BGI
thinks

BIG

Barclays Global Investors has
brains to match its brawn as the
world’s largest institutional money
manager. But this megaindexer
needs to be a lot more active
in pursuing profits.

BGI co-chair
Dunn: “We want to
be the leading
global investment
manager”

By Alyssa A. Lappen

“The value of time — that is, being a little abead of
your opponent — has counted for more than numer-

ical superiority.” — Sun-Tzu, The Art of War

o the skeptics the old Wells Fargo

Investment Advisors was a think

tank that managed money on the

side. Born from a San Francisco

bank trust department in 1973,
WFIA derived its intellectual underpinnings
from such luminaries in financial scholarship as
Fischer Black, Myron Scholes, Harry Markowitz,
Merton Miller and William Sharpe, all of whom
helped shape the firm.

This professoriat shared (more or less) Eugene
Fama’s wacky notion that capital markets were effi-
cient, that securities prices instantly incorporated both
investors’ expectations and all other relevant information and
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that trying to beat the market was therefore ultimately an exer-
cise in futility. Their response to this state of affairs was as
straightforward as the calculations behind their conclusions
were recondite: If you can’t beat the market, join it. WFIA pio-
neered market indexing. “There is a form of religion about it,”
testifies Frederick Grauer, co-chairman of Barclays Global In-
vestors, the eventual heir to WFIA, and himself a onetime pro-
fessor of finance at the Massachusetts Institute of Technology
and Columbia University.
Marker professionals, figuring they'd sure better be able to
beat the market, scoffed at this seeming academic folly. Active
investing — actually selecting stocks and bonds — was ap-
parently one of those ideas that worked in practice but
not in theory. Let the double-domes conduct
daffy experiments. Indexing defied
common sense: Who but a pointy-
headed professor would deliber-
ately buy the stocks of patently
Everything has to be lousy companies just to repli-
examined. I has to be : cate the market?
theoretically sound = © Who indeed? Today Bar-
and empirically valid” - ° : clays Global Investors, having
absorbed Wells Fargo Nikko
Investment Advisors, the
successor to that humble in-
dexing boutique, and then
the British bank’s own BZW
fund management operation,
has a staggering $420 bil-
lion under management world-
wide, ranking it fourth in
the global league tables. BGI
is behind only $865 mil-
lion Kampo (Japan’s Postal
Life Insurance Bureau), Fi-
delity Investments and Fi-
delity International (whose
combined global assets are
$532 billion) and Axa
Group ($450 billion).

So sprawling is BGI’s
global asset base that its
crossing network for trad-
ing clients’ securities inter-
nally would rank it among

the world’s ten largest stock
exchanges. It boasts 1,300
employees in six countries
and 1,500 institutional clients
in 28 countries. “We want to
be the leading global investment
manager,” declares co-chair
i Patricia Dunn unequivocally. A

BGI co-chair Grauer:
“We're scientists.
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outperforming a benchmark. In as-

tronomy alpha designates the bright-
est star in a galaxy. Both senses apply to
certain enhanced index strategies of
Barclays Global Investors. For this con-
summate indexer (story) so-called Al-
pha Tilts funds are the stellar strategies
of its product array.

BGI’s Russell 2000 Alpha Tiles
Fund, established in mid-1990 (and
closed temporarily at $2 billion early
this year), has for five years returned an
average annual 18.73 percent (gross of
fees), compared with an average 14.31
percent return for the Russell 2000 in-
dex. The composite of the firm’s $6.5 bil-
lion core Alpha Tilts strategies, which
were established in 1985, has returned
an average 18.61 percent a year (gross of
fees) since 1992, a full 156 basis points
better than the Standard & Poor’s 500
index. The entire raison d’étre of the
strategy, explains BGI chief investment
officer Blake Grossman, is to “slightly
outperform the S&P 500 in a very risk-
controlled manner.”

Of the $74 billion that BGI actively
manages, some $18.5 billion is in Alpha
Tilts strategies. That's less than 4.5 per-
cent of the firm’s $420 billion in total as-
sets, yet the alpha products alone
probably will account for roughly 15
percent of BGI's profits, or $14 million
this year. The firm’s commitment to Al-
pha Tilts has grown over the years and
continues to increase: BGI now runs 14
distinct alpha strategies, with multiple
accounts in each, and they've collectively
grown at more than 25 percent a yeat.

