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1. INTRODUCTION

1-1 PREFACE

Because the Global Investment Performance Standards (GIPS®) are updated and
expanded through interpretations, Guidance Statements, and new provisions, the
GIPS Handbook has been created as a companion to complement this dynamic nature
of the Standards. This version of the Handbook captures the additions, eliminations,
and changes resulting from the recent revisions to the GIPS standards (effective
1 January 2006). 

Proposals of new interpretive guidance that are not yet formally adopted by the GIPS
Executive Committee have been included in this Handbook in Chapter 5. Although these
proposed guidelines have not been finalized or adopted, they have been included because
they provide valuable information on the application of the Standards in specific situations.
The proposals are clearly marked to easily identify and distinguish them from the adopted
guidance and provisions that must be considered when complying with the Standards. As
each proposal is adopted, it will be published on the CFA Institute website, and ultimately,
the final provisions and/or guidance will be printed in the next update of this Handbook. 

The Investment Performance Standards section of the CFA Institute website
(www.cfainstitute.org/cfacentre/ips/) is a resource for the most current information on
the Standards. The website includes recent interpretations, proposals, and reports on the
activities of the committees that oversee the GIPS standards, as well as information on
webcasts, conferences, workshops, and other educational opportunities related to the
Standards. Additionally, CFA Institute circulates a bi-monthly e-mail update detailing
current events relating to the GIPS standards. To receive the e-mail alerts, please write to
standards@cfainstitute.org and provide name, postal address, and e-mail address in the
body of the message.

1-2 OBJECTIVES OF THE GIPS STANDARDS 

The Global Investment Performance Standards were developed by CFA Institute (formerly
the Association for Investment Management and Research) in partnership with many other
organizations worldwide and with experts from a variety of fields within the global invest-
ment industry. The Standards were developed in order to provide an ethical framework for
the calculation and presentation of the investment performance history of an investment
management firm. The GIPS standards are a voluntary set of standards based on the funda-
mental principles of full disclosure and fair representation. Through voluntary compliance,
firms can build an environment of credibility and trust in the investment industry. 

Having one global standard for performance measurement and evaluation benefits two
major groups: investment management firms and their clients and prospective clients.
Investment management firms that comply with the GIPS standards allow clients, prospec-
tive clients, and consultants the best opportunity to fairly evaluate the past performance
of the firm. Compliance enables a firm to fairly compete against other firms throughout
the world. The Standards also provide a realistic, standardized framework and outline of
internal controls necessary to ensure performance figures are directly comparable.

Prospective clients have a greater level of confidence in the integrity of performance pre-
sentations and are able to more easily compare the track records of compliant firms.
Compliance with the GIPS standards demonstrates a firm-wide commitment to ethical
best practices and that the firm employs strong internal control processes. Additionally,
current clients attempting to evaluate their managers’ performance also benefit by being
able to compare their actual results to the firm’s analogous product “average” as defined
by the Standards. However, compliance with the Standards does not obviate the need for
due diligence on the part of prospective or current clients or consultants in evaluating
performance data and other important qualitative research on investment managers.
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1-3 HISTORY OF THE GIPS STANDARDS

In the past, the investment community had great difficulty obtaining meaningful compar-
isons of accurate investment performance data. Making apples-to-apples comparisons of
investment performance was problematic, and the existence of country-specific guidelines
for performance presentation further complicated matters. This need for a practitioner-
driven set of ethical principles and a standardized, industry-wide approach to calculating
and reporting investment results led the Association for Investment Management and
Research (AIMR®, now known as CFA Institute) to sponsor, develop, and publish a mini-
mum global standard by which firms could calculate and present their investment results. 

The foundation for the GIPS standards was first laid in 1987, with the creation of the
AIMR Performance Presentation Standards (AIMR-PPS®), voluntary performance guide-
lines for the North American investment management industry 

The GIPS committee began work in 1995 with the goal of developing one globally
accepted set of standards. AIMR published the GIPS standards for public comment in
February 1998 after circulating several preliminary drafts among industry participants
to obtain their acceptance of the concepts of the Standards. After an extensive period of
public comment, AIMR’s Board of Governors formally endorsed the GIPS standards in
February 1999.

