensive long term-oriented RAS:

  1. Articulate the organization’s motivation for accepting, mitigating or avoiding certain types of risks. 
  2. Identify constraints (for example, liability requirements), specify measures (for example, likelihood and  

magnitude of tail losses) and set out monitoring mechanisms. 
  3. Support a long-term investment horizon by acknowledging that there will be periods of short-term losses in the 

pursuit of long-term strategic objectives, and by identifying the economic and market environments in which 
these losses may occur. 

  To influence organizational behavior in practice, the RAS should be broadly communicated with  
buy-in throughout the organization. In addition, it should:

  • Be specific and action-oriented.
  • Have a meaningful impact on the execution of the investment strategy.
  • Be reviewed when conditions change materially, for example in the context of:
   – changes in the external environment 
   – effectiveness of risk management 
   – loss experience, and 
   – evolving regulatory or governance issues
  • Be a high-level document that does not necessarily numerically specify acceptable risk levels, but provides rele-

vant long- and short-term quantitative measures of risk (that is, going beyond volatility, which does not directly 
capture the notion of economic loss). 

  • Define a primary concept/philosophy for measuring and communicating risk that can be used at different levels  
of the organization.

Idea in action: 
Defining and communicating risk 

Because risk takes many forms and comes from many sources, it can be helpful to define a primary 
philosophy for measuring and communicating risk that can be used at different levels of the organi-
zation. For example, during its investment decision-making process, a major sovereign-wealth fund 
defines risk primarily as the likelihood and magnitude of “permanent impairment of capital.” 

Investors commonly and inappropriately use short-term volatility as shorthand for risk, despite the 
fact that real risk entails economic loss, especially in the context of longer time horizons. 

To be more relevant to the long term, a major national pension reserve fund proposed the following 
criteria for its primary risk metric: (i) potential loss over multi-year horizon; (ii) forward-looking, 
rather than based solely on historical data; (iii) recognize reported “fair values” for private assets; 
(iv) capture all material risks, not just systematic risks; and (v) incorporate both the likelihood and 
magnitude of tail losses.
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Risk is multidimensional, and capital markets are complex. Although investors may choose a primary concept for 
risk, no single metric can fully capture risk. Investors thus need to apply a range of metrics linked to different time 
horizons, including an examination of stress scenarios related to adverse future economic and market conditions. 
Just as important, investors also need to establish minimum acceptable risk levels, and associated minimum accept-
able expected returns, because too little risk can cause an organization to earn insufficient returns and fall short of 
meeting its liabilities or other strategic objectives. 

Institutional investors span an extremely broad range of strategic orientations, ranging from short-term algorithmic 
trading strategies to long-term investors like Berkshire Hathaway and organizations with indefinite horizons like 
sovereign-wealth funds. Clearly, organizations with short-term investment horizons will focus more on operational 
risks. At the other extreme, even firms like Berkshire Hathaway are operationally complex enough to need to ad-
dress a variety of risks, but their RAS is likely to be a fairly short document focused on investment principles. Most 
institutional investors fall somewhere in the middle and must balance a range of short- and long-term principles 
and risks. Below we provide different elements that institutional investors can consider when developing their risk 
appetite statements. 

Key risk identification

Framework: Key risks

Every organization should start by identifying the key risks that should be covered within their RAS. In the diagram 
above, we list some typical key risks relating to assets, the organization and the environment in which the organiza-
tion operates. All institutional investors face investment and operational risks. Other risks may affect only certain 
organizations. In general, the risks associated with asset management will be a function of the nature and purpose of 
the assets and investment strategy. 

The scope becomes more customized when we try to measure risks related to the investing environment. For exam-
ple, an investment organization with a government sponsor may decide that a sponsor default is out of scope. Pen-
sion plans and asset managers tend to face very different client actions. A pension plan will be affected by changes in 
benefit promises, while an asset manager will be most concerned with client withdrawals. A good example of a key 
risks framework is Washington State Investment Board’s risk appetite statement (see sib.wa.gov). 

   Managing the asset

Investment risk Liquidity and  Valuation risk Counterparty New products  
 funding risk  and collateral and markets

  

 Managing the organization

Operational risk Strategic risk Fiduciary risk Reputation risk

 Managing the environment

Peer comparisons Legal, regulatory, Sponsor default Client actions 
 government

http://www.sib.wa.gov/oversight/pdfs/erm_framework.pdf
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Risk reward and risk intention

Framework: Actions by risk reward and risk intention

As shown in the chart above, risks can be classified as rewarded or unrewarded, and as intended or unintended. 
Risks that are both rewarded and intended should be managed at an appropriate size to meet the organization’s stra-
tegic objectives. Risks that are not rewarded need to be mitigated or avoided. Risks that are rewarded but unintend-
ed can indicate inadequate control or that the organization does not fully understand its risk profile; for example, 
when gains or losses are in well in excess of what could reasonably have been expected. In the diagram below, we 
give examples of the types of risks that fall into each of these categories. 

An RAS may choose to address fiduciary risk by articulating clear policies and a strong code of conduct that align the 
organization to its beneficiaries, with zero tolerance for breaches. Other risks are relevant for the day-to-day practice 
of long-term investing. Investment risk is clearly the paramount risk, followed by reputation and strategic risk. 
Valuation risk is typically not an issue for long-term public equity investors. Similarly, illiquidity, collateral, and 
new market risks are all less important for long-term investors than for shorter-term investors who have to actively 
consider those risks.

The RAS should start by identifying relevant risks and determining how to address different risk categories. Next it 
should focus on intended and rewarded risk, which is essentially investment risk. The RAS should align the organi-
zation’s capacity, ability and willingness to take risk with the type of portfolio that it manages. A simple portfolio will 
primarily contain public equities and bonds, avoiding illiquid assets, derivatives and leverage. Large, sophisticated 
pension funds generally have a high ability to take risk. However their willingness to do so will depend on the matu-
rity of the plan, its funding status (asset/liability ratios) and the financial strength of the plan sponsor. In contrast, 
many sovereign-wealth funds and national pension reserve funds combine high capacity, willingness and ability to 
take risk. 

Ability and willingness to take risk

Framework: Type of portfolio by ability and willingness to take risk 

    Rewarded

   Yes  No

 Intended
 Yes Investment, illiquidity Operational, counterparty

  No Unexpected gains/losses Reputation, fiduciary

    Rewarded

   Yes  No

 Intended
 Yes Size and manage  Mitigate

  No Understand  Avoid

    Willingness

   Low  High

 
Ability

 Low Simple, conservative Need to lower willingness   

     and/or increase ability

  High Complex, conservative  Complex, aggressive



LONG-TERM PORTFOL IO  GU IDE  19

Focusing Capital on the Long Term

The ability to take risk is a learned skill that distinguishes accomplished investors with sufficient resources from 
average ones. In practice, investors with a high ability to take risk tend to wind up managing complex portfolios. 
Finally, it is hard to imagine an organization with high willingness to take risk but low ability to sustain success 
managing a portfolio that is both aggressive and complex.

  Portfolios of risky assets are typically managed to meet a long-term strategic objective. This objective can frequently 
be expressed as a “liability” for which we can calculate both present value and risk. For example, a pension plan may 
have liabilities to pensioners and active members. An endowment may compute a liability as the need to meet a cer-
tain percentage of the organization’s operating costs. In the context of liabilities, it is not the stand-alone risk of the 
assets that matters, but the risk of the assets relative to the liabilities.

  In the framework above, the risk of assets relative to liabilities is shown as total risk, measured as the volatility of 
the difference between current values of actual assets and liabilities. Total risk can be decomposed into (1) surplus 
risk (which arises from the mismatch between assets and liabilities and is measured as the volatility of the difference 
between current values of policy or reference portfolio assets and liabilities), and (2) active risk (that is, risk of devi-
ations of the actual portfolio assets from the policy or reference portfolio). Even without an explicit liability, the risk-
free rate or inflation may be used in its place, preserving the risk decomposition. Regardless of the specific definition 
of risk, it can generally follow the triangular decomposition given in the green-boxed formula above.

  An RAS may provide guidance on the desired decomposition of the total risk. For example, two organizations may 
decide to take on the same total risk. The first organization might pursue its objective by closely tracking a policy or 
reference portfolio with the targeted risk level. The second organization might deploy a much greater degree of active 
management but a less risky policy or reference portfolio. This is a fundamental topic to address in an RAS, as an 
appetite for active risk indicates a belief that financial markets are inefficient and that the organization’s managers 
have the active investing skill needed to outperform benchmarks. 

  The appetite for active risk should depend on its quality. While investment organizations all define risk quality differ-
ently, the definitions typically combine high and reliable risk-adjusted net-of-costs performance with low correlation 
to the policy or reference portfolio. 

Total and relative risks

Framework: Total, surplus, and active risk interaction 

Liabilities / Risk-free

Fund benchmark
(Policy or reference  
portfolio)

Fund assets

Surplus risk (SR)

Active risk (AR)

TR2  ≈ AR2 + SR2 + 2AR * SR * ρAS 

Total risk (TR)

ρAS  is the degree of correlation between active risk and surplus risk,  
which is usually positive but quite low.
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  Key aspects of risk appetite

  Below, we provide some key questions for organizations to ponder when formulating a risk appetite statement:

  • What is the goal of the organization? Does it have a single mandate, such as earning high returns, or does it 
have a dual mandate, such as earning returns and fostering economic growth in the sponsoring region? 

  • Why is the organization taking risks? The risks taken should be consistent with the organization’s investment 
strategy and governance structure.

  • What are the sources of risk and risk premiums that the organization hopes to get exposure to? 

  • What risks will be managed and what risks will not, or cannot, be managed, such as longevity risk, default of 
sponsor, and so on? What risks will the organization not take or minimize as much as possible?

  • How will the organization measure risk? Although standard deviation is the most common measure of risk, 
it treats gains the same as losses and thus may be a less relevant descriptor of risk than other measures that 
focus on loss potential, such as downside volatility, value at risk, expected tail loss, and permanent loss of 
capital.