But their provenance is nearly as old
as indexing itself. In 1978 BGUI's prede-
cessor firm, Wells Fargo Investment Ad-
visors, opened several separate accounts
in a yield tiles strategy based on the idea
that tax-protected clients would fare

In investing the term “alpha” signifies

1976 graduate of the University of California at Berkeley, Dunn

Alpha bets: A fresh tilt on indexing

best investing in under-
priced, high-dividend
stocks. The accounts
did so well — delivering
exactly the 150 basis points
per year of promised out-
performance over the
S&P 500 — that the
next year the firm also
put the theory to work
in a new commingled
fund, called Yield Tilt
Market Fund. It was
the real precursor of
the entire Alpha Tilts
theme.

The premise of pure
indexing, of course, is that markets are
efficient; the premise of enhanced in-
dexing, say, Alpha Tilts, is that markets
may be efficient — but not all the time.
“We credit the alpha we capture to the
inefficiencies of the traditional in-
vestors,” ClO Grossman explains. “We
scoop up the nickels and dimes they
leave on the table.”

Striking in the simplicity of their
concept, BGI’s Alpha Tilts strategies
follow only three sets of measures. First,
the firm looks at how companies stack
up against others in their industries by
screening such measures as price-
earnings, price-to-book and price-to-
cash-flow ratios. This process removes a
lot of biases.

Second, BGI considers “signals”
from corporate managers. When they’re
actively buying their own companies’
shares, their stock tends to do better
than that of peers whose managers
aren’t buyers; the obverse applies when
they’re selling. Another signal: compa-
nies financing growth with debt. “Man-
agers want to sell stock when ic’s high,”
Grossman explains, “and they must find
the most cost-effective way of financ-

ClO Grossman: Expending plenty of Ph.D. time

ing.” The connection, of course, is that
both signals reflect a management’s
view of its company’s growth prospects:
Equity offerings are a sign of equity
tops, debt offerings, often a sign that
equity may be undervalued.

Third, BGI follows daily earnings
momentum of 8,000 public companies
around the globe, filtering the projec-
tions of more than 3,500 securities ana-
lysts through a model that purports to
show the changing impact of earnings
estimates on stock prices. Models are
updated overnight, and portfolio trad-
ing begins every morning at 4:30 a.m. Pa-
cific standard time. Says Grossman: “At
any point in time, the majority of stocks
will be reasonably close to fair or equi-
librium values, while others will trade at
a significant discount or premium. We
are interested in the stocks that are sig-
nificantly mispriced.” This is high-tech
value investing.

BGI is secretive about the exact tools
and techniques its managers use to
screen stocks. The more competitors
know about the firm’s quantitative for-
mulas, reason CIO Grossman and co-
chairman Frederick Grauer, the more

dated intellectual fashion — call it, crudely, the semiefficient

joined the staff as a “temporary” marketing writer that year,
eventually moving up to portfolio manager, CEO of defined
benefits and to joint chief executive in December 1995. Last
January Grauer named her co-chair.

The doubters may have grossly underestimated indexing’s
potential, but their gut instincts about the markets being beat-
able weren't entirely off. Markets efficient? At BGI today an up-
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market theory — prevails: Even the nominally most efficient
markets have fleeting pockets of inefficiency that can be exploit-
ed by agile investors. To that end the firm has long since em-
braced various forms of “enhanced” indexing, notably through
so-called Alpha Tilts (see box). Some $74 billion, or nearly one
fifth, of its assets are in active accounts. Admits BGI chief
investment officer Blake Grossman: “There is a lot of simi-
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likely those formulas are to be copied
— a real enough risk in the quant
world. “One reason that I dont know
much about [the formulas now],” ad-
mits former BGI consultant, Stanford
University professor and Nobel laureate
William Sharpe, “is that they’re not
publishing in the financial analyst or
academic journals, {unlike] a lot of oth-
er quantitative managers.”