Since their introduction in 1999, the GIPS standards have gathered momentum with
investment management firms in more than 25 countries adopting these voluntary,
ethical standards for calculating and presenting historical investment performance. As
of 1 January 2006, the GIPS standards experienced their first major revision, which facili-
tated the move to one truly global Standard. All of the former country versions of GIPS
standards (CVGs) are now in the process of transitioning to a single standard so that
by the time firms calculate 2006 performance figures, they will claim compliance only
with the GIPS standards.

The success of the Standards is the result of an alliance among experts from a variety of
fields within the global investment industry. The GIPS standards represent the culmina-
tion of the effort of a diverse group of investment professionals representing a number of
global investment organizations.

1-4 THE GIPS EXECUTIVE COMMITTEE 

With the release of the GIPS standards in 1999, the GIPS committee was replaced by the
Investment Performance Council (IPC), which served as the committee responsible for
maintaining the Standards. It consisted of approximately 36 members from a variety of
fields within the global investment industry representing 15 countries. From 1999 to 2006,
the IPC focused on its principle goal: to have all countries adopt the GIPS standards as the
standard for investment firms seeking to present historical investment performance. 

In February 2005, the IPC took the final step toward global uniformity when it revised the
GIPS standards and created a single global standard for investment performance report-
ing that increased minimum standards worldwide. It was the most comprehensive and sig-
nificant upgrade to the Standards since their inception in 1999.

In order to facilitate involvement from all industry stakeholders and provide a neces-
sary conduit for the collaboration of ideas and mutual engagement in the process, the
IPC was transformed in 2006 into the more nimble GIPS Executive Committee (EC).
The EC serves as the effective decision-making authority for the GIPS standards. 

The EC meets at least three times each year either in person or by conference call,
with other conference calls scheduled as needed. Both in-person meetings and confer-
ence calls are open to the public. The agendas and materials for each meeting as
well as the findings of each meeting are published on the CFA Institute website
(see www.cfainstitute.org/cfacentre/ips/). 
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The EC recognizes that the investment industry is constantly evolving and, therefore, the
GIPS standards must be flexible to remain effective, useful, and relevant. The EC has cre-
ated four standing subcommittees: the GIPS Council, the Interpretations Subcommittee,
the Verifier/Practitioner Subcommittee, and the Investor/Consultant Subcommittee to
contribute to the development of the GIPS standards. 

The GIPS Council engages and works directly with all Country Sponsors in the development,
promotion, and maintenance of the GIPS standards. The Interpretations Subcommittee clari-
fies the GIPS standards through interpretations that effectively respond to new issues pre-
sented by the global investment industry. The Practitioners/Verifiers Subcommittee is com-
posed of third-party service providers, including verifiers, software developers, and custodi-
ans, that assist investment management firms in the implementation and application of the
Standards.  This Subcommittee provides a forum to discuss the application, implementation,
and impact of the Standards. The Investors/Consultants Subcommittee is composed of
investors (and those representing investors), regulators and consultants from the investment
industry, including clients, plan sponsors, retail investors, and others, to create a forum for
the end user of investment performance information; this subcommittee will be responsible
for assisting in the development and direction of the GIPS standards.

The subcommittees’ proposals are circulated for public comment prior to their adoption
and incorporation into the GIPS standards, allowing further involvement from industry
practitioners. 

1-5 GLOBAL IMPLEMENTATION

One objective of the GIPS standards is to obtain worldwide acceptance of a standard for
the calculation and presentation of investment performance in a fair, comparable format
that provides full disclosure. In order to achieve this goal, the strategy in the past has been
to (1) transition the existing local standards to the GIPS standards and (2) evolve the GIPS
standards to incorporate local best practices from all regional standards so as to form one
globally accepted standard for investment performance calculation and reporting. 

