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In this paper, we analyse institutional investors’ behaviour in developed capital markets, with a particular point on the procedures and models in the selection of optimal investment possibilities. Furthermore, we are placing these methods in the context of a developing (emerging) capital market, showing the extent of necessary deviation from standard theory which is applicable in developed market economies.

1. INTRODUCTION

The past 30 years have witnessed a concentration of financial power in the hands of a relatively few organizations, collectively known as institutional investors. The economic and social consequences of this consolidation have been enormous. In a very broad sense, institutional investors are simply financial intermediaries of any type. This definition sets them apart from retail  investors, who are individuals owning portfolios for which they are the direct beneficiaries.

At times, however, practitioners refer to institutional investors in a more narrow context. For example, when discussing the consequences of increased institutional investor participation in the U.S. common stock market, the focus is primarily on pension funds, mutual funds, insurance companies, and non-pension-fund money invested by bank trust departments. These organizations, in aggregate, own more than half of the outstanding market value of U.S. corporations. Unquestionably, the most dynamic institutional investors today are pension funds and mutual funds. Pension funds are a relatively recent phenomenon. With approximately 40% of the working population enrolled in some type of pension plan today. Pension fund assets, which were only $170 billion in 1970, now total more than $3 trillion (Sharpe, 1995.). These organizations have become the driving force behind many investment  industry innovations. Furthermore, they have popularized a variety of investment management techniques, such as passive management and market timing.

The financial deregulation of the 1980s led to an explosion of mutual fund products. Mutual fund sponsors expanded their offerings in terms of  both types of assets and investment styles. Today, investors can now own mutual funds investing throughout the world. Funds may emphasize value or growth stocks, mortgage or Treasury bonds, passive or active management. The variations are seemingly endless and continue to grow. 

In 1990, institutional investors (narrowly defined) controlled more than $6 trillion in assets. The majority invested in common stocks and corporate and government bonds. The growth in institutional investor portfolios has influenced the appearance of many financial instruments and investment management techniques.

Institutional investors now dominate security trading. They controlmore than 70% of the daily trading on the New York Stock Exchange (NYSE). Furthermore, 20 years ago, fewer than 25% of NYSE trades involved share amountsof more than 5,000 shares (Sharpe, 1995.). Institutional investors have demanded new types of investment management techniques. For example, by allocating large sums to passive management, they created an industry that now manages over half a trillion dollars. Institutional investors have placed considerable emphasis on understanding how well their investments have performed and identifying the sources of those results. This emphasis has led to the development of sophisticated portfolio monitoring and performance analysis systems.

Given current demographic trends, purchases of mutual fund shares and contributions to pension funds will continue to rise. Consequently, the influence of institutional investors on security markets can be expected to increase further in the years ahead. They have explicitly sought to maintain adequate portfolio diversification and to control systematic and unsystematic risk using complex risk models.
2. FOUNDATION OF MODERN APPROACH TO MONEY
       MANAGEMENT

The idea of risk diversification is certainly far from new. Well-known is the wisdom of not putting all of one’s eggs into one basket, particularly in the case where the eggs are a number of financial instruments and the basket is a portfolio of investments or securities chosen by the investor. What is relatively new is the provision of formal theoretical framework in which both the analysis of the benefits of risk diversification, and the choice of a particular portfolio group (a group of investments or securities suited to the requirements of an individual investor), can be made on a “scientific” basis. This development stemmed largely from the work of Harry Markowitz (1952).

In developing his analysis, Markowitz made a number of crucial assumptions with respect to both the behavior of investors and the nature of their analysis of the potential return available on portfolio of securities.
 This approach suggests that portfolio selection is a three-stage process consisting of: security analysis, portfolio analysis, and a portfolio selection. 

The first stage of the process requires the investor to generate subjective probability distribution to represent his  estimation of the returns he expects to be forthcoming over the single period for which he intends to hold the portfolio, on all available securities. The mean and the standard deviation of each security’s distribution will summarize his expectation of the returns available on that security. He is also required to make an estimation of the co-variability of all the securities considered systematically, in pairs.

There are number of ways in which the investor can tackle this problem. A careful study of historical data relate to the securities, taken together with an assessment of likely trends in the economy and in the relevant market sector, plus a careful evaluation of the current information relevant to the companies concerned, could yield a series of predictions about likely returns promised by the securities over the planned holding period. An estimate of the covariability of the securities could be obtained, likewise, by careful study of previous data, plus projections of any factor likely to alter their relatedness of return over the planned investment period. This obviously involves a large quantity of data. To meet this problem, some short-cut methods have been suggested, based upon econometric forecasting techniques, which utilize the relationship between the return on all securities and the return on a market index, or a number of indices, to produce the required information. The central question in the first stage of portfolio selection is: are security returns normally distributed? If returns are normally distributed, then, expectations can be estimated by the first and second moments of distribution.

The assumption that returns on securities, as defined above, are normally distributed is obviously of fundamental importance to portfolio theory. Does this assumption seriously violate reality ?

There have been a number of studies of the distributions of both daily and monthly returns on individual securities and on market indices of securities, the earliest being Bachelier’s (1900) study of the distribution of returns of the Paris Bourse at the beginning of this century. Interest was renewed in the ‘50s by the work of Osborne (1959) who, like Bachelier, employed arguments founded on the central limit theorem to support the conclusion that the distribution of returns is approximately normal. Later studies by Fama (1965) and Mandelbrot (1963) drew more attention to the fact that the distribution of returns is more peaked about the mean and fatter in the tails than the normal distribution. This led to the suggestion that the distribution of return conforms to the non-normal stable class of Paretian distributions, of which the normal is but a special case. An alternative and equally uncomfortable explanation would be that the distribution is non-stationary, experiencing movements in its mean and dispersion over time. A study of British data by Brealey (1970) found similar slight departures from normality, and further evidence that the distribution of monthly returns is skewed to the right. However, taking the natural logarithm of returns, which would be consistent with using continuously compounded rather than simple returns, would have the effect of reducing the right skewness of monthly returns. Nevertheless, if the distribution of security returns is stable and normal, it should be invariant under addition, and there should be no difference between the distribution of daily and that of monthly returns. Thus, there are some important doubts, but the crucial question is: can the assumption of normally distributed returns be employed as a working hypothesis? Most authorities would seem to accept that it can.