Concedes Grossman, “The invest-
ment themes we are using are carefully
guarded, except among clients.” Even
the most prized clients can’t know
everything the firm is up to, however.
“The things we use are very intuitive,”
Grossman says. “There are no black
boxes, although we do use a lot of tech-
nology. But we take careful steps to
guard the proprietary aspects. In the
quantitative arena some [competing]
managers have some general under-
standing of what we use, but we're not
in the traditional active field of vision
at all. Ninety-nine percent of tradi-
tional active managers don’t know
what we are doing, and perhaps they
don’t care. They probably should, but

we haven’t been on their radar screens,

Red-letter day

and that’s fine with me.”

Eight people run the S&P Alpha
Tilts strategy: four portfolio managers,
a three-person technology team and one
operations person. “The investment
philosophy and risk profile don’t
change,” says Grossman. “It is a highly
automated system, but the portfolio
managers stay in very close touch with
the operation, checking everything be-
fore it is traded to make sure that it fits
into portfolio parameters. These are
very serious investment professionals.
This is not a clerical function.”

Indeed, one major function of all
enhanced active managers at BGI is to
generate fresh investment ideas. These
are turned over to research director
Richard Grinold’s in-house think tank,
staffed by 21 professionals, including

seven Ph.D.s, for the computer equiva-

lent of bench testing. “It would be very
hard to replicate what we do,” says
Grossman. “We have spent tens of mil-
lions of dollars and years developing
the ideas, and we have invested more
than 20 person-years in some compo-
nents of our methodology. That’s
mostly Ph.D. time, and not many

Barclays Global Investors’ key Alpha Tilts strategies have all out-
performed their particular benchmarks for the past five years.
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firms want to make that kind of invest-
ment. The objective is to do things a
little better.”

New products are a by-product of
that mission. A year ago BGI intro-
duced a new alpha-capturing strategy,
NeuAlpha strategy, that was initially
funded ($30 million worth) by ABB
Asea Brown Boveri. BGI portfolio engi-
neers take 95 percent long positions
across all market sectors, shorting an
equal weighting of stocks in equal sec-
tor weights, with the remaining 5 per-
cent cash used to facilitate an S&P 500
index futures overlay. “David Askin
gave the whole long-short area a black
eye,” says ABB manager of pension in-
vestments Lawrence Morgenthal. “But
BGI has strict guidelines, so they are
relatively neutral. The idea is to have
the longs outperform the shorts [in each
sector]. And they were up phenomenal-
ly, 6.4 percent [over the S&P 500]
through January.”

The ever-more-complex screening
systems that BGI has developed for its
Alpha Tilts products require gigabytes
of computer power. The firm uses six
high-end Sun Microsystem computers
simply to manage day-to-day activity
and a similar array for research. The
computing firepower — 3,500 million
instructions per second — is awesome.
“With that processing capacity,” says
Grossman, “we could do all the calcula-
tions to audit all the individual and corpo-
rate tax forms submitted in the U.S. every
15 minutes.”

Some competing quant managers
regard BGI's Alpha Tilts methods as alto-
gether too simplistic. But, then, sug-
gests veteran pension consultant John
Casey of RogersCasey, “[They] are real-
ly telling you [they] are getting their
clocks cleaned by an organization that
has mass-produced things simply.”

BGT’s profits last year were a modest $90 million.

traditional active managers. But the way we harness it is
different.”

Abstruse academic insights weren’t the only prompter for
BGI’s big alpha bet. “Let’s face it, you can’t make much money
indexing anymore,” concedes one of indexing’s staunchest ear-
ly proponents, Stanford University professor and Nobel laure-
ate Sharpe. “Pure indexing is not only dull, it’s not profitable.”
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The geniuses behind BGI’s surprising success at amassing
assets haven’t all been quanty types. One was an ancient Chi-
nese general. On Fred Grauer’s required reading list for top
BGI staffers is Sun-Tzu. “Grauer passed out The Art of War
years ago to all of us,” recalls one former insider. Slim as a dag-
ger, Sun-Tzu's timeless manual contains tactics as applicable to

commercial warfare as to military campaigns.
(continued)
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“If you know the enemy and know yourself, you need not fear the
result of a hundred battles.” — Sun-Tzu

BGI studies the money management market as intently as
it does the capital markets. Starting 14 years ago Wells began
analyzing the margins on each client’s account, which was to-
tally unprecedented behavior for a money manager (and
largely still is). The not-so-fuzzy-headed founders sought to
extract enough profit from each customer to be able to reinvest
in the business and also re-
ward parent Wells Fargo
Bank. “We have walked away,
and do walk away, from busi-
ness that is not profitable,”
says the CEO of BGI’s North
American institutional busi-
ness, Lawrence Tint.