Transitioning Existing Local Standards 
To effectively transition existing local standards, some countries needed to adopt certain
long-standing requirements in addition to the GIPS standards. Since 1999, some countries
have employed the “Country Version of GIPS” (CVG) approach, whereby those that had
existing performance standards could adopt the GIPS standards as the core. This core was
only supplemented to satisfy local regulatory or legal requirements and well-established
practices. Any other differences were to be transitioned out of the CVG so that the CVG
would ultimately converge with the GIPS standards. 

By revising the GIPS standards, the EC hopes that CVGs will no longer be necessary.
Instead, all CVG-compliant firms will be granted reciprocity for periods prior to
1 January 2006. Their CVG-compliant history will satisfy the GIPS requirement to show
at least a five-year track record.  

The EC strongly encourages countries without an investment performance standard in
place to accept the GIPS standards as the local standard and translate them into the
native language when necessary, thus promoting a “translation of GIPS” (TG).

As of December 2005, 25 countries throughout North America, Europe, Africa, and the
Asia Pacific region had adopted the GIPS standards (1999 version). Out of these 25 coun-
tries, 9 had an endorsed CVG (Australia, Canada, Ireland, Italy, Japan, South Africa,
Switzerland, United Kingdom, and United States). The remaining endorsed standards
were either GIPS (in English) or translations of GIPS (German, Danish, French,
Hungarian, Dutch, Norwegian, Polish, and Spanish).

Evolving the GIPS Standards
In addition to improving the 1999 version of the GIPS standards, the 2006 version
includes new sections to address real estate and private equity investments as well as new
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provisions to address fees. It also includes guidelines for claiming compliance with the
GIPS standards in advertisements and formalizes positions resulting from the develop-
ment of guidance statements (such as firm definition, composite definition, and portabil-
ity) and incorporates local best practices for performance measurement and reporting
from around the world. The GIPS standards as revised in 2006 are no longer a minimum
worldwide standard. Instead, this version reflects global performance measurement and
presentation best practices and eliminates the need for separate local standards. 

As a result, firms from all countries can comply with one standard, the GIPS standards,
from 1 January 2006, and the industry will ultimately achieve convergence of all standards.

The Role of Local Country Sponsors
The presence of a local sponsoring organization for investment performance standards,
known as a “Country Sponsor,” is essential for effective implementation of the Standards and
ongoing operation within a country. Such Country Sponsors also provide an important link
between the EC, the governing body for the GIPS standards, and the local markets in which
investment managers operate. Country Sponsors ensure broad local representation and inclu-
sion so all interested parties are permitted the opportunity to participate at the local level.

The Country Sponsor, by actively supporting the Standards and the work of the EC, will
ensure that the country’s interests can and will be taken into account as the GIPS stan-
dards are developed going forward. Compliance with the GIPS standards is voluntary.
Local market support and competitive pressures will ultimately determine how success-
fully the GIPS standards will be embraced in different countries and regions around
the world. 

The EC has formalized a process by which the Country Sponsors and their adoption of the
GIPS standards will be reviewed and assessed for endorsement by the EC as GIPS compati-
ble. It is therefore important to clarify the role that the Country Sponsor will take in con-
tributing to and interfacing with this process. These guidelines endeavor to answer some fre-
quently asked questions with regard to Country Sponsors and to outline and recommend
the particular responsibilities and functions which they should consider undertaking.

Who typically acts as a Country Sponsor?
Country Sponsors have tended to be a local association representing fund managers, pen-
sion funds, or professional societies (e.g., banking or asset management associations,
financial analysts associations, CFA Institute societies), or a joint undertaking between
these associations. One of the objectives of Country Sponsors, invariably similar to that of
the EC and CFA Institute, is to advance the interests of the local investment community by
establishing and maintaining the highest standards of professional excellence and ethical
integrity in regard to the calculation and reporting of performance information.