  • What is the amount of risk that the organization is willing to take? Possible examples “somewhat more 
aggressive than, our peers,” or “no greater than 10 percent chance of losing more than $XXX million in real 
terms on the original capital after five years.”

  • Is the risk measured on an absolute or relative basis or both? If relative, what is it relative to and why? A 
known set of liabilities? A benchmark? Appropriate peers?

  • What are the relevant time horizons over which risk and return will be measured and evaluated?

  • Which risks are the board’s responsibility, and which are the responsibility of management? 

  • Within management, how is independence assured between overall risk-monitoring, measurement and re-
porting, and the investment decision-making departments? 
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 Benchmarking process 
 Select and construct benchmarks focused on long-term value creation; distinguish  

between assessing the strategy itself and evaluating the asset managers’ execution of it. 

3

  Investors commonly use benchmarks to measure the success of their strategies. However, all too often asset owners 
choose a conventional index benchmark before basic portfolio-design decisions have been made. To guide how a 
portfolio seeks to achieve long-term value creation, clear and comprehensive articulation of the investment strategy 
should always come first. Only then should appropriate benchmarking be specified to measure future success.

  The investment strategy and benchmarking process should entail three consecutive steps:

  In principle, security-selection decisions should be determined by the asset manager’s view of each company’s 
fundamentals and prospects, and then on an assessment of its intrinsic value relative to its market price. In practice, 
benchmarks have tended to exert outsize influence on investing choices. Too frequently, the best long-term thinking 
of asset managers is compromised by considerations of performance rankings, or “tracking error” against a bench-
mark which may itself be ill suited.

  Given the importance of benchmarking to the total investment process, asset owners should review whether their 
current benchmarks hinder or reinforce long-term investing and, where appropriate, supplement or replace stan-
dard benchmarks with other constructs that better support value creation over the long term. 

  Institutional investors should determine which benchmarks to employ at two distinct levels: 

  1. The strategy level, where the benchmark signals the asset owner’s intended investment strategy and is used to 
measure the success of the strategy itself; and 

  2. The execution level, where the benchmark reflects expected portfolio construction and characteristics and is 
used to assess how well the asset manager executes against the agreed mandate over time.

  Strategy benchmarks 

  Once the asset owner and manager have defined an investment strategy and universe, the strategy benchmark 
should (1) convey the expected risk/return profile of the chosen strategy, and (2) be the measure used to determine 
the strategy’s success over the long term. This benchmark can serve as the main communication tool for contrib-
utors, beneficiaries, clients, the media, and the general public. The strategy benchmark need not be an investable 
index. Nor does it need to be used for manager-performance rating. It may well be more appropriate for the strategy 
benchmark to specify a metric such as absolute return or rate of real value creation that matches the mandate hori-
zon, opportunities, risks and costs.

  Existing strategic benchmarks include the following:

  • a multi-year absolute return target, for example, inflation + X percent 

  • a blended index that conveys the long-term exposure and risk expectations of the strategy. For example, Caisse de 
dépôt et placement du Québec’s Global Quality Equity (GQE) portfolio is measured (not managed) against  

Asset owner  
determines  
investment strategy  
and overall  
investable universe

Asset manager 
 decides how the 
portfolio will achieve 
long-term value  
creation

Asset owner  
determines the 
benchmarking  
process to gauge 
future results

1 2 3
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85 percent MSCI ACWI unhedged plus 15 percent DEX 91-day treasury bills. The strategy of this portfolio is  
focused on established companies with proven business models, exposure to global growth and stable earnings 
over the long term. The construction and management of the GQE portfolio is therefore benchmark-agnostic32

  • The opportunity cost of investing in the strategy, such as an all-country or regional equity index that represents 
the funding source for securities selected in the portfolio

  Execution benchmarks

  Execution benchmarks typically represent a low-cost means of implementing the intended strategy. For active 
management, they serve as reference baselines for assessing value added by the asset manager’s execution against 
the mandate, and for determining related performance-based fees or incentive compensation (taking into account 
performance hurdles, high-water marks, and other features). 

  Existing execution benchmarks that may be suitable for long-term equity portfolios include  
the following: 

  • fundamentals-based indexes, for example, Russell or RAFI Fundamental indexes 

  • “quality” indexes, for example, MSCI or S&P products carrying this label

  • non-market-capitalization-weighted indexes; for example, Norway’s Norges Bank Investment Management  
has proposed a generic modeling framework that does not weight member companies by market capitalization.  
Instead the framework takes sector characteristics, manager skill, risk appetite and market states into  
consideration33

  If the mandate is clear, if the true evaluation horizon is sufficiently long (at least five years),34 and if the asset owner 
and manager are sufficiently aligned, they may agree that a distinct execution benchmark is not necessary and the 
strategy benchmark can serve both purposes. Then, by having the fortitude to accept likely deviations and stay-
the-course, asset owners can encourage asset managers to focus on producing long-term returns that best achieve 
strategic objectives for clients and beneficiaries at the appropriate risk level. 

  The reality is that many asset owners will continue to employ distinct execution benchmarks, if only to clearly define 
the investable universe and quantify the asset manager’s skill-based value added. Traditionally, asset owners have 
used capitalization-weighted indexes as benchmarks. Yet if one accepts the premise that market pricing of stocks 
has a strong tendency to overshoot intrinsic value in either direction, then a market-capitalization benchmark by 
definition leads to the creation of portfolios with excessive exposure to companies that may be overvalued or simply 
larger. 

  Evaluating benchmarks as effective tools for long-term investing 

  As noted earlier, the strategy benchmark serves to clarify and set the objectives for the asset owner’s overall invest-
ment strategy itself. The execution benchmark guides the asset manager’s execution of that strategy. 

  Key considerations for strategy benchmarks

  Ideally, the strategy benchmark will encourage asset managers to think like business owners by assembling a portfo-
lio of superior, long term-oriented companies rather than focusing on quarterly returns. 

  If the portfolio mandate is oriented to absolute returns, the strategy benchmark needs to represent a feasible and 
reasonable long-term expectation for returns based on the risk factors inherent in the specified opportunity set. 
Examples could include:

  • Asset owner’s internal return objectives, that is, a required rate of return, possibly with a risk expectation.
  • N-year investment grade corporate nominal bond yield plus expected N-year relevant equity risk premium,  

that is, an expected rate of return.
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  • For asset owners with a particular focus on preserving purchasing power, the expected rate of overall organic  
real growth of corporate net earnings (excluding new capital formation).

  If the portfolio mandate is oriented to relative returns, the strategy benchmark may be best determined as either:

  • the opportunity cost, that is, an index representing assets that will be sold to finance the portfolio; 
  • a formulation representative of the risk target (such as X percent broad market index + (100-X) percent cash);  

or
  • a simple low-cost investable alternative. 

  Portfolios oriented to relative returns will also need an execution benchmark incorporating drivers that align with 
long-term value creation. We outline potential elements of such a benchmark index later in this section of the 
paper. The actual portfolio constructed under a long-term mandate will likely be much more concentrated than any 
conventional benchmark. Portfolio returns will also tend to exhibit wide shorter-term variance from, and quite low 
correlation with, the benchmark in question. However, they may well also show greater propensity for long-term re-
version to intrinsic values. Benchmarking measures that use short-term volatility of monthly returns to “risk-adjust” 
may thus provide misleading impressions of the underlying long-term risk of the portfolio, which will ultimately 
depend far more on the quality of the selected securities.35 

  Key considerations for execution benchmarks 

  To fulfill the total return objectives of their long-term clients (that is, asset owners and the beneficiaries they repre-
sent), we recommend that asset managers consider how to deliver sufficient long-term absolute returns, not simply 
benchmark-relative management approaches. In doing so, asset managers will need the flexibility to increase cash 
holdings to a significant percentage of the portfolio when market pricing is unduly high and return expectations are 
depressed. In the absolute return approach, the execution benchmark should primarily be chosen to assist in moni-
toring the manager’s adherence to the intended mandate and the expected portfolio-construction process. 

  Relative return strategies tend to be either more passive in nature, or seek value added but with less latitude for 
deviation from the benchmark. As a result, the execution benchmark should incorporate a balanced set of growth 
and operational factors that indicate the sustained viability of each constituent. Such benchmarks can then balance 
the information embedded in market capitalization with other fundamental metrics that demonstrate the potential 
for sustained and stable corporate financial returns over the long run, that is, at least five years. 

  Incorporating drivers of long-term value creation (LTVC) in benchmark construction

  Benchmark construction and constituent selection can influence corporate behavior by highlighting the company’s 
suitability for investment and potentially directing corporate management focus to metrics that are of interest to 
long-term investors. While progress has been made in the last few years with the creation of nontraditional indexes 
that are not solely focused on market capitalization, more can be done to design and utilize benchmarks that foster a 
longer-term orientation. If widely adopted by asset owners and managers, such benchmarks may well also influence 
boards and management at investee companies, resulting in more efficient deployment of corporate strategies and 
capital aimed at long-term growth rather than short-term impact on stock price. 

  The recently launched MSCI Global Low Carbon Leaders Indexes provides an example of such collaboration among 
index providers, asset owners and asset managers. The indexes, which consist of companies with significantly  
lower carbon exposure than the broad market, were created in September 2014 by MSCI at the request of, and with 
critical insights from, Fourth Swedish National Pension Fund AP4, Fonds de Réserve pour les Retraites (FRR), and  
Amundi. MSCI created the indexes and Amundi licenses them to create index-tracking solutions. Finally, AP4 and 
FRR plan to use the indexes as benchmarks for their passive mandates.36 We believe that this model of collaboration 
between index providers, asset owners and asset managers can be extended to create fundamentally weighted index-
es composed of companies that focus on long-term value-creation factors. 
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  In the long term, the evolution of the share price of a company will primarily reflect the company’s earning power. 
Likewise, the investor’s return will come to depend more on corporate cash flows, dividends and reinvestment than 
on changes in the stock price.37 Overall, we believe that shifting to widespread use of public equity benchmarks that 
have a greater emphasis on long-term corporate viability and profitable growth, and the accompanying change in 
investor and investee behavior, could eventually yield materially greater and more sustainable value creation for the 
global economy.