This snooty attitude didnt
overly crimp Wells Fargo In-
vestment Advisors’ market-
ing efforts. The firm opened
its first index commingled
fund with $5 million each
from Wells Fargo’s pension
fund and Illinois Bell — in
1973. A decade later WFIA’s
indexing business had grown
to nearly $12 billion in assets
as the concept caught on with
pension funds. And another
ten years later, in 1993,
WFIA's successor firm, Wells
Fargo Nikko Investment Advisors, had amassed $155 billion.
(Nikko Securities Co.) paid $125 million for half of WFIA in 1990,
adding a tiny portion of its own assets to the mix.) “Our success was
so phenomenal that it fair to say we were standing in a dry creek
bed when the dam broke upstream,” recalls former Wells Fargo
Nikko CIO and European manager Jeffrey Skelton, who left in 93
to form hedge fund manager Symphony Asset Management. Bur as
he also notes, “The response of the competition was to lower prices.”

However brilliant indexing was in conception, it eventually
became mundane in execution. Commoditization and computer-
ization promoted predatory pricing as the indexing phenomenon
spread. State Street Global Advisors began whittling away at al-
ready razor-thin indexing prices. Wells Fargo Nikko participated
grudgingly in the pricing game. In 1992 it won an international
indexing account of less than $300 million from the California
State Teachers’ Retirement System largely on price. The ridicu-
lously low fee structure: 0 basis points on the first $300 million
and just 6 basis points, if it grew, on anything more than that.

Cranking up its computers, State Street upped the ante.
The bank priced a huge custody deal with the California Pub-
lic Employees’ Retirement System at levels that competitors
even now call “crazy”: a paltry 0.0015 basis points for the first
$56 billion and up to 0.0056 basis points after that. State
Street was then forced to match the deal for its other clients.
Another side effect: linkage between the pricing of custody
and the pricing of indexing.

As the bidding battle escalated, Wells Fargo Nikko beat a

BGI European chief
Tomlinson: Though a
proponent of the Wells
acquisition, he felt he
“didn’t have the moral
authority to lead [BGII”
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tactical retreat. By 1995 the firm was routinely turning away
clients if they insisted on fees it deemed too chintzy. One of the
most sensational pieces of business it refused — which ulti-
mately went to State Street — was a $300 million emerging-
markets index mandate for mighty CalPERS. Explains Grauer:
“It was not a large mandate, but everything at CalPERS grows
like mad, so what you look at is the potential. And under the
terms they were asking, even if the size had been five or six
times as large, we didn't see how we could do it.”

“If in the midst of difficulties, we are ready to seize
an advaniage, we may extricate ourselves from mis-
fortune.” — Sun-Tzu

Barclays chairman Taylor: The Wells deal
“has gone even better than we expected.”
So might he do another such acquisition?

Sheer scale had now become critical to controlling costs and
thus earning a profit in indexing. That made consolidation
compelling. Wells Fargo Nikko came under siege in 1995 from
no fewer than three would-be acquirers: State Street Bank &
Trust Co., parent of State Street Global Advisors; Merrill Lynch
& Co; and Barclays Bank. Wells Fargo sold Wells Fargo Nikko to
the British bank, largely because clients — and the client-
conscious Grauer — liked the match. (Nominally, Barclays bid
more.) “We fell into the right hands, and it has helped us,” crows
Grauer. “We are far stronger today than we were a year ago.”

Within ten months Grauer had staged a stunning reverse
takeover of Barclays' London-based BZW Investment Manage-
ment, assuming control of all but $10 billion of that firm’s $75 bil-
lion in passively, and actively, managed accounts. (The
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remainder, mostly sicavs sold by Barclays branches on the Con-
tinent, was moved to the bank’s money managers.) WFNIA be-
came Barclays Global Investors.

