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EXECUTIVE SUMMARY

“Wide diversification is only required when investors
do not understand what they are doing.”
- Warren Buffett

Considerable dispute exists when discussing the most effective method
for active management. This paper seeks to prove that focused, active
Robin Thorn portfolios in developed markets, can outperform their respective benchmark
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quintile (in terms of active share) invariably delivered the best performance
among the entire sample group.

In addition, we familiarize readers with focused investing and its superiority
to both concentrated and diversified portfolio management strategies.
Our conclusions lead us to believe that focused, active investing results
in the best opportunity for investors to realize outsized excess return in
mature markets.



The advantages of utilizing concentrated portfolios have
been noted as far back as the 1920s, with advocates
such as John Maynard Keynes. Portfolio managers that
pursue this approach typically focus on the 20-30 best
names in their respective universes and construct their
portfolio allocations around these stocks. Even today,
the debate regarding the benefits of concentrated and
diversified portfolio strategies continues to dominate
investment management discussions.

The purpose of this white paper is to delve further into
active management and to specifically differentiate
long-only strategies for diversified and concentrated
portfolios in developed markets. We posit that a focused,
actively managed fund should consistently generate
excess returns versus its benchmarks, without materially
increasing the risk profile compared to diversified
portfolios and traditional concentrated portfolios.

Market dislocations as a result of “chronic” and

“acute inefficiencies™ provide opportunities for active
managers to differentiate themselves from their
respective benchmarks. In this paradigm, a concentrated
or a focused, active portfolio strategy stands to benefit
the most from inefficient marketplace allocations.

Concentrated portfolios are considered an effective
means for capturing market dislocations. Traditionally,
concentrated fund managers are often constrained by
either a mandated holdings requirement or by sector
restrictions. These top-down constraints can limit the
ability of portfolio managers to select their favorite
securities and to achieve excess returns.

A focused strategy, while similar to many concentrated
strategies in that it is driven by a bottom-up analytical
process, differs because of its greater flexibility. This
freedom permits portfolio managers to focus solely on
their best investment ideas.

1 Alpha Hunters and Beta Grazers, Martin Leibowitz, Financial Analysts Journal
Vol. 61 No. 5, September/October 2005, pg 33

2 A theory proposed by Eugene Fama of the University of Chicago that suggests
that markets are inherently efficient because all known-information is already
incorporated into the price of a security.

3 How Active Is Your Fund Manager? A New Measure That Predicts Performance,
Martin Cremers & Antti Petajisto, 2007, pg 5

4 Ibid, 2007

Defining Risk

The concept of risk, or at the least its perception,
drives both investment management styles and the
relevant asset allocations. For the purpose of this
study, we acknowledge William Sharpe’s definition of
risk, which is characterized by differentiating between
market risk (systematic/undiversifiable risk) and active
risk (idiosyncratic/diversifiable risk). Active risk (or

a portfolio manager’s ability to exercise it) is what
generates alpha, the portfolio’s returns in excess of its
related benchmark, and represents the conventional
way of explaining excess returns on the part of actively
managed portfolios.

“..active, concentrated portfolios create
Zreater prospects for alpha production,
compared to traditional long-only
concentrated portfolios.”

If one believes in the premise of the efficient market
hypothesis,? then there would be no need for these
types of portfolios. However, it is generally accepted
that while the equity markets may trend towards price
equilibrium in the long term, short-to-medium-term
investment opportunities remain. This tendency can
be exploited by portfolio managers to generate returns
that will outpace the market.

Typically, active risk and tracking error are positively
correlated: As you raise non-systematic risk, the
tracking error against the related benchmark increases.
Tracking error is traditionally defined as the time-series
standard deviation of the difference between the return
of a particular fund and its related benchmark.® Active
and passive management are commonly distinguished
by their tracking error; passively managed funds’ usually
are very low, if not inconsequential, while those of
active funds tend to fluctuate, depending on the
strategy employed.