2.1. Development of portfolio theory

The selection of Harry Markowitz, William Sharpe, and Merton Miller for the 1990 Nobel Prize in economics has rekindled interest in the normative portfolio theory. The literature has become rather segmented over the years, however, by the intertwining of normative and positive theory – and an incessant tendency to confuse their dissimiliar purposes and objectives. 

Markowitz’s now seminal paper (1952) grew out of a doctoral dissertation written at the University of Chicago. It is interesting that this particular paper, with a normative motive, eventually resulted in a near-revolutionary change in positive, macroeconomic thinking.
 At the dissertation defense, for example, Milton Friedman declared that the work was neither economics, mathematics, nor even business administration. Markowitz sought to explain how, under conditions of risk, a risk averse mean variance utility maximizer might diversify investment risk by investing in stocks whose rates of return do not vary in unison. 

2.2. Full co-variance portfolio selection model

Where rates of return are perfectly correlated, risk reduction through diversification cannot be achieved. Where rates of return are less than perfectly correlated, however, to the extent that such interrelationships can be known, the information can be exploited to determine which stocks-whose rates of return do not vary in unision-should be included in an investment portfolio and in what (optimal) proportions.

Markowitz (1952) envisaged an investor who views investment opportunities in probable terms and expresses his or her probability beliefs in the form of a subjective probability distribution of future rates of return on the securities in some stock universe. A subjective prior distribution, 

f(R) = N[

symbol 109 \f "Symbol" \s 12m, å

symbol 93 \f "Symbol" \s 12]
(1)

is often represented as multivariate normal distribution, with known parameters m and å, where R and m are  n x 1 vectors and å is an n x n variance-co-variance matrix whose typical element is sij.  It is important to emphasize here that a prior distribution, f(R), is a distribution of one¢s subjective judgements about the parameters rates of return, and is not a relative frequency distribution of rates of return as such. The use of a normal conjugate subjective prior, therefore, does not in any way imply that rates of return are normally distributed.

Accordingly, let

Xp = [x1,x2,….., xn]
be a 1 x n vector of portfolio weights, whose ith element is the proportion of a particular stock combination; henceforth, portfolio p-invested in stock i. The future rate of return on portfolio p, Rp=Xp¢R, is a simple linear transformation on R. Thus, the Bayesian prior:

f(Rp) = N [

symbol 109 \f "Symbol" \s 12mp, sp2 ½ xp]
is univariate normal, with mean
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The parameters mp and sp2 that correspond to a unique combination of security weights Xp, define the Cartesian coordinates of a point on two-dimensional plane. Let S be the set of points in mean variance space representing all feasible combinations of mp and sp2.  If assets are infinitely divisible, and there are no constraints on the weights other than the budget constraint, [image: image3.wmf]å
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and the boundary condition xi ³0 "i, then the feasible region is closed, convex, and filled with points as shown in Figure 2.1.
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Figure 2.1. Feasibile region and investor isoquants

As the boundary of S is a continuously differentiable function of  and  in this case, the slope  dp = ¶

symbol 109 \f "Symbol" \s 12mp/¶

symbol 115 \f "Symbol" \s 12sp2, is precisely defined at any point p. Any portfolio, Xa, which corresponds to a point plotting along the upper boundary of (S( in the interval where 0 £ sp £ ¥, dominates at least one portfolio, Xb, associated with a point that is internal to the feasible region or elsewhere on its boundary. That is, for any portfolio, Xa, contained in this efficient subset, (E( Ì (S(, there exists at least one portfolio, Xb, such that:

((a (( b} and (( a2 < (b2 } 

or 

((a2 ((b2 } and ((a > (b}.

Conversely, any portfolio Xb Î (E( is dominated by at least one portfolio Xa Î (E(. Based on these probable assumptions, every portfolio Xp Î (E( is optimal for some constraint on  sp, and for some mean variance utility maximizing investor. A mean variance utility maximizer prefers more to less and is disturbed by uncertainty.
 As minimum, therefore, the mean variance efficiency criteria imply a system of preference ordering whereby ¶U/¶

symbol 109 \f "Symbol" \s 12mp > 0 and   ¶U/¶

symbol 115 \f "Symbol" \s 12sp2  < 0.

There are many propositions regarding an investor’s behavior toward risk that satisfy these minimum conditions. Tobin (1958) showed moreover, that where f(R) = N[

symbol 109 \f "Symbol" \s 12m, å

symbol 93 \f "Symbol" \s 12], the assumption of quadratic utility is not necessary, but is sufficient for mean-variance efficiency. 

If U(Rp) is quadratic, its mapping in mean-variance space is linear and the slope of any isoquant, (or shadow price) l =  ¶

symbol 109 \f "Symbol" \s 12mp/¶

symbol 115 \f "Symbol" \s 12sp2,  is constant over the entire domain of U(Rp). Under this assumption, therefore, the rate, l. at which that investor is willing to exchange the expectation for risk is the same for every isoquant in the mapping of U(R). The slope, dp, of (E} , by contrast, varies from point to point. A single isoquant, F = sp2 - l

symbol 109 \f "Symbol" \s 12mp, is shown in Figure 2.1., drawn tangent to (E }.