Grauer downplays his part in this coup. “Conceptually, the
deal was prearranged by [Barclays chairman] Martin Taylor to
recast Barclays into a savings and investment bank as opposed
to a lending bank,” he says. “Before we showed up, [Bar-
clays’] asset management [business] was dispersed into BZW
Investment Management and was not a strategic business.”
BGI was to be the prize inside
Taylor’s strategic so-called fourth
box — the asset management box.
The other three: personal banking,
commercial or business banking
and investment banking,

The then-head of BZWIM,
Lindsay Tomlinson, “was the intet-
nal proponent of the deal, and I
don’t think he has any regrets,” says
Grauer. “In the end this is all about
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and less about who is the specific
leader.” Tomlinson, now chief exec-
utive of BGI's UK. and Europe ef-
fort, agrees. “It became readily
apparent that I didn’t have the
moral authority to lead,” he says.
“It would have been like a gnat
swallowing an elephant.”

Says Barclays chairman Taylor of the Wells Fargo Nikko
takeover: “It has gone even better than we expected. We were
pretty confident about it because it was a business we knew well.”
He adds that “the hardest thing was not that the U.S. should
dominate, which seemed quite normal, or even that Fred
should lead, which seemed quite normal. It was the time zones.
I would have said that having [the base of operations in San
Francisco] is not doable from a managerial or client point of
view, but it has been both.” (Time differentials are dealt with
through countless miles of travel, myriad e-mails, voice mails
and faxes and a rejiggering of regional responsibilities.)

Clients, whatever their time zones, were kept well briefed
about the purchase and the ensuing management changes.
“We were very concerned, but we were not surprised,” says Jean
Frijns, chief investment officer of Europe’s largest pension plan,
the $130 billion Dutch Stichting Pensioenfonds ABP. “We had
discussions before, and we were happy with the choice [of buy-
er].” Of 475 staffers at BZWIM, just 25 were let go.

“We have told clients that we've changed our style,” says
Tomlinson. “They accepted that. I had been trying, as chief
of BZW asset management, to move into the quantitative
approach.” Remarkably, only one of BZWIM’s 574 active-
management clients has abandoned BGI altogether since the
deal was concluded 16 months ago, and that was because of is-
sues unrelated to the takeover. Nevertheless, Tomlinson notes,
“we are aware we are under judgment and that if we don’t de-
liver, we will have shaken them.”

Consultant John Casey of RogersCasey, who's been tracking

Assets under management

(1]
o

Enhanced
active tactical
asset allocation
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Barclays Global Investors dominates indexing but
needs to build more of a franchise in active man-

agement for profitability’s sake.

Other active

WEFIA and its successors for 25 years, compares BGI today to an
automaker. “In indexing you make 100 cars an hour,” he notes.
“Barclays is mass-producing.” The pension fund world has ma-
tured, he argues, and is looking for investment dependability for
“a reasonable percentage” of its assets. And with indexing, he says,
what you buy is what you get. “Barclays has well-engineered, well-
conceived products, the real growth of which has come from the
dependability and transparency its customers seck.”

At the bustling BGI factory, $321 billion of the $420 billion
under management is in straight in-
dexes (roughly $212 billion from
U.S. clients). Most of this money
runs on prices thinner than poor-
house gruel: as little as a fraction of
a basis point on multibillion-dollar
Standard & Poor’s 500 index ac-
counts and no more than 10 to 12
basis points for “small” accounts of
up to $300 million in the U.S. Ba-
sic indexing is thus a little like
guano mining: The reward is in no
way proportionate to the volume
involved. For all its pile of assets,
BGI grossed just $325 million in
revenues last year.

“Nothing is a commodity un-
less you let it be a commodity,”
Grauer resolutely insists. “And
what differentiates our indexing
services are our value-added ser-
vices.” Even BGI’s straight passive
accounts benefit from its low- and no-cost trading vehicles.
Over the past three years, the firm has “crossed” internally up
to 95 percent of the U.S. equity trades in its commingled index
funds, all at zero cost to customers. “When clients could other-
wise pay from 30 to 100 basis points on U.S. transactions, [in-
ternal] crossing becomes an extremely important skill,” notes
John Martinez, head of BGI’s capital markets division. The
chief benefit for BGI is in luring new customers, many of
which opt for its higher-priced products.