Active share, as conceived by Martin Cremers and Antti
Petajisto of the Yale School of Management,* can be
classified as the portion of a portfolio that does not
correspond to its benchmark. Essentially, active share
tracks the sum of the total active bets (absolute values



divided by 2) within a given portfolio. The authors’
conclusions find that a portfolio with a high active share
and a management strategy that focuses on ex ante
stock selection, combined with higher tracking error,
typically outperforms peers, given the outsized active
bets at an individual security level.

Notably, the active share characteristic — rather than
the tracking error — is the significant, relevant factor®
in detecting top-performing funds. Therefore, active,
concentrated portfolios create greater prospects for
alpha production, compared to traditional long-only
concentrated portfolios.

Risk Is Muted

When determining the relevance of an active, focused
portfolio strategy, it is pertinent to examine the effect
on diversifiable risk and the potential for alpha. However,
this fails to track the portion of the portfolio returns that
correlates to beta. In an attempt to further differentiate
true alpha, we define the terms in three components:
active return, active risk and costs.® Active risk seeks
to separate both beta and other “systemic factors” that
contribute to total risk.

Alpha is too broad and ill-defined a determinant when
separating the superior and inferior performance of fund
managers. A recent study by Andrew Lo of the MIT Sloan
School of Management advances the idea of separating
more passive-like strategies in active management.’
Notably, the study highlights the difference between
passive-active and true active through a decomposition
of a portfolio’s returns. Professor Lo argues that what
distinguishes a truly actively managed fund is the
positive correlation of its holdings weights and their
respective returns.®

His research finds that a portfolio benchmarked
against the S&P500 with positive risk premia® can
achieve alpha solely from the equity risk premium
imbedded in each of its holdings. In other words, using
alpha solely to determine the efficacy of a portfolio
manager is flawed, as it does not evaluate how much
a respective fund benefits from the individual market
risk associated with each of its holdings.

Tracking error is frequently utilized by most institutional
equity investors as the principal measure of risk for
long-only strategies. However, it can be manipulated
and fails to differentiate truly active funds.

Many managers attempt to mitigate tracking error

in their portfolios and essentially pursue what is
conventionally referred to as a passive-active strategy.
By this we mean a manager can avoid a large tracking
error in his/her portfolio by pursuing sector allocations
that mirror the distributions in the related benchmark
through a higher degree of diversification. This can be
attained by increasing the number of holdings in a given
portfolio (i.e., a portfolio with 30 stocks is more likely to
have a greater tracking error than one with 100).

Active share is an effective predictor of funds that
are truly dynamic and exhibit superior performance.
As mentioned earlier, portfolios with a large active
share quotient have consistently demonstrated strong
returns according to the Cremers and Petajisto study.
The researchers argue that tracking error alone is a
flawed methodology for tracking active managers
because the metric is not “one-dimensional.” Therefore,
using a singular classification will yield deviant results.

Clearly, the most limiting factor is that tracking error
is ex post analysis. Cremers and Petajisto take the
argument further, suggesting that tracking error is not
a reasonable measure of factor timing, given that the
calculation includes the covariance of matrix returns.
The calculation puts undue emphasis on correlated
active bets or systematic factors.*® Active share, they
argue on the other hand, places equal importance on
active bets, and is, therefore, a more accurate proxy
for stock selection.**

This landmark study covers the period from 1990-
2003'? and found that tracking error is statistically
irrelevant when picking funds.*® Instead, they argue
their results point to the active share component as a

5 Ibid, pg 7-8

6 Distinguishing True Alpha From Beta, Laurence Siegel, Investment Performance
Measurement: Evaluating and Presenting Results, ed. Todd Jankowski and
Phillip Lawton, John Wiley & Sons, 2009, pg 592.

7 Where Do Alphas Come From?: A New Measurement of the Value of Active
Investment Management, Andrew Lo, MIT Sloan School of Management, 2007,
pg 1-2

8 Ibid, pg 1.

9 Expected return of a portfolio minus the riskless rate of return.

10 How Active Is Your Fund Manager? A New Measure That Predicts Performance,

Martin Cremers & Antti Petajisto, 2007, pg 8.

