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Individual
Allocation Mix

Steve Young, CIO at Cunian Capital, believes that separately managed accounts provide
a real alternatwe to mutual fund nvesting. In addition to the tax benefits and flexibility,
common_for all SMAs, Curian tries to make the product suitable for most investors, not just
Jor the largest ones. Using four managers and 320 models, the company focuses on selecting

the right allocation mix and the right managers for each client.

Q: What's your philosophy for manag-
ing the individual investors accounts?

A: I believe that separately managed
accounts are becoming a real alternative
to mutual funds, as they provide a num-
ber of benefits. Clearly, the flexibility to
customize the portfolio is such a benefit.
Investors can exclude certain individual
companies or industries if they have
concerns about social responsibility, or
if they work with a high-tech company,
for example, and already have adequate
exposure to that industry through their
stock purchasing plan.

The other benefits of SMAs, at least
with Curian, include the transparency
and the ability to go online and look
at all the individual holdings, and their
price on intra-day basis, if you have that
level of interest. It is your portfolio and
you're not co-mingled with other inves-
tors’ assets, so youre not influenced by
inflows and outflows within the mutual
fund.

That can make a big difference par-
ticularly for taxable investors. When you
open a SMA account, you establish your
cost basis as you open the account, so
you don’t have the embedded tax conse-
quences of mutual funds. When buying
a mutual fund, you're essentially buying
the history of that fund. If there are em-
bedded gains, they become a tax liabil-

ity even though you didn’t benefit from
these gains in previous years. So from a
tax situation, there are significant advan-
tages to a SMA.

Compared to other separately man-
aged accounts, Curian offers the ability
for the common investor to benefit from
the investment style previously reserved
for the ultra high net worth investors.
The investment minimum used to be ap-
proximately $250,000 per manager, but
through technology, Curian has been
able to offer up to four managers in a
diversified portfolio with an investment
minimum of $25,000.

So we're opening the door for more
investors to take advantage of a separate-
ly managed portfolio. Another differen-
tiating factor is that we have the same
SMAs for the very large clients and for
the smaller clients. In other words, we
manage the accounts in a more uniform
fashion as opposed to choosing from dif-
ferent SMAs depending on the size of
the client.

Q: What’s your approach when you
create these customized accounts? Do
you have several pre-defined varieties
or you take one client at a time?

A: We certainly address one client at
a time. It’s a matter of focusing on asset
allocation, on the right asset classes and

the right mix to address the investor’s
long-term objectives. Then it’s a matter
of selecting the right managers that fill
that asset allocation pie and that’s where
we apply most of our effort. We aim to
find those institutional managers that
fit well together as a group and achieve
competitive returns.

We mix those managers as opposed
to asking the advisor to take the respon-
sibility of choosing among an array of
managers. That challenge is the same as
picking and choosing among thousands
of mutual funds, and often the advisors
don’t have the resources to do that ef-
fectively. If they’re the ones responsible
for finding the best manager or the best
mutual fund, that takes time and effort
away from growing their business and
attracting new assets. So what Curian
does is select quality institutional money
managers to fit their client’s objectives.
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Q: What type of customizations do
you find most popular in your seg-
ment? Also, what are issues that come
up in terms of reporting, transparency,
and monitoring?

A: There’s a significant number of in-
vestors that are taking advantage of the
ability to exclude securities from their
portfolios. Probably more than 20% of
our clients take advantage of these re-
strictions because they have socially re-
sponsible motivation in their investment
strategies.

What we do in terms of reporting,
we take advantage of technology and
web access. Advisors and clients have ac-
cess to their portfolios on a 24/7 basis.
They can review not only the individual
holdings, but also their current and past
statements, as well as the investment
policy statement that they establish
when they open the account. All their
preferences included in the investment
policy statement are at their fingertips
whenever they have access to the Inter-
net. So from an information and client
service standpoint, we've leveraged the
technology to provide complete access
to the account. We've gone to the extent
that we can go paperless, but we also of-
fer paper statements for clients that are
more comfortable with such type of re-
porting.

Q: Could explain your research pro-
cess in more detail, including the re-
search on managers?

A: That’s a great question because
that’s where we put most of our effort
and resources. We partner with an in-
stitutional consulting firm, CRA Rog-
ers Casey, which is one of the industry’s
largest institutional consulting firms.
They’re working with large pools of
money, including Fortune 500 compa-
nies, large endowments, or foundations
related to universities or hospitals.

Theyre actually out there selecting,
evaluating, and doing due diligence on
hundreds of money managers and they’ve
built a database of about 1,400 different
managers that they’re very familiar with.
They have every statistic you can imagine

on those managers, but they also focus
on some qualitative aspects, including
the personnel that created the track re-
cord, the structure of the organization to
keep them motivated, the rules allowing
key investment personnel to focus on
managing money, not on administrative
or client service responsibilities, etc.

We have full access to their data-
base and their consultant expertise of
what makes a manager successful. Then
we look for the managers that fit well
together and create a portfolio that we
think works well for our client.

Q: Do you search within this database
for every new client or you've nar-
rowed down the universe to 20 or 30
managers you usually work?

A: It’s primarily looking at what we
already have on the platform and if there
is something we can do to improve the
risk/return characteristics of the entire
portfolio, and what type of manager
would do that. So we'll go to CRA Rog-
ers Casey and suggest that we want to
find this type of manager and we'd like
to focus on these characteristics that fit
with the rest of the managers on the
platform.