Under the present assumptions (E} is continuous; thus, there is just one point of tangency, and the first order condition for optimality dp = l, will be precisely satisfied. This first order condition implies that the rate at which any investor is willing to exchange expectation for risk is precisely equal to the market rate of exchange for an optimizing portfolio.

2.2.1. Quadratic programming solutions when short sales are not allowed

The theory assumes that every mean-variance utility maximizer searches for an efficient solution that satisfies a first order condition sp = l. A unique solution, as illustrated by the tangent point can be found analytically by setting sp = l in the iso objective function:
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(4)

and solving Xp such that [image: image6.wmf]å
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 and xi ³0 "i.

Where assets are treated as infinitely divisible, however, the boundary of (E} is continuous, and there must be an infinite number of solutions (Xp ( (p = (}, dp = 0,….¥, each one optimal, but corresponding to a different assumption about the coefficient of risk aversion, l. By iteratively varying sp in Equation from 0 to ¥,  and solving (Xp ( (p} in each iteration, this quadratic programming method can be used to trace the efficient boundary (E}Ì (S} of the feasible region as illustrated in Figure 2.2.

The solution algorithm may start at a point where sp = 0, and slowly work its way down the efficient frontier. In many applications, however, only those points where a new security enters or leaves a solution set will be identified. These solution points are called corner portfolios. As the algorithm branches down the efficient frontier from the point where sp = 0 to the minimum risk portfolio where sp = ¥, the slope of the curve must be increasing at an increasing rate. In each iteration, therefore, the algorithm identifies an optimal risk-return tradeoff by first identifying an adjacent corner portfolio that minimizes the shadow price,      D

symbol 109 \f "Symbol" \s 12mp/D

symbol 115 \f "Symbol" \s 12sp2.
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Figure 2.2. Feasibile region and Critical Lines

Practical application of this optimization approach was delayed for a number of reasons. Derivation of the set of mean variance efficient portfolios involves iterative inversion of a variance-co-variance matrix å of order n.
 To facilitate practical applications, Markowitz proposed and Sharpe (1963) worked out the details of an alternative approach based on single index regression structure, which does not require inversion of a full variance-co-variance matrix.

2.3. A simplified model for portfolio analysis

The major characteristic of Sharpe's (1963, p. 281) single-index model is the assumption that security rates of return, Rit, are independently distributed linear functions of this single explanatory variable or common factor:

Rit = ai + biRmt + eit, "it,
(5)

Where Rmt is the rate of return on a stock market index
, ai and bi are regression coefficients, and:
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The parameters of the prior distribution, f(R) = N[

symbol 109 \f "Symbol" \s 12m, å

symbol 93 \f "Symbol" \s 12], are then expressed in terms of the variables and definitions of a regression structure. Taking expectations of both sides in Equation (5), one obtains:

mi = ai + biE(Rm), "i,
(6)

Substituting in Equation (2), and rearranging terms, result in a mathematically equivalent expression,
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to serve as a prior mean in the Bayesian expression, 
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To derive an expression for the prior mean, therefore, Sharpe simply substitutes standard regression variable definitions in Equation (2). The prior portfolio variance, sp2, could have been obtained by the same sample theory logic, but Sharpe steps beyond sample theory precepts by including a subjective error term in the explanatory variable,

Rmt = E(Rm) + emt,
(8)

on the right side of Equation (5). This Bayesian logic produces a neat and simple solution for sp2, and also lays the groundwork for Sharpe's market analogue (1963, pp. 282-85). Substituting variable definitions in Equation (5), (7), and (8) one obtains the Bayesian prior rate of return estimate,
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(9)

whose variance is,
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(10).

From the vantage point of Bayesian estimation in the framework of risk, one advantage of the single-index model is apparent from Equations (7) and (10). In this Bayesian framework, only 3n+2 estimations are required in order to derive: 
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 .These are the n intercept terms, n beta coefficients, n coefficients, n  variance terms, and the subjective mean and variance of a prior distribution on the common factor. The model's computational advantage, however, and its real purpose, result from diagonalization of the variance-co-variance matrix.

2.4. Lending and borrowing portfolios

Each point on the efficient frontier in Figure 2.3. corresponds to a pure investment in the risky assets of some stock portfolio; say, portfolio Xp. 

Tobin (1958) shows if one assumes the existence of a riskless asset, the portfolio efficiency model can be extended by allowing an investor to choose among a pure investment in risky assets, a pure investment in the riskless assets, or any combination of the two. Sharpe (1963.p.285) merely exploits this development by introducing the notion of a lending portfolio, but he steps considerably beyond the justification that Tobin provides by also introducing a borrowing portfolio.

At any point in time there is some interest rate, Rf, at which loanable funds can be lent with virtual assurance that both principal and interest will be returned, and a higher rate Rb>Rf, that a particular investor would have to pay to borrow funds in order to leverage his or her portfolio by purchasing securities on margin.
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Figure 2.3. Lending and borrowing portfolios

The implications of lending and borrowing portfolios are illustrated in Figure 2.3., which is similar to Sharpe's (1963, p.286) illustration. In the figure, the tangent line RfBE is drawn through Rf and the tangent line RbCF is drawn through Rb.

2.5. Theory of market equilibrium under  conditions of risk

The Bayesian assumptions used in the development of a normative theory of portfolio selection under conditions of risk are at odds with objectivist views. Regardless of one's probablistic view, however, the development of a theory of investment strategy under conditions of risk must be regarded as a major contribution to microeconomic literature, and  a milestone for the field of investments.