11 Ibid, pg 8.

12 Includes all mutual funds tracked by the CDA/Spectrum mutual fund holdings

database maintained by Thomson One Financial

13 How Active Is Your Fund Manager? A New Measure That Predicts Performance,

Martin Cremers & Antti Petajisto, 2007, pg 22.



FIGURE 1 Returns of Funds in Cremers and Petajisto Study

Four-Factor Alpha of Benchmark-Adjusted Return

Active Share Tracking Error Quintile
Quintile Low 2 3 4 High Al High-Low
High 1.44 0.79 0.48 2.72 0.29 1.15 -1.15
(1.79) (1.02) (0.68) (3.17) (0.22) (1.86) (-0.74)
4 -0.11 -0.91 -0.88 -1.52 -1.64 -1.02 -1.53
(-0.22) (-1.17) (-1.23) (-1.63) (-1.33) (-1.63) (-1.08)
3 -1.05 -1.41 -1.58 -2.25 -2.86 -1.83 -1.81
(-1.97) (-2.15) (-2.34) (-2.23) (-2.51) (-2.84) (-1.59)
2 -1.46 -1.47 -1.82 -2.67 -3.43 -2.18 -1.97
(-3.31) (-2.29) (-2.99) (-3.31) (-3.61) (-4.00) (-2.17)
Low -1.29 -1.36 -1.66 -2.26 -2.57 -1.83 -1.28
(-4.80) (-4.80) (-4.33) (-4.43) (-3.73) (-5.01) (-2.13)
All -0.50 -0.87 -1.09 -1.20 -2.05 -1.14 -1.55
(-1.45) (-2.13) (-2.58) (-1.81) (-2.28) (-2.53) (-1.68)
High-Low 2.73 2.16 2.13 4,99 2.86 2.98
(3.33) (2.52) (2.61) (5.60) (2.26) (4.51)

*Chart reprinted with permission from How Active is Your Fund Manager?: A New Measure that Predicts Performance by Martijn Cremers and Antti Petajisto, Yale School
of Management. The net fund returns include all fees and transaction costs (index funds are excluded in this study). The t-statistics are in parenthesis and are based on

Eicker-Huber-White standard errors.

relevant characteristic: funds with higher active share
outperformed those with lower active share with both
economic and statistical significance. Furthermore,
those in the top quintile outperformed by 1.15% using
a four-factor model,** while those in bottom quintile
underperformed by 1.83%, using the same model*®
(Figure 1).

While the tracking error was higher for these funds,
Cremers and Petajisto’s study found that tracking error
alone did not account for outsized performance gains.
In addition, their study found that there was persistent
performance by those members in the top quintile.

When they analyzed the returns, adjusted for momentum
and other non-stock-picking characteristics, the excess
return by those funds in the top quintile remained
consistent. Therefore, we can conclude that the funds in
the top active share quintile exhibit a higher information
ratio than those in lower quintiles with the same
tracking error.

14 Ibid, pg 22.
15 Ibid, 2007, pg 41.

The Focused Investor

Modern portfolio management theory states that to
lower the volatility of returns, investors should diversify
their holdings. This prevailing perspective finds its roots
in the Markowitz Efficient Frontier, which measures the
relationship between the mean and variance of portfolio
returns. The theory expands on the notion that markets
are efficient.

However, while most developed markets may tend
towards long-term price equilibrium, inefficiencies
remain during the interim period that may be managed
by the prudent investor. As a result, diversified portfolios
will not necessarily offer the excess returns required to
justify their costs. Typically, these types of strategies
follow a top-down analytical structure that is not able
to nimbly navigate market dislocations, particularly in
mature markets.

Concentrated portfolio construction represents an
answer to the shortcomings of diversified portfolio
investing in mature markets. Bottom-up analysis, which
is less fixated on the sector weights of benchmarks,
offers opportunities to exploit market irrationality on

a security-by-security basis.



Portfolios are typically structured with concentrated
weights in 20-30 securities. The strategy is predicated
on the idea that, rather than own 50 to 100 stocks
they like, portfolio managers are permitted only to own
the stocks they love. Proponents of this investment
philosophy, notably, Warren Buffet, argue that this
approach permits them to track only those investment
ideas that truly interest them.