But even crossing is becoming just another commodity
product. Co-chairs Grauer and Dunn must dig deeper to mine
existing profit centers. One vein worth working is securities
lending, which contributed perhaps 15 percent of the firm’s bot-
tom line last year. Prospects are particularly hot in the UK,
where only 5 percent of pension plans lend securities, compared
with 50 percent in the U.S. Japan may also see a big push soon.
Roughly one third of BGI client assets — about $150 billion
worth — are authorized for lending now. Responding to esca-
lating demand last year, BGI increased its assets on loan by 85
percent, which pushed up the related revenues by 30 percent.
The borrowers, mostly securities dealers and banks on behalf of
hedge funds, pay BGI’s premium prices because its index funds
are by definition stable. “Borrowers like us because our clients
never call their securities,” explains Martinez. BGI also makes a
big point about its risk management prowess. “We do an inde-
pendent analysis of each counterparty, establishing limits on
how much each one can borrow from us,” he says. The firm’s
best prospect for enhancing its earnings, however, is enhancing

$321.21

Indexed Cash

Source: Barclays Global Investors.

APRIL 1997



its indexes. The new, improved versions of the old, unadulterat-
ed index cost an average of 20 basis points for tactical asset allo-
cation and an average of 30 basis points for U.S. equities; in
some cases, the enhanced version costs more than 12 times as
much as a plain index. Happily for BGI, 25 percent of its net
new business last year was in active management. (Real internal
growth for all of BGI last year was 15 percent, far outpacing the
anemic real growth in the U.S. defined benefit business.) “You
trade upon satisfied customers,” says Grauer. “The enhanced in-
dexing game is a response to a very real desire for reliability and
consistency in active management.”

WFIA first succumbed openly to
index revisionism in the late "70s.
“By mid-1979,” says Dunn, “we had
a Yield Tilt Market Fund, which was
really the Model T of the tilts indus-
try and in many ways was the pre-
cursor of our Alpha Tilts strategies.”
Like most of WFIA’s products, this
one grew out of academic inquiry.
Stanford’s Robert Litzenberger and
Columbia’s Krishna Ramaswamy
had determined that for tax-protected
investors like pension funds, the

.+, Corpor,

Taft-Hartley
$10.13

Mutual Fund

Institutional investing

Barclays Global Investors’ global client base is
heavily institutional, though the Barclays Bank
connection could up the retail component.

ate pension
6

Bur in TAA’s second decade, relative performance has been
less than sparkling. BGIs key, $20 billion 60/40 US TAA Fund
has been returning an average 12.09 percent a year, 133 basis
points less than the S&P and basically even with a custom in-
house benchmark. “TAA has been the weak part of their active
performance and a looming problem,” says one former insider.
Allows CIO Grossman: “The last decade [in TAA] has not been
as strong as the first. But asset allocation has come close to its
benchmark, and in the trailing ten years, it has reduced risk 30
percent [more] over the levels of being in the benchmark of 60
percent stocks and 40 percent
bonds.” Says the head of a $1 billion
midwestern trust department: “TAA
is a product we have questioned
from time to time. Not many [man-
agers] have done very well [in that
discipline]. It comes down to what
you are using the product for.” Ob-
serves consultant Casey: “TAA
works better where there is more
volatility among cash, stocks and
bonds. {But] it is a good thing to
own, particularly to replace part of a
bond allocation.”

often-shunned high-dividend stocks Dist. Co. Foundation Points out institutional chief
were outperformers. “Since I first $17.17 endowment Tint: “We changed our focus
joined in 1977, we have always ap- $17.6 three years ago from that of a

proached investing the same way,”
says institutional chief Tint. “As op-
posed to data mining, we look for
behavior in the markets that is con-
sistent with good, solid theory. One example: High-yield stocks
have less demand and therefore sell at lower prices. We investi-
gate quite rigorously, and only when our theories test out do we
apply them.”

Most of BGI’s quant-inclined clients have migrated into the
more-advanced Alpha Tilts strategies. “Every BGI enhanced in-
dex fund has outperformed its benchmark since inception,” as-
serts CIO Grossman. “Over the past five years, the enhanced
funds have added an average of 180 basis points over the S&P
500 index, although for some of the more aggressive bench-
marks, added returns have been more than 3 percent a year.”

Such performance comes relatively cheap. “The lure is value
added at a value price,” says Dunn. “It’s one of the very few
pockets of active management that has delivered and delivered
consistently, net of fees.” Institutional clients can pay roughly
50 to 100 basis points for traditional active U.S. small-cap man-
agers, 50 to 75 basis points for large-cap equity managers, 30
basis points for active bond managers and 75 to 100 basis points
for active international equity managers. “The enhanced strate-
gies are roughly half or one third those prices,” says Dunn.