  Practical steps to constructing an LTVC benchmark index

  To be useful, any benchmark must meet the needs of both asset owners and managers. The benchmark will set the 
asset owner’s expectations of the investment strategy. It will also serve as a tool for asset managers to measure over-
all success. It follows that a benchmark index focused on long-term value creation should: 

  • be explicit and unambiguous regarding the requirements for companies to be included in the index and the  
criteria for their weighting;

  • appropriately reflect the asset owner’s objectives;

  • help identify true long-term value creation, both by the index itself as a passive portfolio and by the active asset 
manager in adding alpha; and

  • be investable and readily measurable.

  We recognize that asset owners and managers currently lack access to a wide range of long term-focused benchmark 
indexes. In this section, we do not make a sharp distinction between asset owners and managers because we believe 
that benchmarks oriented toward long-term value creation should be co-designed in an aligned partnership between 
them. In the short term, investors may want to adapt current indexes/benchmarks or develop their own. In the 
latter case, we recommend that investors consider incorporating the following factors: 

  1. Basic construction considerations (usually directed by the asset owner)

  a. Ensure relevance when used with a longer primary measurement period  
While the period over which the strategy is measured and evaluated will differ for each asset owner, it should be 
sufficiently long (at least five years) to promote long-term behavior. The goal of a longer assessment period is to 
steer the focus away from short-term share price movement to long-term intrinsic value creation. Low turnover 
in index constituents should thus be expected. “In the short run, the market is a voting machine, but in the long 
run, it is a weighing machine,” as Benjamin Graham wisely said. However, the correlation between share price 
and underlying profitability strengthens over time, and therefore investors should consider defining interim 
progress milestones and appropriate tracking tolerance bands. 

	 	 b.	 Weigh	the	benefits	of	concentration	over	diversification 
We believe that concentration in the actual managed portfolio is more an ex-post result of portfolio construction 
than an ex-ante criterion. Statistically, an absolute return-focused strategy requires only about 25-30 stocks 
with an average degree of noncorrelation to diversify away most of the nonsystematic risk in a portfolio.38 For a 
relative return-focused strategy, a benchmark index defined as the opportunity set would likely require five to ten 
times that number. This implies a benchmark universe of at least 125 stocks. Assuming sound sector and other 
diversification constraints, a benchmark sample of this size may well suffice without needing to have 2,000+ 
stocks as is the case for most conventional world equity indexes.

  c. Consider scalability 
Indexes will only remain practical and widely used if they can absorb meaningful quantities of capital. Usually, 
investors scale the opportunity set by broadening the investment universe. Instead, we recommend focusing on 
a smaller but more relevant universe. A larger universe does provide more flexibility for trading, assuming that 
portfolio holdings are constrained to be within the index. However, a smaller subset of operationally excellent 
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companies should achieve better long-term value creation via compounding sustained underlying corporate 
cash flows and returns. Through the asset owner/manager agreement in the mandate, actual security holdings 
need not all be constituents of the index. This recommendation is consistent with a longer primary measurement 
period. 

  2. Operational excellence drivers (usually proposed by the asset manager and agreed to  

by the asset owner)

   Absolute return-focused strategies are evaluated in reference to the asset owner’s long-term expectations. In-
vesting in operationally excellent businesses with good alignment to long-term value creation increases the odds 
of achieving the asset owner’s objectives. For relative return-focused strategies, we recommend incorporating 
operational excellence drivers in the execution benchmark to reflect anticipated long-term value creation. If these 
drivers are largely indifferent to current market capitalization, the resulting benchmark should give increased 
weight to smaller yet operationally excellent companies that have high potential to create economic value.

  a. Focus on long-term returns 
For a long-term investor, the most important criterion is the sustainable growth of long-term earnings per share. 
All things being equal, a company with healthy operating performance (for example, return on equity (ROE), 
return on invested capital (ROIC)) and good growth prospects is a candidate for generating sustainable value. 
Identifying companies that satisfy both these conditions can be difficult because achieving high current levels of 
operating performance and maximizing growth are often conflicting corporate objectives. 

   Equity portfolio returns should not be ultimately driven by short-term fluctuations in the market, but rather by 
sustainable returns and profits earned by the underlying corporations. Focusing solely on short-term ROE or 
ROIC could discourage long-term investment and sacrifice growth in the long run. Hence, we recommend an 
average five-year rolling assessment period on these return metrics. 

	 	 b.	 Focus	on	profitability 
Investors normally take profitability measures into consideration when estimating a company’s long-term growth 
potential.39 Profitability can be expressed by the operating margin (OpM) or free cash flow margin (FCF margin).  
Because the intrinsic value of a company can be defined as cash flow generated over the business lifecycle 
discounted at the investor’s cost of capital, we believe it is most appropriate to express profitability using cash 
metrics such as FCF margin. Again, we propose a five-year rolling period to smooth out metrics employed so that 
cyclical companies are not put at a disadvantage. 

   Leverage and size (as expressed by market capitalization) also play an important role in benchmark construction.  
Because market capitalization assumes long-term growth based on fluctuating market expectation and valua-
tions are affected by investor sentiment, it is a source of volatility. However, for corporations that are willing to 
forgo near-term operating profit and return in exchange for long-term dominance, market capitalization can also 
reflect value creation. We believe that in order to reduce short-term behavioral influences on long-term growth 
expectation, a long-term benchmark should address size by coupling operating profits with market capitalization, 
rather than focusing solely on the latter.40

  3. Long-term business viability factors (usually defined by the asset manager)

  a. Governance considerations 
There is substantial empirical evidence to suggest that good governance ultimately yields better corporate 
returns. Gompers, Ishii and Metrick (2003) constructed a “Governance Index” and ranked companies based on 
their scores.41 To achieve high governance scores, companies must have provisions against contracts or behaviors 
associated with bad governance, such as golden parachutes, poison pills, unequal voting rights for shareholders 
and greenmail transactions. Proper executive compensation structures focused on the long term should also be 
an aspect of good governance. In practice, we observe that companies with good governance practices typically 
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now trade at a premium over their peers. This is particularly true in some emerging markets where overall stan-
dards of corporate governance tend to lag those observed in most developed markets. 

   We propose a governance index hurdle to ensure that companies considered for the benchmark have appropriate 
governance measures in place, such as performance-based compensation that is not excessive and has a deferred 
component, a majority of the board comprised of truly independent directors with relevant experience, and a 
verifiably independent audit committee.42

  b. Environmental and Social (ES) considerations 
We also recommend that companies in the index be required to clear reasonable environmental and social hur-
dles. For a further examination of the utility of environmental and social hurdles, see the case study on Responsi-
ble Investing in the investment beliefs section of the paper.

  While some currently available indexes focus on ESG factors, most do not sufficiently incorporate broader long-term 
value creation factors (for example, five-year rolling ROIC, ROE, and so on) that are critical to the asset owner. For 
a long-term investor, the most important criterion is the sustainable growth of long-term earnings per share. All 
things being equal, a company with healthy operating performance (ROE, ROIC) and good growth prospects is a 
candidate for generating sustainable value. Asset owners must decide whether to build a customized new index or 
wait for such indexes to become commercially available. Asset owners who choose the latter course can use the fol-
lowing criteria to select from several newer, nontraditional benchmark indexes that are not based solely on market 
capitalization:

  • Choose more concentrated indexes, provided they retain sufficient company diversity and appropriate balance to 
prevent dominance by single factors.

  • Place emphasis on quality, sustained profitability and/or other similar factors believed to represent longer-term 
characteristics of companies, in both selecting and weighting constituents. 

  Compared to traditional benchmarks, these indexes may often be better fits for long-term mandates.

Idea in action: 
Abandoning traditional market cap weighting43 

The JPX-Nikkei 400 launched in November 2013. Japan Exchange Group, Tokyo Stock Exchange 
(collectively the JPX Group) and Nikkei jointly developed the index which abandons traditional 
broad inclusion and market cap weighting in favor of including only the most profitable and share-
holder-friendly companies as determined by both quantitative and qualitative factors, with corre-
sponding weighting. 

Index constituents must have positive net asset value, and are weighted based on three-year aver-
age ROE ranking, three-year cumulative operating profit ranking, and market capitalization. In ad-
dition, the index constituents are ranked and weighted on such governance factors as International 
Financial Reporting Standards accounting adoption, independent board representation and the use 
of English-language earnings releases.

Japan’s Government Pension Investment Fund has announced its intention to shift some of its equi-
ty portfolio to the JPX-Nikkei 400 index, in addition to adopting a stewardship code for institutional 
investors. The new index also inspired companies such as Amada Co, a machine-tool manufacturer 
and member of Nikkei 225, to seek improved profitability and commit to improving corporate gov-
ernance in order to present itself as a viable candidate for future inclusion in the JPX-Nikkei 400.
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 Evaluations and incentives 
 Evaluate internal and external asset managers with an emphasis on process, behaviors, 

and consistency with long-term expectations. Formulate incentive compensation with a 
greater weight on long-term performance.  

4

  The total return of a strategy over a relevant period (that is, the period most relevant for that strategy’s purpose) 
is ultimately the most important indicator of its performance. While intermediate evaluation of performance is 
necessary, it cannot be solely about movement in price given that short-term returns are highly unreliable indicators 
of strategy success and manager skill. To allow asset managers to concentrate on running their portfolios instead of 
worrying about career risk and asset retention, short-term assessments should focus on whether portfolio man-
agement is being carried out consistent with stated beliefs, and whether it aligns with expectations that have been 
agreed upon ahead of time for the investment strategy, process, and outcomes. 

  Asset owners who use short-horizon performance assessments will often hire and fire managers at the wrong time. 
The evidence suggests that short-term switches by asset owners from one asset manager to another have tended to 
destroy value.44 Likewise, managers who feel pressured to match unrealistic benchmarks or client expectations are 
more likely to make reactive misjudgments or fail to include their best long-term ideas for fear of short term under-
performance. Instead, short-term assessments should focus on whether portfolio management is being carried out 
in a manner consistent with stated beliefs and expected processes. True asset performance should be measured over 
at least a full market cycle—often five years or more. 