Obviously, as a result, tracking error is increased.
However, this heightened risk is mitigated by the nature of
the strategy. While there is greater dispersion of returns,
analysts and portfolio managers are now only required
to track a smaller number of securities. The ability to
analyze and carefully scrutinize specific companies and/
or investments is further strengthened.

A focused portfolio strategy, like many concentrated
ones, pursues a bottom-up analysis that drives a small
number of holdings. In addition, the focused portfolio
strategy is not constrained by a required number
of positions: fund managers are given the flexibility
to determine the holdings depending on analyst
recommendations. This flexibility and ability to adapt
is what separates it from both traditional diversified
and concentrated portfolio construction. For example,
if a fund manager of a focused portfolio strategy
can only find 17 good ideas, he or she will pursue
only those 17. As a result, the investment approach
enables investors to advantageously seize on market
inefficiencies as they present themselves when
investing in developed markets.

Are You Active and Focused?

Investors seeking to create a focused fund strategy
should, therefore, shift their attention from creating a
portfolio of stocks and concentrate on bottom-up analysis
to generate investment ideas defined by the following:

¢ Portfolio construction that is solely based on the
stock-picking ability of the fund manager

* The focused manager has intimate knowledge of
all positions at any given time and the investment
flexibility to own any number of stocks within their
guidelines

* The focused fund strategy is driven solely by top
investment ideas (whereas traditional concentrated
portfolio managers are often required to own a set
number of stocks)

We define any fund with an active share above 80% as
an active fund strategy. This is slightly more aggressive
than Cremers and Petajisto’s definition, which includes
all funds 60% and above. We believe their criterion is
too generous, given that more than 50% of funds fall
into that range. A more limited threshold helps better
discern which funds are truly active.

As mentioned earlier, a fund’s active share can be
calculated by taking the sum of the total active bets
(sum of the absolute values) within the portfolio and
dividing that result by two. This is done by comparing
the actual position weights of a portfolio versus those
of its benchmark. As a result, investors wishing to be
truly active should try to keep their active quotient
above the 80% threshold.

Conclusion

The field of investment management is both wide and
deep; however, we have demonstrated that with regard
to long-only actively managed funds, a focused active
strategy will consistently yield superior results. Debates
regarding market efficiency and the best way to achieve
excess return will always exist. We argue the best way
to capture any discovered inefficiencies is through a
focused and active investment strategy with an astute
portfolio manager who has intimate knowledge of the
securities in his or her portfolio.

Markets exhibit the irrationality of their participants (at
least in the short-to-mid term) and, as a result, only an
insightful and prudent investor can capitalize on such
situations. Focused and active strategies are permitted
to pursue a bottom-up analytical process that helps
them avoid market biases and explore the ideas that
show true potential for alpha generation.

The conventional approach to investing — with an
incentive to solely emphasize staying within the confines
of a particular benchmark — can limit the creativity and
performance of the atypical, unique investor. As a result,
it is important to move beyond academic conjecture.
While investors will always deliberate on the most
effective method of capturing market excess return
without increasing their risk, we believe active, focused
investment strategies in mature markets should continue
to enjoy superior returns compared to both the market
and their peers. m
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Active Risk: Unsystematic/diversifiable risk. It is generally accepted that this portion of a fund’s risk profile leads
to alpha generation.

Active Share: The sum of absolute values of active bets in a portfolio, divided by two.
Developed Markets: U.S., developed Europe and Japanese equity markets.

Ex Ante: Latin, meaning “before the event.” In the context of this white paper, it refers to analysis that precedes events
or performance.

Ex Post: Latin, meaning “after the event.” In the context of this white paper, it refers to analysis of past performance and events.

Focus Investment Strategy: Similar to many concentrated portfolio strategies in that it employs a bottom-up approach.
However, portfolio managers are afforded greater flexibility when determining their holdings.

Information Ratio: The difference between the returns of a portfolio and its related benchmark, divided by the tracking error.
The ratio measures the consistency of returns of a given portfolio.