Years before WFIA launched that first yield tilts fund, it of-
fered its initial Tactical Asset Allocation Fund, in 1977. Today
its TAA accounts run to $32 billion globally. Here, though,
BGI'’s performance, like that of other asset allocators, has been
uneven. For its first decade the TAA product nicely outper-
formed the S&P 500, returning 19.19 percent a year, com-
pared with 16.92 percent for the S&P. “On the day of the
market crash in 1987, we had 10 percent equity and 90 percent
in long bonds,” brags Tint.

private banking group.
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Note: All figures are in billions of dollars and are as of January 31, 1997.

* “Other” includes cash collateral that brokers and others put up to bor-
row securities from BGI clients, as well as assets managed for Barclays’

ptoduct-oriented firm to a client-
oriented firm. Tactical asset allo-
cation, enhanced index funds and
index funds were all invented and
then sold. [Now] we are much more interested in what
[clients] need.”

BGI’s strategies do seem to come across as client-friendly.
“This is a manager we believe has a very robust investment
process that can be applied to a number of segments within
the U.S. market,” goes a spontaneous testimonial from Den-
nis Trittin, who manages the U.S. equity portion of $24 bil-
lion in multimanager funds at Frank Russell Trust Co. and
Frank Russell Investment Management Co. “There was a
time,” Trittin grants, “when they did not perform up to ex-
pectations in mid-cap value. But then BGI became much
more independent and made substantial enhancements to
their process. Today there is much more consistent delivery of
alpha.” Trittin refers here to a long-since disbanded joint ef-
fort between BGI and Barra.

The $14 billion State of Connecticut Trust Funds opened a
$1.5 billion enhanced S&P 500 account with BGI last year. “We
like the depth of their product,” says chief operating officer Gary
Carter, who was attracted by the strategy’s outperformance. The
Kansas Public Employees’ Retirement System runs more than
$1.7 billion across several BGI enhanced and customized strate-
gies. “Performance in customized and domestic equity accounts
has been exceptional,” reports Robert Woodard, chief invest-
ment officer of the $7 billion Kansas fund. “Among our peers,
we are in the top decile.” ABP’s Frijns invests at least $5 billion of
the Dutch fund’s $12 billion in foreign equity exposure with
BGI. “We have a very productive relationship,” he says. “Some-
times they do even better than the index, particularly in Japan.”
Says Exxon Co. pension manager James Bayne: “They are easily

Source: Barclays Global lavestors.
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our largest outside manager. Performance expectations are met or
exceeded, and costs are low.”

Grauer has fostered a remarkably collegial, cooperative cul-
ture at BGL. There’s said to be little rancor or backbiting among
staffers. “It is part of the force of Fred Grauer’s personality,” sug-
gests former CIO Skelton of BGI’s atmosphere. “He made it
clear when he rejoined the firm in 1983 that that sort of behav-
ior would not be tolerated.” An intellectual imbroglio over the
active quantitative process with former WFIA quant William
Jahnke (who happens to be BGI co-chair Dunn’s husband) cost
Grauer his job in 1980. After resigning he became an institutional
broker at Merrill Lynch, then was lured back
to BGI by then—Wiells Fargo vice chair Robert
Joss in 1983. (Jahnke is now a consultant.)

“Making no mistakes is what establishes the
certainty of victory.” — Sun-Tzu

“We are certainly not so tied today to
the proposition that the firm is the leader-
ship,” says Grauer. “It was a form of star
system, but what's enabled this firm to be
very flexible, to be creative entrepreneurial-
ly and to be highly scalable is that it attract-
ed people who themselves are those things,
but not so egocentric that the firm can be
held hostage.”

The ambience at BGI is hardly California New Age touchy-
feely. “Grauer is very proper, very intellectual, but very compet-
itive, and he can overdo it,” says one former associate. “He’s
hard as steel on the inside.” Being competitive at BGI means
accommodating clients absolutely. “There is a high ratio of as-
sets to employees and a very demanding, zero-defect environ-
ment,” says a former portfolio engineer, that is, indexer, for the
firm. “You're not allowed to make mistakes. If a client wants to
be in the S&P 500 by a certain date and you miss the target
and the S&P goes up, BGI makes up the difference.”