Previous stock investment models, such as the theory of intrinsic value, were either totally ad hoc or based on deterministic concepts. Such methodology would be more appropriately applied to calculating the yield curves for long-term debt issued by agencies empowered to print money- vis-à-vis the assumption of certain cash-flows into an infinite investment horizon. Until the microeconomic problem of investment decision, under conditions of risk,  was solved, the macroeconomic issue of market equilibrium, under conditions of risk, could not be considered. Against this background, Sharpe (1964) and Lintner (1965), whose work was later clarified by Fama (1968), set out to construct a positive theory of capital market equilibrium under conditions of risk.

2.5.1. The Equilibrium Assumptions

The minimal assumptions necessary to demonstrate macroeconomic convergence under this hypothetical condition are outlined by Fama (1968, p.30):

1. All investors have the same decision horizon.

2. Capital markets are perfect in the sense that all assets are infinitely divisible, there are no transaction costs or taxes, information is costless and available to everybody, and borrowing and lending rates are equal to each other and the same for all investors.

3. Expectations and portfolio opportunities are homogeneous throughout the market. That is, all investors have the same portfolio opportunities, and view the expected returns and standard deviations of returns provided by the various  portfolios in the same way.

By way of summary, therefore, the capital asset pricing model (henceforth, CAPM) is derived under the positive assumptions that all investors have the same horizon, have equal access to the same information, form the same subjective probability beliefs about their investment opportunities, and can lend or borrow in any amount  at a pure interest rate, Rf.
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Figure 2.4. Lending rate equal to borrowing rate

2.5.2. The Capital Market and Security Market Lines 

The analysis begins with the situtation described in Figure 2.4., according to which all investors initially hold efficient stock portfolios in (E)Ì(S). 

The opportunity for each investor to lend or borrow at a pure interest rate, Rf, is introduced, and the implications are developed by means of the tangent line RfBE. Notice that this is the same tangent line as RfBE shown in Figure 2.3., but that its implications are now quite different.

Any investor who previously held a pure stock portfolio, contained in the region from A to B along the efficient frontier in Figure 2.4., would now prefer a proportionate investment in portfolio Xb and the riskless asset-represented by a point in the interval from Rf to B on the tangent line RfBE in the figure. More aggressive investors, by contrast, who previously held pure stock portfolios in the region from B to D along the efficient frontier, will likewise attempt to liquidate or rebalance their portfolios in order to assume a leveraged position in portfolio Xb-represented by a point in the interval from B to E on the tangent line RfBE in the figure. Initially, therefore, all investors gravitate toward the same portfolio, Xb, of risky assets, which they seek to combine with lending or borrowing at the pure interest rate, Rf. Notice that if a single equilibrium assumption, as outlined previously, was relaxed, such a neat generalization would not follow.
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Figure 2.5. The capital market line

As investors adjust their holdings, market prices and yields must likewise adjust. Lintner (1965) shows, somewhat at variance with Sharpe's (1964) first impression, that the adjustment process will continue-altering the composition of portfolio Xb, but not the boundary conditions of ( S } until, as Fama (1968, p.33) observes, "there will be no incentive for anyone to hold risky assets not included" in Xb. Therefore, when market equilibrium (as illustrated in Figure 2.5) is established, there will be no further tendency toward change.

In equilibrium, the security composition of the tangent portfolio shown in Figure 2.4. will have been changed, as reflected by labeling the corresponding tangent portfolio M in Figure 2.5. In equilibrium, moreover, the market portfolio M consists "of all risky assets in the market, each weighted by the ratio of  its total market value to the total market value of all assets" (Sharpe 1964). Roll (1977) states later that M is also supposed to be a mean-variance efficient portfolio.

The literature does not contain a very compelling explanation  of how the logically pure equity tangent portfolio shown in Figure 2.5 succeeded in acquiring nonequity securities in the process of adjustment leading to equilibrium. Fama's (1968) motive in reaching this conclusion, however, as distinct from a justification, is perfectly clear: "If M does not contain all the risky assets in the market, or if it does not contain them in exactly the proportions in which they are outstanding, then there will be some assets that no one will hold. This is inconsistent with equilibrium, since in equilibrium all assets must be held.". Fama's emphasis in these clarifying comments is in substantial variance with his more recent priorities, as illustrated in the Fama and French paper (1992). 


[image: image17.wmf] 

 

SML

 

 

 

m

 

p

 

 

 

m

 

m

 

 

 

R

 

f

 

 

 

M

 

 

 

s

 

im

 

2

 

 

 

1

 

 

 

s

 

im

 

2

 

 

 

b

 

i

 

 

 

 

 


Figure 2.6. The security market line

3. INVESTMENT MANAGEMENT

Investment management, also known as portfolio management, is the process by which money is managed. It may  be active or passive, use explicit or implicit procedures, and  be relatively controlled or uncontrolled. The trend is toward highly controlled operations consistent with the notion that capital markets are relatively efficient. However, approaches vary, and many different investment styles can be found. Figure 3.1. shows the major characteristics of a traditional investment management organization.

Projections concerning the economy and the money and capital markets are made by economists, technicians, fundamentalists, or other market experts within or outside the organization. The projected economic environment is communicated via briefings and written reports-usually in a rather implicit and qualitative manner to the organization’s security analysts. Each analyst is  responsible for a group of securities, often those in one or more industries (in some organizations, analysts are called industry specialists). Often, a group of analysts report to a senior analyst responsible for a sector of the economy or market.
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Figure 3.1. Traditional investment management organization

The analysts, often drawing heavily on the reports of others (for example, "street analysts" in brokerage houses), make predictions about the securities for which they are responsible. In a sense, such predictions are conditional on the assumed economies and market environments, although the relationship is typically quite loose.

Analysts’ predictions seldom specify an expected rate of return of the time over which predicted performance will take place. Instead, an analyst’s feelings about a security may be summarized by assigning it one of five codes, whereas 1 represents a buy and 5 represents a sell. (Some organizations reverse the numbers, so that 5 is a buy and 1 is a sell; some European organizations favor five codes that are denoted +, 0+, 0, 0-, and - ; some organizations have long-term lists as well as short-term lists).