  The asset owner-manager relationship – transparency and mutual trust

  Given the nature of long-term investing and its necessary departure from what has become industry-standard 
monthly and quarterly performance measurement, the relationship between asset owner and asset manager be-
comes ever more important as both parties are entering into a long-term agreement with potentially hard-to-define 
short-term measures of success. During the initial selection process, the asset owner needs to screen asset managers 
to ensure that the chosen manager shares the asset owner’s investment beliefs and is aligned to the asset owner’s 
long-term objective, and that the organizations are culturally compatible. After initial suitability screening, due 
diligence for manager selection should combine three aspects:

  1. Careful assessment of people, philosophy, processes and potential partnership as the primary element. 

  2. Past performance, which cannot and should not be ignored, but recognizing that shorter-term value added 
depends heavily on luck. More informative are the characteristics and context of performance: up markets vs. 
down, risk-adjusted, consistency, etc. However, this information should still be interpreted cautiously given lim-
ited observations and/or varying market conditions. The key is for the manager to demonstrate, and the owner 
to analyze, how (a) the portfolios and processes that the manager has built (fundamentals, buy/sell decisions and 
risk management) and (b) the pattern of the resulting performance provides evidence of the long-term philoso-
phy and process in effective action.

  3. Manager fees and internal incentive structures that align with long-term asset owner objectives. 

  Asset prices and portfolio performance (however measured) will inevitably fluctuate in the short term, especially in 
the more concentrated portfolios that tend to be characteristic of long-term investment strategies. Dealing with this 
reality requires trust between asset owners and managers. Owners need to feel confident that asset managers will 
not abandon core investment strategies under short-term market pressure. Similarly, asset managers need to feel 
confident that owners will not withdraw funds due to short-term volatility, impatience, unrealistic expectations or 
extraneous liquidity needs. 
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  To formalize a trust-based relationship, owners and managers need clear investment mandates and pre-agreed 
expectations for performance evaluations (see investment mandates section for details). But in order to build the 
mutual trust needed to sustain a successful long-term strategy, transparency (around portfolios, processes, deci-
sions, personnel and results) plays a crucial role. 

  Transparent portfolio management strategy and honest communication about performance in good times and bad 
are critical to developing mutually beneficial, long-term relationships between asset owners and managers. Manag-
ers need to be prepared to justify sales, purchases, and individual holding successes and failures in regular com-
munications with asset owners – not so much in terms of wins and losses, as both will occur, but rather in terms of 
process. While this process requires discipline and fortitude, it does not imply unflagging attachment to “style”. To 
the contrary, adaptability is an essential component of successful long-term investing because economic and invest-
ment regimes inevitably evolve over time. Transparency and mutual trust allow asset managers and owners to adapt 
successfully together. Asset owners need to be clear about how much transparency they require in order to gain this 
comfort. For their part, asset managers need to be honest about how they assess their own performance.  

  Qualitative evaluations

  As noted above, qualitative evaluation is extremely important in the initial due diligence of a fund manager. It is 
at least equally important in the initial phase of the asset owner/asset manager relationship in the period before 
a fully credible performance record can be established, that is, before skill starts to be distinguishable from luck. 
Well-selected managers should rarely be fired for short-term underperformance relative to quantitative measures.45 
However, dismissal may be justified if the manager deviates significantly from the investment mandate without 
adequate transparency and explanation. Dismissal may also be justified if the fund manager’s organization fails to 
communicate its actions and performance effectively or has lost necessary competencies. 

  A sound qualitative evaluation of an asset manager should provide evidence of a long term-focused investing culture 
by addressing the following elements: 

  1. key personnel changes/corporate ownership 

  2. robustness of stated process, and adherence to beliefs and philosophy 

  3. evidence of effective risk management 

  4. ability to coherently express ideas and effectively implement them

  5. transparency of decision-making and performance attribution

  6. loyalty to research agenda 

  Asset managers themselves are increasingly adopting qualitative measures of performance against longer-term 
mandates. State Street Center for Applied Research has developed an interesting behavioral framework of factors to 
identify key behaviors and patterns that may help define true skill in the asset-management industry.46

Idea in action: 
Focusing on qualitative factors to measure performance 

Aberdeen Asset Management, a publicly held asset manager headquartered in the United Kingdom, 
focuses more on qualitative measures rather than quantitative ones when evaluating portfolio  
managers. For example, managers are evaluated based on their patient adherence to long-term 
process as observed by peers. Determinants include the quality of their company research, interac-
tion with colleagues and idea generation. Discretionary annual bonuses typically are structured as 
25 percent cash and 75 percent deferred compensation (for three- to four-years).
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  The area of qualitative evaluation is one where there may be distinctions between internal and external managers, 
and between privately and publicly owned organizations. For external asset managers, it is extremely important to 
continue to ensure the internal alignment of interest with external clients first on the longer-term “qualitative” as-
pect and only then on the often more apparently pressing and immediate “monetary” part. For publicly owned firms, 
and mutual fund managers in particular, this is made more difficult, and thus more necessary, by the short-term 
external pressures they face. The process of qualitative alignment of interest for internal managers, however, has a 
very different “client” dimension. Despite differences in this dimension, those of us with sizeable internal manage-
ment staff are aware that the key to success lies in the recruitment process and how that process lives through the 
organization’s culture, beliefs and actions on a daily basis.

  Quantitative evaluations

  Despite the importance of structured qualitative assessment, we cannot ignore the fact that active asset managers 
operate under mandates that over time demand significant value creation, however that may be defined. A degree 
of quantitative assessment is thus unavoidable. The benchmarking process section addresses relevant performance 
benchmarks and benchmarking processes. Here we discuss how to align performance assessments against appropri-
ate benchmarks to encourage a long-term investing orientation.  

  At the beginning of their partnership, asset owners and managers need to define an appropriate time horizon 
for evaluation. While the time horizon should recognize the long-term investing objective, evaluations must also 
consider the reality of an individual asset manager’s circumstances (for example, working conditions, employment 
life-span, ambitions for career trajectory, career risk, and so on) that may influence his or her behavior in the shorter 
term. 

  We recommend balancing asset manager evaluations with both quantitative and qualitative factors by:

  • including the total return relative to the objectives of the asset owner over a stated period (that is, meet or beat  
the absolute or strategy target) 

  • evaluating quantitative performance over a minimum of five-year rolling windows47

  • ensuring that performance fees or internal incentive compensation are earned only at the end of each five-year 
time horizon. A significant portion of the earned amounts should then be deferred and related to subsequent per-
formance

  • relying on qualitative evaluations, specifically tailored to assess the adhesion to, or success of, stated investment 
beliefs or broad manager strategy, during intervening periods 

  There is clear evidence in the literature that the ultimate success of a corporation is dependent on sustained 
earnings growth, and that earnings growth is the dominant driver of stock price returns but only over the long 
term. Short-term variations in the price of risk and the discounting of future prospects, often heavily influenced by 
macroeconomic or geopolitical events and by general market sentiment, can overwhelm long-term fundamentals in 
short-term price discovery and P/E multiples. As long ago as 1934, in their seminal publication Security Analysis, 
Graham and Dodd argued that because short-term price fluctuations tend to distort a company’s “true” valuation, 
investors should assess valuation ratios using an average of earnings of “not less than five years, preferably seven or 
ten years.”48 It is the goal of the long-term investor to see through the short-term noise to the heart of the corpora-
tion and to invest in those that they believe will see the fundamentals win out in the long run.

  Different investors often focus on different measures in a company’s financial results to predict long-term perfor-
mance. The same is true for the various aspects of corporate governance. The benchmarking process section iden-
tifies fundamentals that may be generally relevant to long-term value creation. Asset owners and managers need to 
agree in advance on certain specific financial and governance metrics that will typically inform their chosen invest-
ment strategy, even if other metrics will also influence decision-making at various times and in differing sectors. 
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  The quantitative assessment of a long-term portfolio over and above simple price/return performance can then also 
be informed by reporting those same metrics and fundamental characteristics at a portfolio level (the “portfolio fin-
gerprint”). Including this important insight into the assessment process means that the assessment is appropriately 
strategy-specific, rather than one-size-fits-all, and dependent on these agreed indicators. For example, consider an 
investment strategy based on the belief that higher-quality “investment grade” companies provide the most suit-
able investment base for long-term investing. In that case, debt/equity leverage ratios, earnings variation and price 
volatility of the underlying holdings might be determined as key performance metrics. For an investment-grade 
company, we would typically expect each of these metrics to be lower than in a broader equity market portfolio used 
as an execution benchmark. By tracking these indicators over time, we should be able to assess whether the manager 
is investing in line with stated beliefs and mandate expectations.

   Similarly, a long-term strategy might benefit stocks that display low volatility while still seeking to add alpha over 
a relevant index in the course of an economic cycle. These types of stocks will typically exhibit lower beta relative 
to the broad equity market. As a result, it may be misleading to compare portfolio returns to a cap-weighted equity 
index, especially in a high-volatility bull market.49

  Long-term investing is also about allocating capital to deserving companies that act in the long-term interests of 
their shareholders. All things being equal, the fundamental return ratios of these companies (for example, return on 
assets, return on equity) should exceed comparable market ratios over the long term. In addition, portfolio turnover 
and holding period ranges can help assess whether the manager is adhering to his stated long-term strategy. In 
general, we believe that long-term investors will exhibit significantly longer holding periods for most of their invest-
ments than the average market participant. 

  Incentives for asset management organizations

  Fee structures  
Asset-based fees grow naturally with the market through no effort of the manager. As a result, long-term asset own-
ers should consider compensating managers with a combination of asset-based and long-term performance-based 
fees. The goal should be to pay for sustained alpha rather than low-cost beta.50 Alternatively, some long-term asset 
managers may be willing to work on a fee-for-service basis. In this case, fees can be fixed without reference to mov-
ing asset values or performance. Instead they would be renegotiated at intervals having regard to the owner’s objec-
tives and the manager’s responsibilities. This approach removes all incentives from portfolio construction. Ideally, it 
focuses professional managers solely on creating long-term value.