Risk Premia: The expected return of a portfolio, minus the risk-less rate of return.

Tracking Error: Standard deviation of the difference between the return of a fund and its corresponding benchmark. The metric
seeks to determine how closely related a fund’s performance is to that of its respective benchmark.



Arbuthnott, Andrew and Fabio Di Giansante. “The Benefits of Concentration.” Pioneer Investments: 2009.
Barnes, Jonathan. “Active vs. Passive Investing.” CFA Magazine: January-February 2003, pg 28-30.

Braham, Lewis. “How to Spot a Closet Index Fund.” BusinessWeek: September 6, 2004.
http://www.businessweek.com/magazine/content/04_36/b3898134_mz070.htm

Brands, Simone, Stephen Brown, and David Gallagher. “Portfolio Concentration and Investment Manager Performance.”
NYU, University of New South Wales: 2005.

Broad, Kenneth. “Concentrated Investing — Playing to Win.” Delaware Investments: 2007.

Burton, Jonathan, “Seeing Focused Funds More Clearly.” MarketWatch, August 14 2009.
http://www.marketwatch.com/story/concentrated-stock-funds-put-risk-in-focus — 2009-08-14

Cremers, Martijin and Antti Petajisto. “How Active Is Your Fund Manager? A New Measure That Predicts Performance.”
Yale University, 2007.

Fabozzi, Frank and Harry Markowtiz, “Investment Management,” The Theory & Practice of Investment Management, ed. Frank
Fabozzi and Harry Markowitz, pg 3-15. Hoboken: John Wiley & Sons, 2002.

Fabozzi, Frank, Frank Jones and Raman Vardhara, “Tracking Error and Common Stock Portfolio Management,” in The Theory &
Practice of Investment Management, ed. Frank Fabozzi and Harry Markowitz, pg 163-181. Hoboken: John Wiley & Sons, 2002.

Fabozzi, Frank and James Grant, “Common Stock Portfolio Management Strategies,” in The Theory & Practice of Investment
Management, ed. Frank Fabozzi and Harry Markowitz, 181-209. Hoboken: John Wiley & Sons, 2002.

Fernandez, Chris. “A Concentrated Portfolio of 5-15 Stocks Can Crush the Market.” Seeking Alpha: February 26, 2009.
http://seekingalpha.com/article/122879-a-concentrated-portfolio-of-5-15-stocks-can-crush-the-market

Haberle, Rainer and Angelo Ranaldo. “Wolf in Sheep’s Clothing: The Active Investment Strategies Behind Index Performance.”
Swiss National Bank, UBS AG: 2005.

Klement, Joachim. “Portfolio Construction and Uncertainty,” Wealth Management Research Working Paper.
UBS Wealth Management: 2006.

Leibowitz, Martin. “Alpha Huntersand Beta Grazers.” Financial Analyst Journal Vol. 61 No. 5, September/October 2005, pg 32-39.
Lo, Andrew. “Where Do Alphas Come From?: A New Measure of the Value of Active Investment Management.” MIT, 2007.

Odegaard, Bernt Arne. “The Diversification Cost of Large, Concentrated Equity Stakes. How Is It? Is It Justified?” University of
Stavanger, Bl Norwegian School of Management and Norges Bank, 2009.

Phillips, Christopher. “The Active-Passive Debate: Bear Market Performance.” Vanguard Investment Counseling & Research: 2008.

Siegel, Laurence, “Distinguishing True Alpha from Beta,” in Investment Performance Measurement: Evaluating and Presenting
Results, ed. Todd Jankowski and Phillip Lawton, John Wiley & Sons, 2009.

Siegel, Laurence and Barton Waring. “Understanding Active Management.” Investment Research Journal, Vol 6, Issue 1.
Barclay Global Investors: 2003.

Simon, W. Scott. “Fiduciary Focus: The Prudent Case for Diversifying a Concentrated Portfolio.” Morningstar: February 2007.