These security codings and various written reports constitute the information formally transmitted to an investment committee, which typically includes the senior management of the organization. In addition, analysts occasionally brief the investment committee on their feelings about various


 securities. The investment committee’s primary formal output is often an approved (or authorized) list, which consists of the securities deemed worthy of accumulation in a given portfolio. The rules of the organization typically specify that any security on the list may be bought, whereas those not on the list should be either held or sold, according to special circumstances. The presence or absence of a security on the approved list constitutes the major information transmitted explicitly from the investment committee to a portfolio manager. 

In recent years, specialty investment firms have gained considerable popularity. As opposed to traditional investment firms that invest in a broad spectrum of securities, these organizations concentrate their investment efforts on a particular asset class, such as stocks or bonds. They often specialize even further,focusing on a narrow segment of a particular asset class, such as the stocks of small start-up companies.

Although these specialty investment firms may follow many of the security analysis procedures of traditional investment organizations, they usually employ few security analysts. Often the portfolio managers serve jointly as analysts. Furthermore, their decision-making processes are typically more streamlined, often avoiding investment committee structures entirely, thereby permitting portfolio managers considerable discretion to research securities and construct portfolios. Whether this less hierarchical approach to investing actually  produces superior results is open to question.

3.1. Passive and Active Management

Within the investment industry, a distinction is often made between passive management - holding securities for relatively long periods with small and infrequent changes and active management. Passive managers generally act as if the security markets are relatively efficient. Put somewhat differently, their decisions are consistent with the acceptance of consensus estimates of risk and return. The portfolios they hold may be surrogates for the market portfolio that are known as index funds, or they may be portfolios that are tailored to suit clients with preferences and circumstances that differ from those of the average investor. In either case, passive portfolio managers do not try to outperform their designated benchmark.

For example, a passive manager might only have to choose the appropriate mixture of Treasury bills and an index fund that is a surrogate for the market portfolio. The best mixture would depend on the shape and location of the client’s indifference curves. Figure 3.2. illustrates the situation.
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Figure 3.2. Location of client indifference curves

Point F plots the riskfree return offered by riskfree security, e.g. Treasury bills, and point M plots the risk and expected return of the surrogate market portfolio, using consensus forecasts. Mixtures of the two investments plot along line FM. The client’s attitude toward risk and return is shown by the set of indifference curves, and the optimal mixture lies at the point O, where an indifference curve is tangent to line FM. In this example, the best mixture uses both Treasury bills and the surrogate market portfolio. In other situations, the surrogate market portfolio might be "levered up" by borrowing (that is, money might be borrowed and added to the client’s own investable funds, with the total being used to purchase the  surrogate market portfolio).

When management is passive, the overall mixture is altered only when (1) the client’s preferences change; or (2) the riskfree rate changes; or (3) the consensus forecast about the risk and return of the benchmark portfolio changes. The manager must continue to monitor the last two variables and  keep in touch with the client concerning the first one. No additional activity is required.

Active managers believe that from time to time there are mispriced securities or groups of securities. They do not act as if they believe that security markets are efficient. Put somewhat differently, they use deviant predictions, that is, their forecasts of risks and expected returns differ from consensus opinions. Whereas some managers may be more bullish than average about a security, others may be more bearish. The former will hold "more-than-normal" proportions of the security, while the latter will hold "less-than-normal" proportions.

Assuming that there is no tailoring, it is useful to think of a portfolio as having two components: (1) a benchmark portfolio (actually, a surrogate for it, e.g. CROBEX); and  (2) deviations designed to take advantage of security mispricing. For example, a portfolio can be broken down as shown in Table 3.1.

Table 3.1. Active positions in benchmark portfolio

Name of stock
Proportion in “actual” portfolio
Proportion in CROBEX
“Active” 
position

PLI
20.9%
50.4%
-20.5%

ZABA
19.5%
27.1%
-7.6%

PODR
8.1%
6.9%
+1.2%

LAGP
30.1%
4.3%
+25.8%

KRAS
10.7%
3.0%
+7.7%

JADT
4.9%
3.0%
+1.9%

RIVP
4.5%
2.8%
+1.7%

ISTT
1.5%
2.4%
-0.9%

Total
100%
100%
0%

The second column shows the actual proportions in the actively managed portfolio. The third column indicates the percentages in a benchmark portfolio which, in this case, is represented by CROBEX. The active positions can be represented by the differences between the proportions in the actual and benchmark portfolios. Such differences arise because active managers disagree with the consensus forecast about expected returns or risks. When expressed as differences of this sort, the actual portfolio can be viewed as an investment in the benchmark portfolio with a series of bets being placed on certain securities (LAGP) and against certain other securities (such as ZABA). Note how the bets are "balanced" in that the amount of the negative bets exactly counters the amount of the positive bets.

4. INVESTMENT MANAGEMENT IN EMERGING MARKETS’
            ENVIRONMENT

Emerging markets are characterised by  the lack of common reporting and business standards and a lack of information. Stock markets and currencies can be highly volatile, reacting strongly to international investor sentiment and economic and political changes.

Investments in emerging markets can result in spectacular returns, positive or negative. However, picking potential winners, at the level of either country or company, is very difficult. There are frequently problems in comparing the relative merits of companies across the markets: financial reporting and accounting standards vary, and indicators such as price/earnings ratios are often unreliable for international comparisons. Countries employ a variety of accounting conventions in their treatment of corporate profits. 

It is clear that emerging markets carry considerable risks, including illiquidity, lack of transparency, and sharp swings in prices. Institutional investors seeking a stake in these markets are either thinking long-term or are prepared to take substantial risks. They are also considering carefully what proportion of their portfolios they can reasonably afford to commit to such markets. 