BGI constantly refines its quantitative methods. To this end
a group of 21 men and women, including seven Ph.D.s in
everything from physics to engineering to economics, study
and test performance theories. “[They have] no client, invest-
ment or any other [direct business] responsibility,” says Tint.
“They are purely directed to find anomalies in the market and
exploit them. No other quantitative manager has research capa-
bilities of this size and scope.” Adds Grauer: “We are skeptical
with respect to every proposition. We're scientists. Everything
has to be examined. It has to be theoretically sound and empir-
ically valid. It’s a watchword around here.”

BGI has marched aggressively into foreign markets in its re-
lentless crusade to spread indexing and enhanced indexing
around the globe. Since entering Holland in 1985, the firm has
pumped up its client assets in that country to $17 billion, plac-
ing it second among the Netherlands® institutional money
managers, after ABN Amro Bank. “We only have 21 clients or
s0,” confides Grauer, “but they are créme de la créme.” BGI’s
sweetest gains should come within five years, as Dutch pen-
sions raise their global equity targets.

Elsewhere in Europe the pension push has been slower going.
“We have got one or two big pension plans in the rest of Europe
on a rifle-shot basis,” Tomlinson notes, “and we will target ten or
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“As opposed to
data mining, we
look for behavior in
the markets that is
consistent with
good, solid theory.”

15 big plans and corporations in each of the Scandinavian coun-
tries, Germany, Belgium and Switzerland.” Yet Tomlinson has no
illusions about BGI's wholesale penetration of the European
pension market. “It will take a long time,” he says.

Japan has also been “a hard slog,” Grauer admits. But thanks
largely to WFIAS parmership with Nikko, BGI now manages nearly
$15 billion in Japanese dients’ money, making it Japan's second-largest
so-called investment advisory company. Only 6.4 percent of Japanese
pension money is run by IACs, up, though, from 2 percent three years
ago. But by 2000, predicts Kazuhisa Okamoto, head of BGI's Japan
operation, “20 to 30 percent of the pension assets will be managed
by investment advisory companies.”

Since BGI opened its Toronto office in
1992, its Canadian assets have grown to
$6.5 billion, making it the fastest-growing
institutional manager in that country.
“We were the only one-stop shop,” says
BGI’s Canada chief, James Creighton.

BGI is also pushing forward, with
some prodding from parent Barclays, as a
mass manufacturer of retail financial
products. The bank remains coy about its
plans for fear of clueing in competitors,
but evidently the idea is for its branches
(1,000 in the U.K.) to sell BGI funds, fit-
ting into Taylor’s “personal banking box.”

The U.S. 401(k) market poses a co-
nundrum for BGI. The firm already manages some $49 billion
in defined contribution assets, much of those for big defined
benefit pension fund clients that have simply added BGI com-
mingled funds to their 401(k) plans. However, the company’s
Master Works division, which bundles defined contribution
recordkeeping and administration along with management
of $12 billion of BGI’s 401(k) trove (and $1 billion for
third-party managers), has been hampered by its lack of a
brand name and its undiversified products. Master Works is
reportedly on the block.

“Let your plans be dark and impenetrable, and when you fall, fall
like a thunderbolt.” — Sun-Tzu

BGI has carefully conceived plans for what the firm’s rivals
would no doubt ominously describe as world domination; it
just won't divulge what they are, at least in any detail. “We have
a very specific strategic plan that spells out the mix of business
we want to have,” says Dunn tantalizingly, but stopping there.
Adds Grauer, sounding more Star Wars than Art of War: “Hav-
ing the force with you is an overwhelming business proposi-
tion. And the force is that not a single organization throughout
the world is immune to the proposition of lowering costs and,
by God, performing better.”

Barclays chairman Taylor is not about to blurt out any
strategic secrets, either. “I'd consider an acquisition almost any-
where, [but] I almost always reject them,” he says guardedly.
Might Barclays nevertheless bid on State Street Global Advi-
sors? Grauer offers a curt “no comment.” Adds Taylor, “I'd be
very surprised if we would consider anything of that magnitude
— although we watch our competition with interest and some-
times with concern.” Sun-Tzu would no doubt appreciate such
subtle evasion. ik
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