What are the responsibilities or functions of a Country Sponsor?
As a general rule the most likely responsibilities accepted or functions undertaken by the
GIPS Country Sponsor fall into the following categories:

Within the country:
1. Nominate a representative to serve on the Regional Investment Performance

Subcommittee (RIPS) and GIPS Council who is responsible to voice local issues
and concerns and serve as a conduit between GIPS Council and Country
Sponsor.

2. Promulgate locally the GIPS standards and maintain their integrity.

3. Provide local market support for the GIPS standards by:

• Encouraging local investment managers to comply.
• Enhancing public awareness.
• Seeking support from all investors, in particular by endorsing compliance.
• Determining the need for education programs and endorsing and contribut-

ing to GIPS educational initiatives.
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4. Commit to and ensure that a country’s TG will incorporate all future additions
or improvements to the GIPS standards and ongoing interpretations of existing
GIPS provisions.

5. Determine whether translations of the GIPS standards, guidance statements
and/or interpretations would be beneficial, and if so, undertake the process
according to EC guidance. Ensure, as far as possible, consistency in the applica-
tion of the Standards despite potential language differences.

6. Provide interpretation and support to answer country-specific, historical stan-
dards issues.

7. Actively cooperate with the EC to market the GIPS standards within the country.

8. Ensure appropriate local market expertise and issues (i.e., clients, consultants,
verifiers, plan sponsor, software, etc.) are represented by members of the
Country Sponsor. 

Outside the country:
9. Interface with the EC to:

• Nominate appropriate EC candidates and technical subcommittee members.
• Provide relevant response to requests for public comment.

10. Undertake the interactive relationship with the EC to: 

• Submit to the EC either their GIPS in English or TG.
• Represent local issues and concerns.

11. Provide interpretations support to:

• Interface between the EC’s Interpretations Subcommittee and the local market
for questions and answers related to the core GIPS standards (which could
include, for instance, providing translation where necessary).

12. Participate in cross-border activities to: 

• Provide a country representative who will serve on the appropriate RIPS and
GIPS Council
� to represent local issues and views and to exchange cross border

considerations;
� to provide input to further develop the GIPS standards as the “gold stan-

dard” (e.g., identifying local “best practices” for possible incorporation
into the GIPS standards).

• Promote and support fair “right of access” competition for all investment
managers.

• Liaise to promote uniformity in verification services.

Relationship with Regulators
It is important that Country Sponsors appreciate the relationship among all parties involved
in the promulgation of the Standards, including local regulators with whom Country
Sponsors should forge supportive and productive relationships. 

The self-regulatory nature of the GIPS standards necessitates a strong commitment to ethi-
cal integrity. Self-regulation also facilitates local regulators in exercising their responsibility
for ensuring the fair disclosure of information to and within the financial markets in gen-
eral. Country Sponsors—who are actively involved in looking at performance reporting—
can encourage local regulators to:

• recognize the benefit of voluntary compliance with standards which repre-
sent global best practices,

• give consideration to adopting a function implemented by some regula-
tors, to enforce sanctions upon false claims of compliance as fraudulent
advertising, and

• recognize and encourage independent verification services.



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

6

1-6 INTERPRETIVE GUIDANCE 

Firms that claim compliance with the GIPS standards must comply with all the require-
ments of the GIPS standards, including any updates, reports, or clarifications published by
the EC, as well as the most recent version of the GIPS Handbook. All clarification and
update information is made available to the public via the CFA Institute website (see
www.cfainstitute.org/cfacentre/ips/) and must be considered when determining a firm’s
claim of compliance.

Along with promoting the adoption of the GIPS standards on a worldwide basis, one of
the key challenges in applying a global standard is ensuring a consistent understanding
and application of those standards across multiple markets and disciplines. The
Interpretations Subcommittee of the EC often identifies key issues on which to provide
proactive guidance and answers to questions raised by the global investment industry as
firms face challenges in applying the GIPS standards in different legal, structural, and cul-
tural frameworks. 