Generally, we could identify five types of risks involved in emerging market investment:

· political - instability, regulation, foreign investment restrictions;

· financial - remittance/exchange control, convertibility, currency devaluation;

· investment - disclosure, ownership, minority shareholder culture;

· transactional - brokers, fees, computerization, settlement, custody/certificate exchange;

· systemic - liquidity, regulatory enforcement, transparency, operational structure of stock exchange.

The inherent volatility and arbitrariness of stock market pricing in emerging markets create a poor guide to efficient investment allocation. Portfolio capital inflows from abroad lead to interactions between two inherently unstable markets: the stock and currency markets. Such interactions in the wake of unfavorable economic shocks may exacerbate macroeconomic instability and reduce long-term growth.

Emerging market investment depends upon steadily growing liquidity to be able to pay back investors at higher levels in a foreign currency.  It works when it is going up and money is coming in. However, on the contrary, liquidity is tight; ability to pay foreign creditors is lacking and confidence plummets. Since the beginning of the Asian crisis in July 1997, there has been an approximately 50% decline in emerging markets. It started in Asia, then became most visible and most illustrative in Russia, with about a 90% decline.

From the above mentioned, we could conclude that managing investments from the standpoint of emerging markets investors could be a difficult task. Let us briefly outline the steps of investment process in the context of emerging markets.

4.1. The investment process

The central role in the investment management activities is the investment process. The investment process encompasses all procedures in achieving the final objective of institutional investors, i.e. increasing value of assets under management.

The investment process describes how an investor should go about making decisions with regard to what marketable securities to invest, how extensive the investment should be, and when the investment should be made. A five-step procedure for making these decisions forms the basis of the investment process:

1. Set investment policy;

2. Perform security analysis;

3. Construct a portfolio;

4. Revise the portfolio;

5. Evaluate the performance of the portfolio.

4.1.1. Set investment policy in the framework of risk and return

In this step, it is necessary to identify the client’s investment objectives, particularly in regard to his attitude toward the trade-off between expected return and risk. Since emerging markets are characterized by the lack of trading history, it could be difficult  to use standard economic theory in setting up a framework of expected return and risk.
 Also, historical data cannot be used as a proxy for expected returns and standard deviations. Here are several reasons:

1. Short time series of trading data;

2. Infrequent trading;

3. Clusters of speculative trading.

Furthemore, analysis of an investor’s behavior in the mean variance framework is appropriate when returns are normally distributed or investors' preferences are quadratic. In actual applications, especially in emerging markets, returns are typically not normally distributed and utilities are typically non-quadratic.

Investors and the financial press have, in the last few years, paid considerable attention to the new equity markets that have emerged around the world. This new interest has undoubtedly been spurred by the large and, in some cases, huge returns offered by these markets. Fundamental asset pricing models, such as the CAPM and the APT, tell us that high expected returns ought to be associated with high measures of risk with respect to a number of risk factors. One would, therefore, want to identify the set of fundamental sources of risk that affect the returns in these emerging markets. Two different views can be taken when searching for these factors: one can consider that these markets are segmented and concentrate on local risk factors to explain local returns, or one can adopt the perspective of an international investor, diversifying his portfolio worldwide. If enough investors diversify internationally their portfolios and markets move towards integration, expected returns in one country will be well described by the country's world risk exposure, defned as the co-variance of the country's returns with the world market portfolio. This is the view taken by Harvey (1991, 1995) in two recent studies, one on industrialized countries, the other on emerging markets
.

In both studies, the author adopts a dynamic factor asset pricing model in which the risk loadings are measured with respect to the world market return in excess of a risk-free asset return. Moreover, these risk loadings are allowed to vary through time. This feature is clearly essential in the context of emerging markets, where the internal dynamics underlying the country's returns index, along with unstable macroeconomic and political conditions, can bring considerable variation in the factor loadings. This variability is brought into the model by the projection of both the country's returns and the world returns on a set of variables deemed to be in the information set of investors. 

However, the coeffcients of these projections are maintained constant over the sample period. In other words, the returns are linked to these information variables through a stable relationship. This assumption can be seriously questioned in a model for emerging markets since many reasons can be invoked for the presence of structural changes. Market liberalization measures can be introduced at one or various points in the sample, where drastic political or economic policy changes can take place, or new institutions can be set in place. In this context, one would like to have a test for the stability of the projection coeffcients on the different variables.

4.1.2.  Security Analysis

The second step in the investment process, performing security analysis, involves examining a number of individual securities (or groups of securities) within the broad categories of financial assets previously identified. One purpose for conducting such examinations is to identify those securities that currently appear to be mispriced. There are many approaches to security analysis. However, most of these approaches fall into one of two classifications. The first classification is known as technical analysis; those who utilize this approach to security analysis are known as technicians or technical analysts. The second classification is known as fundamental analysis; those who utilize it are known as fundamentalists or fundamental analysts.

In its simplest form, technical analysis involves the study of stock market prices in an attempt to predict future price movements for the common stock of a particular firm. Initially, past prices are examined in order to identify recurring trends or patterns in price movements. Then, more recent stock prices are analyzed in order to identify emerging trends or patterns that are similar to past ones. This matching of emerging trends or patterns with past ones is done in the belief that these trends or patterns repeat themselves. Thus, by identifying an emerging trend or pattern, the analyst hopes to predict accurately future price movements for that particular stock. 