Idea in action: 
Incentivizing asset managers to focus on creating long-term value

Canadian institutional fund manager Caisse de dépôt et Placement du Québec (CDPQ) prefers to 
compensate external asset managers using a mix of low management fees and rolling four-year  
incentives that get phased out over time. CDPQ has found that prospective managers are often 
reluctant at first to accept this structure because it does not conform to standard market practice. 
Once managers understand that the motivation behind this compensation scheme is to foster align-
ment to longer-term returns, they tend to respond quite favorably given that the scheme focuses 
on the partnership between CDPQ and the manager over a longer, even indefinite, period. The 
negotiation process enables CDPQ to better assess which managers they want to partner with as it 
shows the extent to which asset managers are willing to commit to CDPQ’s investment philosophy 
and strategy.



LONG-TERM PORTFOL IO  GU IDE  31

Focusing Capital on the Long Term

  The effective evaluation time period is critical to ensuring alignment between asset owners and asset managers. A 
study of pension-plan sponsors that fired their asset managers showed that if the asset owners had retained these 
managers, their excess returns over benchmarks would have been no worse on average and often better than those 
delivered by the managers they then hired.51 In addition, the asset owners would have saved the substantial transac-
tion costs of a manager transition, which often range from 1 to 2 percent of the assets involved. 

  Incentives for individuals

  In the investment industry, particularly in North America, incentive compensation is a standard and significant part 
of the total compensation package. We believe that institutional investors, be they asset owners or asset managers, 
need to recruit and retain individuals who share the organization’s long-term perspective and goals. Incentives are 
known to drive individual behavior, and thus warrant careful consideration. What financial incentives will encour-
age asset managers to behave in a manner consistent with collective long-term investment goals? 

  It is sometimes said that incentives don’t matter if you have the right people. We believe patience, intellectual 
curiosity and integrity are key characteristics that asset owners should look for when hiring asset managers for long-
term mandates. Yet human nature is such that the wrong incentives can cause even the best people to do bad things. 
Therefore, while asset owners and investment management firms need to recruit portfolio managers and analysts 
who share the organization’s investment beliefs and fit their culture, they also need to utilize incentives that reward 
behavior consistent with those beliefs. 

  The purpose of any incentive scheme should be to focus asset managers on the long term. Beyond determining the 
quantum of an incentive payment, deferral of at least part of its subsequent payment reinforces that focus. This 
structure is widely used in private equity management, with the payouts then being influenced by the returns earned 
after the initial incentive determination—or even clawed back if cumulative returns fall below a threshold level. 
Regulators are also pushing the fund management industry toward greater use of deferred compensation. 

  Any long-term compensation package must achieve a proper balance between these elements: 

  1. Base salary
  2. Performance-based compensation at the portfolio management level (or group or department) 
  3. Profit or return-sharing at the total firm or fund level
  4. If applicable, ownership of firm stock (or near equivalent in a public company).

  Performance-based compensation 
If the asset manager’s performance is to be evaluated over a minimum horizon of five years, it stands to reason that 
individuals who actually manage portfolios, or who strongly influence portfolios (for example, analysts), be incen-
tivized over a similar time scale. In investment management firms it is relatively common to compensate individuals 
using a formula based on today’s assets under management (AUM) and some weighted combination of one-, three- 
and five-year performance numbers. 

  This approach has been rightly criticized as placing too much emphasis on short-term numbers. Effectively, the lat-
est one-year results are included in each component of the calculation. As a result, it encourages managers to churn 
their portfolios to tap into the latest market trends. While the inclusion of a shorter-term measure does incentivize 
managers to avoid resting on past laurels, we encourage investment companies to consider assigning significantly 
lower weight to these results than we typically observe today.  

  One global manager of mutual funds and other institutional assets uses weights that increase significantly with the 
measurement period, specifically 15 percent one-year, 35 percent four-year and 50 percent eight-year. Because port-
folio results are evaluated over rolling windows of up to eight years, a single year of poor results will have an impact 
on an investment professional’s compensation for a long period of time. This heightens awareness of downside risk, 
which is important for any long-term investing strategy. 



3 2  LONG-TERM PORTFOL IO  GU IDE

 Focusing Capital on the Long Term

  We would assign equal importance in incentives determination to qualitative performance measures because we 
believe that they underpin and drive long-term quantitative outcomes. Today, a number of large, long term-focused 
asset managers incorporate peer reviews (for example, annual “360” evaluations) in assessing an individual analyst’s 
or portfolio manager’s overall contribution to the investment process. This assessment influences salary reviews; 
more important, in some firms it also determines as much as 50 percent or more of the annual incentive payment. 
Key qualitative factors include effective communication, readiness to collaborate with the team, and the ability to 
influence colleagues through sound argument and constructively challenge and improve the status quo. 

  Profit-sharing 
Profit-sharing is a common element in total compensation at many investment management firms. In the modern 
investment business, many incentive schemes are heavily skewed toward current assets under management or 
growth therein. Profit- sharing would be much better aligned with the long term if a larger share were related to 
the firm’s management fees and/or profitability, especially if awards were determined on a long-term performance 
basis.

Idea in action: 
Incentivizing long-term behaviors and performance at asset managers

At one large, privately held asset manager, a select group of associates share a portion of the com-
pany’s annual profits through a points-based compensation plan. Participation in the plan is de-
termined each year based on each employee’s recent and long-term contributions to the business, 
including investment results, investment process and operational effectiveness. For employees who 
contribute at a very high level, plan payments are a significant portion of their total incentives.

Idea in action: 
Incentivizing long-term behaviors and performance at asset owners

At one large fund, at least 50 percent, and up to 100 percent, of the senior management members’ 
performance-based incentive compensation payment is dependent on multi-year total fund net 
returns, with at least 25 percent being dependent on total fund returns for all staff in every invest-
ment department. 

At another fund, the long-term nature of this concept is taken further by allocating the incentive 
award to an individual account, which is adjusted annually based on total fund rate of return, and a 
portion of the account is paid to the individual annually.

  Among asset owners, the equivalent is to base a significant portion of every individual’s incentive compensation on 
performance of the total fund.

  Ownership 
Stock ownership in investment management firms—or an internal scheme operating on the same metrics—is a 
common compensation tool that directly aligns individuals with the long-term success of their employer. This in 
turn depends heavily on the long-term success of their client portfolios. While exceptional short-term term results 
often translate into large increases in assets under management, this may not translate into sustained profitability 
because assets that are quick to arrive may be equally quick to leave. Often incorporating 3- to 5-year deferrals, the 
use of stock-based compensation (but not options) encourages the employee to buy into their role and consider their 
long-term future. 

  Finally, a related but more powerful tool in terms of alignment with the asset owner is direct and meaningful own-
ership by asset managers in the portfolios that they manage for owners. Such co-ownership is a common practice in 
private equity and hedge funds. We encourage its wider use in public equity portfolios.  
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Idea in action: 
Ownership

At a privately held asset manager that manages concentrated portfolios driven by fundamentals, 
the most senior half of the investment team owns direct stakes in the firm. These team members do 
not receive annual bonuses. Instead they receive portions of the incentive fees earned by the firm, 
which are paid out (primarily) at the end of rolling three- and five-year periods.

Idea in action: 
Incentivizing long-term behaviors and performance at asset managers

A large, privately owned asset manager headquartered in the United States determines staff  
bonuses based on both quantitative and qualitative measures. 

The quantitative component rates one-, four- and eight-year performance on a rolling basis, weight-
ed towards the longer periods. The qualitative component incorporates a 360-degree review 
process that evaluates the portfolio manager’s or analyst’s overall contribution to the investment 
process. 

The review emphasizes criteria related to communication and collaboration within the team. In 
addition, a select group of employees share in the annual profits of the organization, with the award 
based on contributions to investment results, investment process and operational effectiveness. The 
opportunity for ownership in the firm also reinforces long-term behaviors.

  The goal of long-term investing is to maximize sustained, long-term value growth for the ultimate benefit of all 
stakeholders. If major institutional investors shift the emphasis of their equity investing from short-term strategies 
to longer-term investing, we believe they can also influence corporations to shift their focus towards sustained lon-
ger-term performance. Given these goals, evaluating the performance of a long-term investment approach requires a 
departure from typical assessments of short-term price performance relative to standard benchmarks or peer rank-
ings. In turn, incentive structures require recalibration to align fully with the long-term objectives of asset owners 
and beneficiaries.
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 Investment mandates 
 Use investment-strategy mandates not simply as a legal contract but as a mutual mecha-

nism to align the asset managers’ behaviors with the objectives of the asset owner.  

5

  In this section, we build on the various action areas discussed in the previous sections of this paper. Asset owners 
typically use the term “mandate” to denote a contract with an asset manager that outlines basic investment guide-
lines, the terms and conditions of engagement, the fee structure and possibly the assigned benchmark. Mandates 
describe the playing field as well as the rules and the rewards of the game. They are the primary formal tool to mit-
igate principal-agent problems that may arise between asset owners and managers. The goal is to set out clear and 
reasonable short- and long-term expectations for both parties. To focus asset managers on long-term performance, 
mandates must go well beyond the typical legalistic contract to be a mutual fiduciary commitment that explicitly 
outlines the intended relationship between the asset owner and asset manager. Ideally, the mandate should clarify 
the asset owner’s expectations for the strategy, and the asset manager’s investment philosophy and approach. 