We differ from other SMA provid-
ers in that respect because we don’t just
bring a stable of managers for the advi-
sors to pick from, but we assemble the
managers in a portfolio that’s delivered
to the client. So we're the ones that make
sure that these managers fit well togeth-
er.

We have one model portfolio of man-
agers, and then the allocations amongst
asset classes are customized for the cli-
ents in 320 different models. But our
clients essentially get access to the same
four managers in our platform, while the
allocation to those managers are custom-
ized relative to their objective.

Q: Could you give us more details
about these managers and the mod-
els?

A: They're actually four institutional
And the models are
defined by the allocation amongst as-

money managers.

set classes, or by how much you might
have in bonds versus international stocks
versus domestic. That’s what defines the
model. But within the equity allocation,
those four institutional money managers
are responsible for the returns on the do-
mestic equity.

Q: So you and your staff would add,
replace, or broaden the mandate de-
pending on your investment view at
the macro level?

A: Yes, both on the macro level and
on the level of the managers that we've
selected. We monitor them formally on
a quarterly basis through our invest-
ment policy committee, and CRA Rog-
ers Casey is a key part of that formal
evaluation. We want to make sure that
the managers are managing money con-
sistent with their historical process, and
that their performance is in line with
our expectations based on what we've
observed historically.

Then we look at the allocations and
think about adjustments based upon
what the market’s doing. So, the other
level would be modest adjustments to
allocations to small-cap, or to emerging
markets, for example. On the bond side,
we have the flexibility to modestly adjust
maturities or duration based on where
interest rates are headed. So on two key
levels, we're monitoring the managers
and the portfolio allocations.

Q: How did you arrive at such a large
number of models?

A: We wanted to meet a very broad
spectrum of investor objectives and risk
tolerances. There are certainly many
models that you could come up with, be-
cause of the broad array of investors out
there. But with the 300+ models that we
have, we cover quite a broad spectrum
of individual objectives almost on a cus-
tomized basis. If one of those models
doesn’t precisely meet the investor’s ob-
jective, we can fine-tune the allocation
based on that objective. More often than
not, we find that the 300+ models are
adequate in meeting most investors ob-
jectives out there.
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Q: How often do you review that list
and change it?

A: The strategic allocation of the
300+ models doesnt change very of-
ten. The mix between stocks and bonds
won't change very often because they
were constructed based on long-term
assumptions. Again, we did that in con-
junction with CRA Rogers Casey using
mean-variance optimization and some
fairly sophisticated modeling techniques
to come up with these allocations. These
models would only change when long-
term expectations for the capital markets
change significantly. We review that for-
mally on an annual basis and it’s not un-
usual to go several years without chang-
ing those assumptions.

Q: Could you give us a couple of ex-
amples of model portfolios that are
broadly used across your client base?

A: Tt is a matter of diversification
over a number of assets classes. For a
typical investor, if there is such an in-
vestor, but if he is looking for total re-
turn, we'd provide exposure to domestic
equity markets, international developed
markets, international emerging mar-
kets, real estate, and fixed income. So it’s
a well-diversified portfolio with sub-asset
classes like exposure to large, mid, and
small-cap stocks, both growth and value,
while the fixed income side would tradi-
tionally include investment grade bonds
plus investment in TIPs. So that would
be a very well-diversified portfolio.

Q: Generally, what kind of risks do
you perceive in SMA accounts? How
do you monitor and mitigate them?
A: It’s similar to monitoring the risk
of any portfolio. We use a range of as-
set classes whose performance tendencies
complement each other, so correlations
are low. For example, asset classes like
investment grade bonds tend to do well
when the economy struggles, so using a
range of asset classes is a way to control
the risk. Monitoring the managers every
quarter, looking at their performance
within the context of the previous quar-
ter and longer-term performance, the

focus on the personnel, the process, and
the consistency, really helps to avoid sur-
prises. So the due diligence that we do
on a regular basis helps to control risk
over time.

Q: The tax-efficiency issue seems to
be widely perceived as the one of the
most prominent features of SMAs. Do
you find this issue to be important for
your client base?

“We differ from other
SMA providers because we
don’t just bring a stable of
managers for the advisors
to pick from, but we
assemble the managers in
a portfolio that’s delivered
to the client. So we’re the
ones that make sure that
these managers fit well
together.”
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A: Absolutely. Certainly, relative to
mutual fund investing, you've got consid-
erably more flexibility in managing taxes
because you have control. With Curian,
you can have control on two levels. The
first one is selecting the so-called “tax lot
preference strategy” so that if a holding
has multiple tax lots and you sell a por-
tion of that holding, you can prioritize
which tax lot is sold first. If you're trying
to minimize taxes, obviously, youd want
the tax lot that minimizes your taxes to
be sold first.

Probably the more influential level
of controlling the taxes is the ability to
harvest your gains and/or losses at year-
end. You have the ability to sell indi-
vidual securities that have a loss if you
want to minimize taxes, stay out of that
security for at least 30 days, and then get
back into that security. That may offset
the gains that have occurred through the
year, even if those gains are outside the
Curian portfolio. That flexibility is cer-
tainly not available through mutual fund
investing. i
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