Fundamental analysis begins with the assertion that the "true" (or "intrinsic") value of any financial asset equals the present value of all cash flows that the owner of the asset expects to receive. Accordingly, the fundamental stock analyst attempts to forecast the timing and size of these cash flows, and then converts them to their equivalent present value by using an appropriate discount rate. More specifically, the analyst must attempt not only to estimate this discount rate but also to forecast the stream of dividends that a particular stock will provide in the future, which is equivalent to forecasting the firm’s earnings per share and payout ratios. Furthermore, the discount rate must be estimated. Once the true value of the common stock of a particular firm has been determined, it is compared to the current market price of the common stock in order to see whether or not the stock is fairly priced. Stocks that have a true value less than their current market price are known as overvalued, or overpriced, stocks, whereas those that have a true value greater than their current market price are known as undervalued, or underpriced, stocks. 

The magnitude of the difference between the true value and the current market price is also important information because the strength of the analyst’s conviction that a given stock is mispriced will depend, in part, on it. Fundamental analysts believe that any notable cases of mispricing will be corrected by the market in the future, meaning that prices of undervalued stocks will show unusual appreciation and prices of overvalued stocks will show unusual depreciation.

Morck, R. et. al, (1997) show that stock prices in emerging economies move in step much more than in advanced economies. Emerging markets' prices capitalize less firm specific information, and appear subject to more economy-wide fluctuations. Measures of this consonance of stock returns are positively correlated with indicators of poor property rights protection and inefficient legal systems. Lax accounting standards strengthen these correlations, but do not have an independent effect. Judicial efficiency, clean government and meaningful accounting information let stock markets process information and allocate capital better, and thus contribute to economic growth. The absence of these factors may discourage informed trading and foster noise trading.

According to the finance theory (Grossman, 1976), investors who accumulate information can gain by trading against less informed investors. This trading moves prices, and consequently informed traders’ information is capitalized into stock prices. In theory, investors should value stocks using both macroeconomic and firm-specific information. Macroeconomic information (e.g. inflation forecasts, new international trade rules, new tax rules, etc.) affects many firms’ prices simultaneously. In contrast, firm-specific information, signs of better management, an impending lawsuit, a competitor’s innovation, etc. affect the stock price of only one, or at most a few, firms. When investors obtain new information, they project its impact on a firm’s expected future cash flows and their present values. This rapid capitalization of information, especially firm-specific information, is the basis of the widely used event study methodology in the empirical financial economics literature (MacKinley, 1997).

The incorporation of information into stock prices depends on the ability of outside investors first to acquire it and second to benefit from it. The former depends on the degree of trust investors have in financial disclosures, press reports, and the like. The latter depends on the extent to which investors’ property rights are protected. LaPorta et al. (1997a) show that widespread corruption compromises public investors’ property rights. These considerations suggest that a country's accounting, legal and institutional environment might affect its stock prices’ information content. Investors accumulate information until the marginal cost of an additional unit exceeds its marginal return (Grossman, 1976). 

Poor accounting standards, an inefficient legal system that tolerates fraud and other adverse institutional flaws potentially raise the marginal cost of gathering valid information. In an economy where investors' property rights are poorly protected, the marginal return from information is depressed. Knowing that a firm has profitable economic opportunities may be of scant benefit to public shareholders if insiders, bureaucrats, and politicians routinely skim off any positive net present value, either from the firm itself or from the investor directly. Thus, the findings of LaPorta et al. (1997a, b) suggest that a country's institutional, legal, and regulatory environment might also affect the type and quantity of information that finds its way into stock prices.

These facts suggest that it may be relatively unprofitable in some economies to expend significant resources by gathering and analyzing firm-specific information. Consequently, firm-specific stock price movements might be relatively rare in these markets compared to stock markets in advanced economies.

Following this reasoning, Morck, R. et al. (1997) develop measures of the relative importance of firm - specific vs. market-wide stock price movements for different economies. Morck, R. et al. (1997) then correlate these with measures of the sophistication of an economy’s institutions from LaPorta et al. (1997) that reflect information disclosure standards, the protection of investors’ rights and the integrity of the legal system and government.
4.1.3.  Portfolio Construction

The third step in the investment process, portfolio construction, involves identifying those specific assets in which to invest, as well as determining the proportions of the investor’s wealth to put into each one. Here, the issues of selectivity, timing, and diversification need to be addressed by the investor. Selectivity, also known as microforecasting, refers to security analysis and, thus, focuses on forecasting price movements of individual securities. Timing, also known as macroforecasting, involves the forecasting of price movements of common stocks in general, relative to fixed-income securities, such as corporate bonds. Diversification involves constructing the investor’s portfolio in such a manner that risk is minimized, subject to certain restrictions.

4.1.4. Portfolio Revision

The fourth step in the investment process, portfolio revision, concerns the periodic repetition of the previous three steps. That is, over time, the investor may change his or her investment objectives, which, in turn, means that the currently held  portfolio may no longer be optimal. Instead, perhaps the investor should form a new portfolio by selling certain securities that are currently held and purchasing certain others that are not currently held. 

Another motivation for revising a given portfolio is that over time, the prices of securities change, meaning that some securities that initially were not attractive may become attractive and others that were attractive at one time may no longer be so. Thus, the investor may want to add  the former to his portfolio, while simultaneously deleting the latter. Such a decision will depend upon, among other things, the size of the transaction costs incurred in making these changes as well as the magnitude of the perceived improvement in the investment outlook for the revised portfolio.

4.1.5.  Portfolio Performance Evaluation

The fifth step in the investment process, portfolio performance evaluation, involves determining periodically how the portfolio performed, in terms of not only the return earned, but also the risk experienced by the investor. Thus, appropriate measures of return and risk as well as relevant standards (or "benchmarks") are needed. The central question here is: “What should be benchmark in a particular emerging market?” It is almost impossible to set up standard benchmarks for the emerging markets’ country portfolio. 