  Regardless of whether portfolio management is internal or external, asset owners should adopt the same basic prin-
ciples when developing mandates: 

  • Sufficiently aligned investment philosophies and risk tolerances of both the asset owner and asset manager  
should form the foundation for the long-term mandate 

  • The investment strategy for the long-term mandate should build on this foundation, be well defined and go  
beyond “beating benchmark X” 

  • The mandate should formalize a partnership commitment between asset owner and asset manager to execute  
the long-term strategy on a pre-discussed and pre-agreed basis

  • The mandate should be designed to help mitigate behavioral biases by both asset owner and manager which  
too often interfere with long-term investing

  • Finally, the mandate should provide the asset owner with an enforceable set of measures with which to assess  
the asset manager

  Mandates should describe a number of distinct quantitative parameters and also emphasize qualitative factors, 
including: 

  Quantitative    
specific objectives such as generating cash or  
sustaining a spend program; risk metrics; success  
measures; reporting and monitoring; compensation  
and incentive structure 

  Outlining qualitative factors in particular can help ensure that the asset owner’s long-term focus is reflected  
all along the value chain, right to the corporate boardroom table:

 Qualitative 
enterprise culture; manager succession planning;  
expected nature and level of the asset manager’s  
interaction with investee companies

Minimizes agency issues through 

partnership agreement

Maximizes impacts through  

active ownership

Asset 
owner 

Asset 
manager 

Interact, engage 
and influence

CorporationsLong-term
mandates
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  Portfolio managers should assess investee companies using consistent operational and governance metrics. When 
discussing business decisions with investee companies, asset managers should adopt a practical business owner 
mindset, recognizing their limitations as outsiders but sufficiently well briefed on long-term corporate issues to be 
constructive. It is time for each and every one of us to act and make a difference, one mandate at a time. Information 
on how institutional investors can adopt a business owner mindset and better align with corporations can be found 
in “Straight talk for the long term: A detailed look at improving the investor-corporate dialogue,” FCLT, March 
2015, on www.fclt.org.

  To align the interests of asset owner and asset manager on long-term value creation, mandates  
should provide clarity on four main topics, each of which we discuss in depth: 

  1. Investment philosophy and strategy 

   1.1. Definition and outline of investment beliefs and risk appetite

   1.2. Outline of comprehensive investment strategy 

   1.3. Level of interaction with and influence over investee companies 

  2. Investment process 

   2.1. Clarity and robustness of investment process

   2.2. Investment selection (criteria, comparative opportunities and decision-making)

   2.3. Portfolio construction (security weighting and sector/factor diversification)

   2.4. Investment monitoring and disinvestment/divestment/replacement 

   2.5. Engagement with investee companies

  3. Investment and risk guidelines 

   3.1. Risk definition, nature, metrics and management

   3.2. Asset turnover ratio

   3.3. Concentration limits

  4. Terms and operations  

   4.1. Benchmark choice(s) and purposes

   4.2. Fee/compensation structure 

   4.3. Definition of success

   4.4. Other conditions (for example, lock-ups, redemptions, clawbacks, “skin in the game” and so on)

  1. Investment philosophy and strategy

  1.1. Investment beliefs and risk appetite  
As highlighted earlier in this paper, investment beliefs are tenets and principles based on conviction and fact that 
define an institution’s views on markets, investing objectives, values and strengths. Having a clear set of investment 
beliefs provides institutional investors with a powerful lens to consistently assess investment  
strategies.

  A risk appetite statement that is referred to in the mandate sets the overall tone for the organization’s approach to 
risk. It articulates motivations for risk-taking and provides a rationale for mitigating or avoiding certain types of 
risks. An organization’s risk appetite statement provides a view on what risk means to the organization and how it 
should be measured and monitored.

  Investment beliefs and risk appetite statements help asset owners and managers create mutually beneficial invest-
ment strategies.

http://www.fclt.org
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  1.2. Investment strategy  
Long-term mandates need to articulate a clear comprehensive investment strategy—a concrete and detailed plan 
for investing in a sustainable and consistent manner in order to achieve predefined investment objectives. The 
investment strategy details how the investment philosophy and risk tolerance can be realized through a compatible, 
tested and proven methodology of procedures, rules and behaviors. All too often, investment strategy statements 
simply reference specific benchmarks. In contrast, a comprehensive strategy statement should clearly explain how 
the investment objective will be achieved, which approach will be prioritized and why, based on what parameters, 
and under which market scenarios and time frames. Some key descriptive elements for a long-term investment 
strategy include: definition of “long term” and investment horizon; strategy drivers and investment methodology; 
valuation and selection basis; and research approach, depth and metrics.

  1.3. Level of interaction with and influence over investee companies  
Successful long-term investing requires focus, patience, and depth of analysis. To achieve this, we believe long-term 
investors should engage with investee companies at a deeper level than simply “voting with their feet.” At a mini-
mum, asset owners and managers should exercise their shareholder rights appropriately. Beyond voting, there is 
a spectrum of ways in which asset owners and managers can meaningfully engage with investee companies based 
on their equity investments in the companies. At lower levels of ownership, engagement normally takes the form 
of monitoring and coalition building. As their equity stake rises, investors may start acting like owners, often with 
board representation. An investor with a passive long-only investment strategy should actively exercise voting 
rights, yet otherwise may have quite limited engagement with investee companies because of small ownership po-
sitions. By contrast, an investor with an active concentrated portfolio might engage directly with company manage-
ment and board members on a periodic basis and make proactive recommendations. 

   … The Global Quality Equity Portfolio strategy attempts to exploit market opportunities  

represented by high quality securities with sound and stable fundamentals that exhibit higher 

risk adjusted returns over the long term. These opportunities arise from market behavioral  

biases which tend to extrapolate recent trends. By focusing on companies with strong and 

steady fundamentals, it is possible to avoid these biases and therefore generate better risk  

adjusted returns over the long run. Research work focuses on rigorous fundamental analysis to 

adequately assess the value and sustainability of companies’ business models. This strategy  

is not based on internal teams’ ability to predict future market trends. The strategy relies on a 

longer time horizon in order to benefit from mean-reversion effect …  — CDPQ

“ 

”

 < 2%

 Ongoing engagement

• Continuously monitors  
companies, with a mix of 
active and reactive engage-
ment

• May build microcoalitions 
with other investors

• Often does not pursue 
any additional investment 
beyond an index-weighted 
holding

  1-5%

 Active ownership

• Owns a meaningful position 
in a handful of companies

• Usually remains below the 
5% threshold for public  
disclosure of holdings

• Tries to build microcoalitions 
with other investors

• Works publicly or privately 
to persuade the board and 
management to change 
long-term strategy

  >10%

  Relationship investing

• Takes a significant minority 
ownership

• Often has board seat(s)

• Works collaboratively with 
management on long-term 
strategy

Ownership stake in company

Source: McKinsey & Company and Canada Pension Plan Investment Board
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  When investing on a longer horizon, asset managers can enhance their overall understanding of corporate strategy 
and performance of investee companies by changing focus:

  • Information requested: From mostly financial and short-term (for example, quarterly EPS) to longer-term and 
more strategic (for example, market segment/share goals, five-year capex plan; leadership review)

  • Frequency and nature of interaction: From short and frequent (for example, quarterly analyst calls) to longer 
and more in-depth (for example, annual half-day management meetings)

  • Level of interaction: From mostly investor relations to a broader set of stakeholders (for example, management, 
board members, clients)

  See “Straight talk for the long term: A detailed look at improving the investor-corporate dialogue,” FCLT, March 
2015, on www.fclt.org for further discussion.

  Such ongoing interactions can help asset managers favorably influence the long-term behavior of companies in 
which they invest. We define this influence as the asset manager’s ability to effect positive, meaningful change in the 
behavior, priorities and focus of their investee company’s management and board towards successful long-term val-
ue creation. We believe this influence can yield higher and more sustainable returns, better capital allocation across 
corporations, and improved economies, thus unlocking the virtuous circle of long-term investing.

Economic System
• Stabilizes capital markets
• Reduces damage of short-termism 
• Improves the overall system and  

economic well-being

Corporations
• Increases availability, and reduces cost  

of, capital for companies focused on the  
long-term

• Encourages companies to adopt longer- 
term behaviors, as they are supported by  
long-term investors in doing so

Institutional Investors
• Improves long-term return 
• Improves allocation of capital to the best  

long-term opportunities
• Increases active engagement of long-term  

shareholders

Long-term investing creates  
multiple elements reinforcing  
each other

The virtuous circle of long-term investing

  Asset managers can use various levers to influence investee companies. The effectiveness of the levers will typically 
depend on the degree of influence (that is, ownership stake) that asset managers have on investee companies. At a 
minimum, we recommend that asset owners (or managers on their behalf) engage with investee companies through 
full exercise of their voting powers, with advance notification of their position on critical issues.

http://www.fclt.org
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 Asset manager levers

1.  Buy and sell equity 

2. Proxy and direct voting  
 

3. Information inquiries 
 
 
 

4. Dialogue 
 
 

5. Proposals and initiatives 
 
 
 
 

6. Active role 
 
 

7. Significant/controlling  
interest  

Impact on investee companies

Equity transactions and holding periods influence how corporate 
managers interpret investor support.

By fully exercising their voting rights, asset owners (or asset man-
agers acting on their behalf) demonstrate at least a minimal level 
of interest and involvement in the investee company.

Direct information inquiries from asset managers are a strong 
signal for investee companies because they indicate the types of 
information that are important to investors. These signals can help 
company management adjust focus and choose more appropriate 
performance metrics, since what gets measured gets managed.  

By engaging consistently over a long period with management 
via meetings or conference calls, investors signal their interest and 
dedication to the company’s success. Investors can influence in-
vestee priorities by changing the nature and/or depth of dialogue.

Official or unofficial proposals for improvement by investors (in-
dividually or collectively) can influence certain investee decisions 
and draw management attention to particular issues. Sparingly 
and carefully used, public proposals can be powerful in catalyzing 
corporate change, especially when made in collaboration with 
like-minded investors. 

Typically exercised through a board seat, allowing the investor to 
exert direct influence from within the company. This makes the 
investor directly involved in corporate affairs and reassures the in-
vestee company about the investor’s commitment and intentions.

By acquiring a significant or controlling holding in an investee 
company, the investor makes a clear statement regarding its future 
involvement with the company. 

  2.  Investment process

  Key questions to consider when developing a sound long-term investment process: 

  • What methodology is being used to assess the investment opportunity? 

  • What are the primary and subsequent investment criteria to measure the suitability of assets for investment? 

  • What are the different steps in the asset selection process? 

  • How and when is the portfolio impact considered within the asset selection and weighting process? 

  • How are decisions being made? What are the relevant approval processes and limits? 

  • What are the sources of information used and what is their reliability and viability?

  • What triggers the sale of an investment opportunity, what is the exit process, and how are replacements  
determined?