Solow, Ken. “Compelling Evidence That Active Management Really Works.” Advisor Perspectives.
http://www.advisorperspectives.com/newsletters09/25-evidactmngnt3.php

Stein, Robert, Charting a Profitable Investment Course with Active Management. Columbia: Marketplace Books, 2004.

Thorn, Robin. “US Large Cap: How to Create an Alpha Generating Machine in the U.S.” AlG Investments: July 2006.

“Fundamental Equity and Change”. Goldman Sachs Asset Management: 2008. De Anelle, Conrad. “Investing: The Truth About
Actively Managed Funds.” New York Times, May 11, 2007

“Funds With Concentrated Portfolios Key to Success at Mavrix.” Investment Executive: April 2007.
“The Challenge of Identifying Managers Who Will Outperform.” Greycourt White Paper Series, No. 32: 2004.
“Portable Alpha: What's All the Buzz About?” Greycourt White Paper Series, No. 34: 2004.



Disclosure

On 5 September 2009, American International Group, Inc. (AIG) entered into an agreement to sell a portion of its investment advisory and asset management business to Bridge
Partners, L.P., an exempted limited partnership owned by the Pacific Century Group, the Asia-based private investment group. This transaction is subject to receipt of regulatory
approvals and other consents in various jurisdictions around the world.

PineBridge Investments is a group of international companies that provides investment advice and markets asset management products and services to clients around the world.
PineBridge Investments is a service mark proprietary to PineBridge Global Investments LLC. Services and products are provided by one or more affiliates of PineBridge.

PineBridge Investments member companies, including those indicated below, are in the process of changing their legal names to incorporate the new PineBridge brand, SUBJECT
TO RELEVANT LOCAL REGULATORY APPROVALS AND RESTRICTIONS.

Readership: This document is intended solely for the addressee(s). Its content may be legally privileged and/or confidential.
Opinions: Any opinions expressed in this document may be subject to change without notice. We are not soliciting or recommending any action based on this material.

Risk Warning: Past performance is not indicative of future results. Our investment management services relate to a variety of investments, each of which can fluctuate in value. The
value of portfolios we manage may fall as well as rise, and the investor may not get back the full amount originally invested. The investment risks vary between different types of
instruments. For example, for investments involving exposure to a currency other than that in which the portfolio is denominated, changes in the rate of exchange may cause the
value of investments, and consequently the value of the portfolio, to go up or down. In the case of a higher volatility portfolio the loss on realization or cancellation may be very high
(including total loss of investment), as the value of such an investment may fall suddenly and substantially.

In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved.
Unless otherwise noted, all information contained herein is sourced with PineBridge Investments internal data.

The content included herein has been shared with various in-house departments within the member companies of PineBridge Investments, in the ordinary course of completion. All
PineBridge Investments member companies comply with the confidentiality requirements of their respective jurisdictions.

Parts of this presentation may be based on information received from sources we consider reliable. We do not represent that all of this information is accurate or complete, however,
and it may not be relied upon as such.

PineBridge Investments Europe Limited is authorised and regulated by the Financial Services Authority (“FSA”). In the UK this communication is a financial promotion solely intended
for professional clients as defined in the FSA Handbook and has been approved by PineBridge Investments Europe Limited.

Approved by AlG Investments Fund Management Limited which is regulated by the Financial Regulator in Ireland.

In Australia, this document is intended for a limited number of wholesale clients as such term is defined in chapter 7 of the Corporations Act 2001 (CTH). The entity receiving this
document represents that if it is in Australia, it is a wholesale client and it will not distribute this document to any other person whether in or outside of Australia.

In Hong Kong, the issuer of this document is AIG Global Investment Corporation (Hong Kong) Limited, authorized and regulated by the Securities and Futures Commission (SFC). It
has not been reviewed by the SFC.

AIG Global Investment Corp (Middle East) Limited is regulated by the Dubai Financial Services Authority. In Dubai this document is intended for Professional Clients only and no
other person should act upon it. The financial products and services to which this material relates will only be made available to persons who meet the regulatory criteria to be treated
as Professional Clients of AIG Global Investment Corp (Middle East) Limited.

800.706.6661
www.pinebridge.com

WP 11/09



