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Five International
Managers in One

Fund

Jelfrey Mortimer’s job 1sn’t stock picking. Instead, he picks
managers, and more importantly, he picks how much capital
us allocated to each manager. ‘T he goal is to achieve a broadly
dwersified international fund that can have a value tilt or a
growth tlt depending on the macroeconomic environment. A
key aspect of the fund’s strategy s the focus on future, not
past performance, and that is achieved through a proprietary

mean reversion model.

Q: What is the investment philosophy
of your fund?

A: Ten years ago we started with the
premise that there is more than one way
to beat an international benchmark. You
could pick a mutual fund or a manager
to do that for you, but we decided that
we could combine several managers to
achieve something that’s greater than the
sum of the parts. The premise was that
we could not only take the stock-picking
expertise of the underlying managers,
but we could also tilt the overall portfolio
depending on our macroeconomic view
of the marketplace. We could allocate
more assets to the managers expected to
do well going forward, while under-allo-
cating assets to the managers whose style
may be struggling in the near term.

That philosophy allows us to poten-
tially add value at two levels, while most
mutual funds only add value at the stock-
selection level. I came to Schwab about
ten years ago to put in place an invest-
ment process for searching and selecting
those managers, and the end result is a
portfolio that’s broadly diversified across

sectors, market caps, and regions. The
fund has more than 400 names in to-
tal, ranging from the smallest emerging
market stocks to names like BMW. You
typically don't find that range in other
products.

Q: What is your strategy for selecting
and combining those managers?

A: As we interview potential sub-
advisors, we start with the four “P’s, or
performance, philosophy, process, and
people. But while the industry usually
stops there, that’s just our starting point.
Then we add proprietary research, or
mean reversion research, as well as top-
down research. We do both on-site visits
and have visits in our office; we do due
diligence at both the qualitative and the
quantitative levels.

The goal is to find managers with
patterns of performance that can be a
forecaster for performance going for-
ward. Traditional screening processes
are wonderful for finding past top per-
formers, that’s what they are designed to
do, while ours is designed to find future
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strong performers. There isnt a lot of
value in finding the best past perform-
ing fund.

The overall strategy is hiring sub-ad-
visors to pick the stocks for us, so our
work actually is allocating money appro-
priately to those sub-advisors. In essence,
they are our stocks, and although there
are five of them in the portfolio, we're
giving more weight to the ones who we
believe will do best going forward. We
have a macro-economic outlook into
styles, sectors, and industries, and we try
to determine future performance based
on that outlook. Right now we have a
growth til; we are about 62% growth
and 38% value.

The shifts in the focus tend to be
long-term, so this is not a growth fund
one day and a value fund on the next.
It is a long-term tortoise that slowly
drifts around in the core space slightly
into growth or into value. And although
most rankings position us in the growth
space, I would argue that we are in the
far left of that space. It is a broad core
holding within the international space.

As an example of our process, in late
2002 and early 2003 we did mean re-
version work by screening the entire in-
ternational mutual fund database. That
screening alerted us that small-caps had
high probability of outperforming the
MSCI EAFE, or a broad peer group of
international managers. So we were able
to allocate a lot of money towards Amer-
ican Century Small-Cap, which plays a
small-cap role in our fund. Traditional
screening would have never pointed the
move to small-caps because theyd been
a very poor performer during the correc-
tion that started in 2000.

Another example is early 2000, when
we determined that value would poten-
tally be the right place going forward.
This was the time when, if you looked
in the rear view mirror, you would think
that the more growth in the portfolio,
the better. At that point we were able to
sell off growth holdings and to allocate
money towards very conservative man-
agers. So this fund performed very much

like a growth fund in 1999, but like a
blended fund in 2000. It didn’t go down
like the traditional growth funds in that
period of severe correction.

The fund will do 5% to 15% moves
within its allocation, so it’s not shifting
overnight. It’s trying to take advantage
of the major turning points and to po-
sition itself ahead of them through our
manager screening process. That subtle
shifting allows us to participate in up
markets and to protect sharcholders in
down markets.

Q: So you seek out funds with man-
dates that fit your expectations, and
then you let them manage their por-
tion. Is that correct?

A: Yes. We screen both the mutual
fund and the institutional universe for
the right mandate. Once the manager
is chosen, we put together investment
policy guidelines for that separate ac-
count. These guidelines are similar to
the guidelines of their general mandate,
but are still specific to us. We may have
some restrictions, but we usually give
the managers as much freedom as pos-
sible because we want them to manage
money to the best of their ability. When
Sparky Anderson, the baseball manager,
was asked about his key to success, he
said “I don’t trip my players when they
run onto the field.” T think that’s a won-
derful analogy because if we've found
wonderful sub-advisors, we really want
to let them work. We evaluate them for-
mally on a quarterly basis, communicate
regularly with them, but they have the
freedom to do what they do best, which
is pick stocks and regions.

Q: How do you avoid becoming over-
weight in a certain region or sector? Is
that part of your guidelines?