  • How is decision-making success reviewed, evaluated and learned from? How will the asset manager interact  
with and potentially influence investee companies?   

  • Is there a robust process to help identify prospective investment opportunities through engagement with  
stakeholders, management and boards?
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  2.1. Clarity and robustness  
The success of an investment strategy depends in part on the clarity and robustness of the investment process. These 
can be assessed based on relevant documentation that the asset manager creates to reflect its investment strategies, 
processes and decisions, providing evidence on:

  • direction, idea-generation and testing, and quality and depth of research

  • past effectiveness, measured by success rate and relative sizes of wins and losses, and sustainability of the invest-
ment strategy as determined by forward-looking scenarios or simulations. 

  The investment process is a critical aspect of a long-term mandate. While asset managers cannot predict or control 
the future, they can control (and asset owners can evaluate) their investment processes. A clear and sound invest-
ment process increases the likelihood of a successful investment outcome.

  Good outcome Bad outcome

Good process Deserved success Bad break

Bad process Dumb luck Poetic justice

Source: J. Edward Russo and Paul J. H. Schoemaker, Winning Decisions: Getting It Right the First Time, first edition,  
New York, NY: Doubleday, 2002.

  2.2. Investment selection   
A sound investment process should include specific parameters and criteria for assessing and selecting opportuni-
ties. By incorporating details about desired portfolio characteristics in the long-term mandate, the asset owner can 
better understand how and where the asset manager creates value.

  2.3. Portfolio construction  
The weights of individual securities in a portfolio are almost as important to performance as the selections them-
selves. Both security selection and sector/factor weighting must be combined to ensure that underlying portfolio di-
versification is sufficient, and that the risk of exposures to common factors affecting many securities in the portfolio 
is recognized and prudently managed. The mandate should include an outline of how the asset manager will address 
the issue of control over portfolio construction and attendant risks. 

  2.4. Investment monitoring and disinvestment/divestment/replacement process 
Asset managers are responsible for monitoring investee companies to ensure that (1) they continue to fit the overall 
investment strategy and (2) there are no clearly better long-term alternatives among comparable companies. In the 
long-term mandate, the asset manager should clearly describe the nature, parameters and frequency of the monitor-
ing process. Often overlooked, the process of selling or trimming is as important in portfolio management as that of 
buying. And sales must include consideration of replacement holdings, although this should not be automatic and 
must be justified by the process disciplines. The mandate should thus also identify triggers and processes for disin-
vestment/divestment/replacement. Indeed, if investing is the process of “planting seeds,” disinvesting/divesting is 
one of “collecting the fruits of one’s efforts.”

  2.5. Engagement with investee companies 
A sound long-term investing process should include engagement with a wide range of prospective investee compa-
nies. Asset managers should apply their documented investment criteria to continuously maintain a pool of poten-
tial investee companies. Asset managers can then identify a subset of preferred candidates for further analysis.
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  3. Investment and risk guidelines 
Investment and risk guidelines provide a rule-based framework for managing investment portfolios. Typical guide-
lines address: risk definition, nature and metrics; expected average turnover of holdings and transaction costs; 
concentration risk limits (by issuer, geography, type of investment, and so on); authorized investment vehicles and 
limits; usage of financial leverage; risk management framework and limits; liquidity risk management and cash 
limits; and currency risk.

  3.1.  Risk definition, nature, metrics and management  
Performance objectives are typically easy to state and track. Risk is a more complex topic that requires clear and 
measurable definitions, targets and metrics. Both risk and risk tolerance are influenced by the time horizon across 
which investing decisions are made. For instance, a 20-year time frame should address so-called deep risks, includ-
ing depression and deflation risk. A five- to ten-year time frame would typically focus more on fundamental and 
valuation risk, including the risk that cash flow streams will be different than anticipated and the risk of paying too 
much for a stream of projected cash flows. However, over a three- to five-year time frame, or even shorter, one might 
be increasingly preoccupied by market perception and near-term price changes of a given investment. 

  While volatility is often used as a measure of risk, we believe that alternative measures of risk (for example, perma-
nent impairment of capital, downside volatility, value at risk, and so on) should be considered to better reflect the 
long-term nature and horizon of the intended investment (see risk appetite statement section). Where applicable, 
asset owners should also consider the liability structures of their beneficiaries when defining and measuring risk.

  3.2. Asset turnover ratio   

  The asset turnover ratio is the percentage of the investment portfolio’s holdings that have been replaced with other 
holdings in a given year. It describes trading frequency and can also be expressed in years as an average holding 
period. 

  Generally, long-term mandates will exhibit lower asset turnover ratios than traditional investment portfolios. Long-
term asset owners tend to behave more like business owners in the sense that they prioritize growth, stability and 
value creation over trading for price gains. The investment mandate should specify a low expected asset turnover ra-
tio to confirm that the asset manager has a long-term mindset. For example, in their Global Quality Equity Portfolio, 
CDPQ aims to maintain an average turnover ratio of below 20 percent (significantly lower asset turnover than other 
portfolios). Even though subsequent turnover will often vary widely from year to year, its average over multiple 
years will provide an indication of consistency of outcome versus expectation. 

  3.3. Concentration limits  
Concentration risk is the probability of loss arising from heavily lopsided exposure to a particular group of compa-
nies. Asset managers should monitor potential concentration risk by region or country, sector, type of investment 
and credit rating. A focused investing approach based on in-depth analysis often limits an asset manager’s capacity 
to cover a large set of companies. Hence, long-term mandates are typically, but not always, characterized by higher 
levels of concentration. In order to address this nuance, asset owners should define risk guidelines and metrics that 

   … From a risk perspective, it is quite different to be benchmark-driven than to be benchmark- 

agnostic. Indeed, we prefer to focus on and measure what we own rather than what we do not 

own (that is, what happens relative to the benchmark) as we believe such a benchmark-agnostic 

approach favors deep analysis and strong long-term convictions ...  — CDPQ

“

”

   Critics have long said that managers who buy and sell frequently are confusing motion  

with progress.  — Ian McDonald, The Wall Street Journal, August 12, 2005
“

”



LONG-TERM PORTFOL IO  GU IDE  41

Focusing Capital on the Long Term

outline appropriate concentration limits to address the higher levels of concentration typically found in long-term 
mandates. Also, cash limits should permit some degree of patience in waiting for high quality companies to become 
available at appropriate pricing. 

  4. Terms and operations

  4.1. Benchmark description and purpose   
In a long-term mandate, the choice of benchmark and its associated purpose have material implications for how the 
investment strategy is defined and measured. Therefore, the benchmark and its purpose should be articulation in 
the mandate. 

  As noted earlier in the benchmarking  process section, we believe benchmarks should be used at two distinct levels: 

  1. The strategy level, where the benchmark signals the asset owner’s intended investment strategy, and is used to 
measure the success of the strategy itself. 

  2. The execution level, where the benchmark reflects expected portfolio construction and characteristics, and is 
used as a standard to assess how well the asset manager executes against the agreed mandate over time.

  Strategy benchmarks assess whether or not the investment strategy has created long-term value. Execution bench-
marks quantify how well the asset manager has executed the investment strategy. If the mandate is clear, the asset 
owner and asset manager are sufficiently aligned, and the true evaluation horizon is sufficiently long (at least five 
years), the asset owner and asset manager may agree to waive the execution benchmark and instead use a strategy 
benchmark for both purposes. 

  Both the strategy and execution benchmarks should be reviewed ex-post over multiple periods and evaluated in 
conjunction with other metrics. Since asset managers cannot always control performance against a benchmark due 
to external factors, it is important to evaluate performance using multiple metrics. By contrast, managers can con-
trol and enhance areas such as talent management, risk management, portfolio construction, and their investment 
processes.

  4.2. Fee/compensation structure 
Fee/compensation structure is a key lever to align asset owners and managers towards long-term investing. Effec-
tive compensation structures balance a number of elements, including time horizon, complexity, fixed management 
fees, performance-based payments, and payout conditions (see evaluations and incentives section for more details).

 Compensation could include elements such as:

 • Base management fees – The primary purpose of management fees should be to cover the 
asset manager’s operational expenses. Management fees should not be a significant source of 
profit. For example, management fees should be no more than 20 to 25 percent of expected 
overall fee compensation, a level that satisfies their intended purpose. However, they often run 
considerably higher than what would be sufficient for “keeping the lights on” and harvesting 
beta returns.  

 • Performance fees – We believe performance-based compensation schemes should align asset 
managers with asset owners, and where possible, we recommend that performance-based 
compensation be a significant part of total compensation. Compensation should not be solely 
based on performance in a single year. Instead, it should be earned over a longer time period, 
preferably five years, to cover the length of most market cycles and be closely aligned with  
the intended partnership duration and the long-term intent of the investment. When feasible, 
appropriate risk metrics should be used to assess incentive-based compensation that distin-
guishes skill from luck. 

 • Maximum fee cap – Fees should not exceed a certain percentage that is pre-agreed by the  
asset owner and manager.
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 • Hurdle rate – Asset owners and managers should agree on a minimum return level/hurdle, 
in line with the investment objectives and prospective risk-return profile, that needs to be 
achieved over (a) defined period(s) before performance fees are paid.

 • High-water mark provision – Fees for negative performance should be accumulated and  
applied against subsequent fees for positive performance.

  4.3. Definition of success 
A long-term mandate needs to go beyond the traditional standard of beating a given benchmark. The mandate 
should also evaluate elements such as clarity and robustness of the investment process, strategic consistency, 
deviation from the stated investment strategy (“style drift”), and corporate governance and organizational develop-
ments at the asset management entity. Measuring long-term performance does not mean that periodic evaluations 
are unnecessary. Rather, it is about applying the right metrics at the right time. We believe that certain key success 
measures should be monitored frequently (monthly or quarterly – for example, style drift, performance attribution, 
quality of new transactions) and others less frequently (annually – for example: key person risk, change in client 
base, products and services offering, corporate governance); therefore the mandate should specify reporting fre-
quencies for different metrics. However, we recommend that asset owners and managers perform a full assessment 
of key success measures for the mandate at least once a year. 