A solution could be reached by setting certain fundamental benchmarks for every particular stock which comprises the portfolio. For example, stocks should satisfy certain standard requirements in terms of P/E ratios, price to book or price to market ratios. If stock performance is not in consent with standard requirements, the portfolio should be rebalanced by liquidating the stock.

5. CONCLUSIONS

The past thirty years have witnessed a concentration of financial power in the hands of a relatively few organizations, collectively known as institutional investors. The economic and social consequences of this consolidation have been enormous. In a very broad sense, institutional investors are simply financial intermediaries of any  type. This definition sets them apart from retail  investors, who are individuals owning portfolios for which they are the direct beneficiaries.

These organizations have become the driving force behind many investment  industry innovations. The growth in institutional investor portfolios has influenced the appearence of many financial instruments and investment management techniques. They have explicitly sought to maintain adequate portfolio diversification and to control systematic and unsystematic risk using complex risk models.

The idea of risk diversification is certainly far from new. Well-known is the wisdom of not putting all of one’s eggs into one basket, particularly in the case where the eggs are a number of financial instruments and the basket is a portfolio of investments or securities chosen by the investor. What is relatively new is the provision of formal theoretical framework in which both the analysis of the benefits of risk diversification, and the choice of a particular portfolio group (a group of investments or securities suited to the requirements of an individual investor), can be made on a “scientific” basis. This development stemmed largely from the work of Harry Markowitz (1952).

Markowitz’s now seminal paper (1952) grew out of a doctoral dissertation written at the University of Chicago. This particular paper, with a normative motive, eventually results in a near-revolutionary change in positive, macroeconomic thinking. Markowitz sought to explain how, under conditions of risk, a risk averse mean variance utility maximizer might diversify investment risk by investing in stocks whose rates of return do not vary in unison. Where rates of return are perfectly correlated, risk reduction through diversification cannot be achieved. Where rates of return are less than perfectly correlated, however, to the extent that such interrelationships can be known, the information can be exploited to determine which stocks-whose rates of return do not vary in unision-should be included in an investment portfolio and in what (optimal) proportions.

This theory had a great influence on modern investment management. Investment management, also known as portfolio management, is the process by which money is managed. It may be active or passive, use explicit or implicit procedures, and be relatively controlled or uncontrolled. The trend is toward highly controlled operations consistent with the notion that capital markets are relatively efficient.

The central role in investment management activities belongs to the investment process. The investment process encompasses all procedures in achieving the final objective of institutional investors, i.e. increasing value of assets under management.

A problem that often arises is how to set up an investment process in emerging markets’ enviroment. Emerging markets are characterised by  the lack of common reporting and business standards and the lack of information. Stock markets and currencies can be highly volatile, reacting strongly to international investor sentiment and economic and political changes. 

Investments in emerging markets can result in spectacular returns, positive or negative. Since emerging markets are characterized by the lack of trading history, standard economic theory cannot be used to set up a framework of expected return and risk (mean variance framework). The inherent volatility and arbitrariness of stock market pricing in emerging markets create a poor guide to efficient investment allocation. Portfolio capital inflows from abroad lead to interactions between two inherently unstable markets: the stock and currency markets. Such interactions in the wake of unfavorable economic shocks may exacerbate macroeconomic instability and reduce long-term growth.

Therefore, emerging markets investors should carefully consider each step of the investment process, according to changing external conditions and adjust the procedures for the selection of optimal portfolio.
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INSTITUCIONALNI INVESTITORI: POSTUPCI U SELEKCIJI OPTIMALNE KOMBINACIJE INVESTIRANJA

Sažetak

U ovom se radu analizira ponašanje institucionalnih investitora na razvijenim tržištima kapitala, s posebnim osvrtom na postupke i modele koji se koriste u odabiru optimalnih ulagačkih mogućnosti. Ove metode se također stavljaju u kontekst hrvatskog tržišta kapitala te se pokazuje u kojoj su mjeri neophodna odstupanja od standardne teorije, primjenjive u razvijenim tržišnim gospodarstvima.
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� The assumptions are:


Investors are assumed to be concerned with maximizing the expected utility of their portfolio of securities over the single period under consideration 


Investors are assumed to have beliefs about the potential returns available on individual securities in the form of subjective probability distributions of expected returns. The mean of the distribution is taken as a measure of expected return and the variance as an indication of its risk. It is also assumed that investors have an estimate of the co-variability of the expected returns on the securities available


It follows that, when combinations of securities are chosen to form various portfolios, these portfolios can be completely described, from the investors point of view, by the mean and variance of their expected returns 


Investors have utility functions of a type which enables them to choose portfolios solely on the basis of their estimated risk and expected return, and that in this choice the investors display risk aversion. From this, it follows that at the given level of risk, investors prefer more returns to less, and that at a given level of return, they prefer less risk to more.


Further assumptions normally made to facilitate the analysis are that investors can affect transactions in the market without incurring any dealing costs or tax liabilities, and that they can put any proportion of their portfolio into any security. 


The last assumption implies that securities are infinitely divisible.


� Sharpe – Litner CAPM.


� Assumption of normal distribution of returns was made by subsequent researchers. See for example (Osborne, 1959).


� Principle of nonsatiation.


� In 1959, when this theory appears, a first generation of digital computers was coming on–line, but these machines lacked the processing speed and memory to deal with large scale applications. For example, Sharpe (1963, pp. 284-85) reports that “the Rand QP code required 33 minutes to solve a 100-security example on an IBM 7090” for a single solution point. There are (n2-n)/2+n unique variance and co-variance terms in a variance-co-variance matrix of order n. This one solution point involves just one inversion of a matrix, with only 5,500 unique variance and co-variance terms.


� Not to be confused with a market portfolio.


� Mean variance framework.


� Bekaert and Harvey (1995, 1996) develop models of the conditional mean and conditional variance of returns which allows for time-varying influences of both local and world factors.
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