A: It is not part of our guidelines,
but the managers are chosen because
of their diversifying effect to the fund,
so there isn’t a lot of overlap. We have
a value manager, opportunitistic growth
manager, multi-cap growth manager,
small-cap value manager, small/mid-

cap growth manager, so they dont play
in similar ponds. But because we own
420 names, even if they were all picking
the same name, it would reach only 3%
or 4% of the portfolio. That still isn’t a
heavy weighting by typical mutual fund
standards.

The largest holding in the fund cur-
rently is about 1.2% of the assets. Even
the largest ten positions make up only
about 10% of the fund. So we would
certainly become aware of an overweight,
but we tend not to stand in the way as
long as it doesn’t get to an extreme level.
But based upon mathematics, it really
couldn’t reach an extreme level.

Q: Could you explain in more detail
the mean reversion method? Why do
you believe that approach helps you
achieve better selection of sub-advi-
sors?

A: Its proprietary work that I cannot
discuss in great detail, but basically, we've
found that the managers at the top, who
have continuous great performance, may
mean revert down to the bottom. So we
study the other side of the coin with
the idea of finding managers with poor
near-term performance, but with the
potential for strong performance going
forward. We believe that the managers at
the top for long periods of time are prob-
ably quite talented, but the managers at
the bottom may be facing a style thats
out of favor. That’s where were getting at
sub-styles through our mean reversion.

The rating agencies divide the world,
at least domestically, into three large
buckets - value, core, and growth, while
we can come up with ten sub-styles. If
you can understand a manager to a great
degree, you can really understand what
his sub-style is. Then, depending on the
economic background, this sub-style
either thrives or suffers. And by look-
ing at mean reversion, you can pick the
sub-style with the greatest potential for
strong performance going forward as the
economic background changes.

That’s the reasoning behind the mean
reversion process. People often choose
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the best performing five-year manager
and then all of sudden that manager
underperforms. I've done that too in
younger periods of my career. The prob-
lem is that past performance isn't a good
predictor for future performance.

Our role is to look at a return series
and decipher whether this is luck or skill.
By looking at mean reversion, you can
select skill with bad luck, which pays you
off double. When the style comes into
favor, the manager comes into favor and
it’s almost like the P/E expansion. When
you buy a low P/E stock, not only the
earnings come up, but the P/E expands,
so you win twice. When we picked the
small-cap manager in early 2003, we
didn’t only get a great manager, but also
the style that was coming in vogue.

Q: Does that mean that a manager
with strong performance wouldn’t
stand a chance in your model? What
about managers who have consistent-
ly done well for ten years or longer?
Would they be excluded by your man-
ager-selection process?

A: No. If a manager is good, helll
tend to be good. There are factors that
can signal if the best days are behind that
manager or if he or she has a wonderful
philosophy and process that will con-
tinue to produce strong results. We're
not turning over advisors and we’re not
timing advisors; we tend to be long-term
holders of both the sub-advisors and the
strategies. This is a fund that moves like
a tortoise and we’re trying to get the ma-
jor turning points right and let the trend
play itself out. So we're just trying to find
the sub-styles and the strategies that give
us signals of upcoming strength, and get
there before the crowd.

For example, in 2002 nobody would
want to invest in international small-
caps except for us. That gives us contrar-
ian flair, but we have a methodology that
allows us to see these trends. We're not
contrarian for contrarian sake; it’s the
methodology that points in that direc-
tion. That does not go against a great
manager still being great, and we still

kept William Blair. We just allocated

new cash flow to American Century.

Q: When you have multiple man-
agers, what kind of risks do you per-
ceive and how do you monitor and
control them?

A: The risks are typical of any mu-
tual fund. They include over-concentra-
tion in the same region, sector, industry,
or style, and we've mitigated this risk
almost by design. The fund plays in five
separate areas and represents five funds in
one. Many risks can never go away, but

“This is not a growth
fund one day and a value
fund on the next. It is a
long-term tortoise that
slowly drifts around in
the core space slightly into
growth or into value.”
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we believe that we mitigate a lot of them
through diversification. The growth tilt
is mitigated by the value portion, large-
cap by small-caps; emerging markets
by developed markets, so most risks are
controlled through diversification.

But while the structure does most of
the heavy lifting for us, there’s the risk of
that structure breaking down if a growth
manager wanders over into value, or if
large-cap wanders into small. So we are
constantly evaluating manager’s hold-
ings formally on quarterly basis and in-
formally on individual basis. We do style
maps of each sub-advisor to make sure
that they are adhering to their style. We
are looking at our squares relative to the
benchmarks, at the upside and down-
side capture of each sub-advisor and the
overall fund as we want it to behave in
the right way in various market condi-
tions.

Q: What benchmarks do you follow?

A: The fairest benchmark for this
fund would be the MSCI EAFE, which
is the broadest benchmark in that space.
The fund is a core international holding,
although it’s temporarily in the growth
base of the agencies. For many of our
investors, this fund is their only interna-
tional holding because it represents five
funds into one. Others use this as a core
holding and they combine it with other
mutual funds to supplement the return,
but those are the two manners in which
this fund is utilized by investors. il
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