  Sample assessment criteria for asset managers include:

 Process

• Robustness, consistency, 
adherence and stability over 
time 

• Continued viability of the 
investment strategy and its 
consistency with investing 
philosophy

• Frequency, level and impact 
of engagement with invest-
ee companies 

• Regulatory reporting and 
compliance requirements

 People

• Alignment of the internal 
compensation scheme 

• Corporate governance 
soundness and management 
quality

• Enterprise culture and em-
ployee satisfaction levels

• Succession planning for key 
personnel

  Performance

• Returns, value added, down-
side exposure, and return/
risk metrics, 

• Performance attribution 
(performance drivers and 
their stability and consisten-
cy with the strategy)

• Compliance with investment 
and risk guidelines

  4.4. Other conditions that may encourage longer-term behavior

  Lock-ups and early redemption penalties 
Lock-ups and/or early redemption penalties are intended to dissuade asset owners from early cash withdrawals 
and/or partnership termination. A lock-up period is a predetermined amount of time following an initial investment 
during which the asset owner is restricted from unwinding the partnership (except in the case of certain pre-agreed 
circumstances, such as change of control, key man risk,52 and so on) and withdrawing funds. An early redemption 
penalty is a contract provision that financially penalizes the asset owner for exiting funds earlier than intended. For 
example, Cevian Capital, a privately held asset manager based in Europe, benefits from having approximately 85 
percent of its capital committed to it for rolling periods of three or five years (15 percent of capital is subject to roll-
ing lock-ups of one and two years, but any capital withdrawn during the initial one to two years incurs a redemption 
penalty, which is paid by the withdrawing party into the fund for the benefit of remaining shareholders). 

  There is no consensus among asset owners about the necessity or even utility of lock-ups as deterrents to being 
influenced by short-term behavioral biases. Both lock-ups and early redemption penalties are usually negotiated 
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within a broader set of terms and parameters. Ideally, they help asset managers focus on long-term value creation 
by ensuring the availability of funds over a predetermined period. We recommend that asset owners form their own 
view of lock-ups and redemption penalties based on their own circumstances and beliefs.

  Clawbacks 
Clawback provisions require that asset managers return performance fees to asset owners if the fund’s initial profits 
are followed by losses such that the overall investment is unprofitable over the entire investment period. These  
provisions are common in private equity. 

  “Skin in the game” 
Fund managers are said to have “skin in the game” when they use their own money to invest in a given strategy.  
Although “skin in the game” provisions are uncommon in public markets, the existence of such a clause in a  
long-term mandate can stimulate a higher level of commitment by the fund manager, and by extension the portfolio 
manager, in the investments they make. 

  An exhaustive, sound and well-negotiated long-term mandate can help create positive outcomes  
for asset owners, asset managers and investee companies alike. 

  Mandates can help asset owners unlock the virtuous circle of long-term investing in two key ways:

  1. by influencing asset managers to prioritize long-term investing 

  2. by indirectly enhancing the quality and effectiveness of investor influence over corporations

  Potential impact of long-term mandates on asset owners and managers 

  Improved alignment and stronger partnership of asset owner and asset manager
 •  Consistency of investment horizon and philosophy between owners and managers
 • Deeper mutual understanding 
 • Longer, more focused, and more productive partnerships

  Defines a consistent, meaningful evaluation framework
 • More exhaustive and appropriate set of evaluation metrics for the asset owner
 • More focus on longer-term and non-financial metrics

  More focused strategies
 • Investment strategies that are less dependent on short-term market pricing and movement 

(that is, benchmark-independent, long-term value creation-oriented, non-market-based  
benchmarks)

 • More concentrated portfolios, generally with lower turnover and lower costs
 • Greater willingness and ability to influence investee companies

  Better results
 • Improved and more sustainable returns 
 • Better understanding of risks taken (and not taken)
 • Less short-term performance volatility than traditional benchmarks (especially in more  

benchmark-agnostic type strategies)
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  Potential impact of long-term mandates on investee companies  

  More productive interaction between asset managers and investee companies
 •  Deeper, broader and higher quality interactions
 • Increased focus on strategic and nonfinancial metrics
 • Increased level of influence of core shareholders

  More stable shareholder base for the investee companies
 • Lower turnover of core shareholders
 • Better capital allocation and long-term value creation

  Ability/need to focus on long-term value creation by the investee companies
 • Increased vision and transparency on medium- and long-term strategy
 • Better understand and explain value creation drivers of the company

  In order to see more long-term mandates develop in coming years, we believe that the following conditions  
will need to be in place:

  • A strengthened belief among asset owners and asset managers in long-term mandates, and a greater  
commitment of assets and expertise to them

  • Alignment of all stakeholders in the investment cycle on the benefits, conditions, and implications of having 
long-term mandates

  • An increased level of trust and partnership between asset owners and asset managers

  • Experienced people on both sides of the relationship

  • Investee companies and asset managers willing to deepen their relationships with each other
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Conclusion
Modern financial markets and media attention tend to incentivize corporate managers to take steps that boost asset 
prices in the near term, rather than steps that create long-term corporate value and health. In textbook settings 
characterized by perfect information and the absence of behavioral biases on the part of investors, we would expect 
the benefits of long-term corporate strategies to be reflected accurately in current share prices. However, the evi-
dence suggests that market pricing failures are both numerous and substantial. As a result, today’s asset prices do 
not always reflect long-term asset values.53 Since too many investors focus on the short term, small news items with 
little information content can have outsized implications for asset prices and for market volatility more generally. 
This relentless focus on short-term results is self-defeating because it “undermines corporate investment, holds back 
economic growth, and lowers returns for savers.”54 

We believe that institutional investors have a fiduciary duty (see discussion in Appendix A) to invest long term since 
long-term investing contributes significantly to the process of value creation through the investment value chain. An 
ideal market will always include a mix of investors with different investment time horizons and investment strate-
gies. Long-term investors can take the opportunities and reap the rewards foregone by short-term investors. By in-
vesting counter-cyclically, long-term investors strengthen the market itself. Those who can invest long term should 
invest long term. Institutional investors should deliberately determine and allocate an organizationally meaningful 
proportion of their assets to long-term strategies, and reorient their portfolio structure and strategies to do so. 

While long-term investors have the ability to invest over longer time horizons, we recognize that they should not 
completely ignore short-term opportunities. As appropriate to meet the needs of their beneficiaries, investors need 
to optimally balance their overall portfolio across a mix of short-, medium-, and long-term strategies. Nevertheless, 
we believe there is a clear need to shift the focus of public equity investing away from its current heavy emphasis 
on predicting short-term stock price movements. We believe that investors and businesses alike can create greater 
and more sustained value by adopting strategies that harvest the fruits of long-term earnings growth55 and benefit 
savers, beneficiaries, capital markets, and economies.
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 Appendix
 Appendix A: The investment value chain and fiduciary duty

  The relationships between savers, asset owners, asset managers, corporate boards, and corporate management  
form the key linkages in the investment value chain. 

  The Investment Value Chain

$

$ $ $

$ $

Individual savers
directly or indirectly
invest savings into  
financial markets

…and ultimately 
realize returns from 
the net cash received 
on their indirect or 
direct investments in 
corporations.

Asset owners
are trusted to steward
the vast majority of
individual savers’  
capital to realize the 
desired returns.

Includes: pension 
funds, insurance 
companies, sovereign 
wealth funds,  
endowment funds, 
mutual funds

Corporate boards
are responsible to 
oversee how this 
capital is directed 
by management and 
to fulfill a fiduciary 
duty to serve the 
best interests of the 
company

Asset managers
are appointed by  
Asset Owners  
to invest capital  
in corporations

Includes: internal  
portfolio managers  
at asset owners,  
appointed external  
investment manage-
ment firms, and  
hedge or other invest-
ment funds

Management
operate businesses for
profit and to develop 
a sustainable compet-
itive advantage….

… to in turn provide  
returns to investors

Institutional investors (IIs) Corporations

Note: This is a simplified illustration of the investment value chain. It does not necessarily account for all activities 
along the value chain. For example, the dominance of the secondary market limits the direct leverage that a specific 
investor has over a company.

Source: McKinsey & Co. and Canada Pension Plan Investment Board

Observers
through their opinions, counsel and/or 
actions influence the main value chain 
participants.

Includes: media, proxy advisory firms,  
investment consultants, sell-side analysts

Government and regulators
create the legislated framework within 
which all participants interact

  In their HBR article, Barton and Wiseman note that there is no universal definition of fiduciary duty. In the context 
of corporate boards, however, “most legal codes stress at least two core notions embedded in this duty: loyalty (the 
notion of placing the company’s interests ahead of one’s own) and prudence (applying proper care, skill and dili-
gence to business decisions).”56 Corporate boards thus have a fiduciary duty to promote the long-term viability of the 
company itself, rather simply generating value for its current shareholders.57 

  Asset owners have similar fiduciary duties of loyalty and prudence to their beneficiaries, who include savers and 
future generations. Asset managers have a fiduciary duty to their clients (that is, asset owners) and ultimately to sav-
ers. In the context of investing fiduciary assets, “fiduciary duty is a process-oriented standard that guides rather than 
dictates investment decisions … the duty of impartiality, which is part of the duty of loyalty, requires that fiduciaries 
balance short-term and long-term considerations.”58  
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  Companies significantly undervalue and under-invest in longer-term prospects.59 The problem is only exacerbated 
by 24-hour business news cycles focused on minute-by-minute stock price fluctuations. Thus public companies 
stand to benefit from having a secure base of engaged shareholders.60 Knowing that their primary shareholders have 
the ability to stay the course when times get tough, companies can focus on defining and executing strategies for 
the long term, including due emphasis on environmental, social and governance (ESG) issues.61 Companies must 
develop stable, mutually beneficial relationships with customers, employees, suppliers, regulators and government. 
A long-term investment relationship allows for deeper and more meaningful dialogue between owners of capital  
and corporations, ensuring better alignment in their goals and enhancing the stability of financial markets (see 
“Straight talk for the long term: A detailed look at improving the investor-corporate dialogue,” FCLT, March 2015, 
on www.fclt.org).

http://www.fclt.org
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