The fundamental aspect of these processes is engaging the public in opportunities to par-
ticipate in the development of practical guidance through public comment. CFA Institute
and the EC strongly believe that industry comment is critical in establishing pragmatic
standards acceptable to the global investment industry. 

CFA Institute receives hundreds of questions each year at the GIPS Helpdesk
(gips@cfainstitute.org). Many of the questions are straightforward and have been answered
in existing guidance already published and available. Others are more complex or pose
new challenges on the application of the Standards to a firm’s investment processes. 

The Interpretations Subcommittee responds to requests for guidance by issuing answers
to questions that have not already been answered in existing guidance. If the question
involves either a fundamental or complex issue, the Subcommittee may choose to issue a
Guidance Statement. Guidance Statements incorporate all applicable existing interpreta-
tions that have been published on a subject in an effort to consolidate all relevant infor-
mation and existing interpretations. The Interpretations Subcommittee may also refer
questions of a technical nature to an EC technical subcommittee (such as Real Estate or
Leverage & Derivatives) for guidance.

Prior to adoption, all Guidance Statements are available for public comment (via the CFA
Institute website) for a 60- to 90-day period (depending on the complexity of the
Guidance Statement). After the public comment period, the Interpretations
Subcommittee reviews the comments, modifies the Guidance Statement as needed, and
presents the Guidance Statement to the EC for formal adoption. 

All EC-approved Guidance Statements are then published on the CFA Institute’s website
in the GIPS Interpretations Library (www.cfainstitute.org/cfacentre/ips/gipslibrary.html)
and included in the next update of this Handbook. It is important to note that Guidance
Statements on the GIPS standards are applicable to all firms claiming GIPS compliance. 

The adopted EC Guidance Statements are included in this Handbook in Section 4 and
the proposed Guidance Statements are clearly marked as such and are included in
Section 5. Excerpts of EC-adopted Guidance Statements are also included in the
Discussion section of each applicable provision in Section 3 of this book.
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Standards PREFACE: BACKGROUND OF THE GIPS STANDARDS

Investment practices, regulation, performance measurement, and reporting of perform-
ance results have historically varied considerably from country to country. Some countries
have established performance calculation and presentation guidelines that are domestical-
ly accepted, and others have few standards for presenting investment performance. These
practices have limited the comparability of performance results between firms in different
countries and have hindered the ability of firms to penetrate markets on a global basis.

CFA Institute (formerly known as the Association for Investment Management and
Research or AIMR) recognized the need for a global set of performance presentation
standards, and in 1995, it sponsored and funded the Global Investment Performance
Standards (GIPS®) Committee to develop a single standard for presenting investment
performance. In February 1999, the GIPS committee finalized the GIPS standards and
presented them to the AIMR Board of Governors, who formally endorsed them. 

The success of the Standards is the result of an alliance among experts from a variety of
fields within the global investment industry. The following key industry groups have been
involved in and contributed significantly to promoting and developing the GIPS standards: 

Australia — Performance Analyst Group of
Australia 
Austria — Österreichischen Verreinigung
für Finanzanalyse und Asset Management
und der Vereinigung Österreichischer
Investmentgesellschaften
Belgium — Belgian Association for Pension
Institutions
Denmark — The Danish Society of
Investment Professionals, The Danish
Society of Financial Analysts
France — Société Francaise des Analystes
Financiers and Association Francaise de la
Gestion Financière
Germany — BVI Bundesverband
Investment und Asset Management e.V.,
Deutsche Vereinigung für Finanzanalyse
und Asset Management, and German CFA
Society
Hong Kong — The Hong Kong Society of
Financial Analysts
Hungary — Hungarian Society of
Investment Professionals
Ireland — Irish Association of Investment
Managers
Italy — Italian Investment Performance
Committee 
Japan — The Security Analysts Association
of Japan 

Luxembourg — Association
Luxembourgeoise des Fonds
d’Investissement and Association
Luxembourgeoise des gestionnaires de
portefeuilles et analystes financiers 
Netherlands — Beroepsvereniging van
Beleggingsdeskundigen 
New Zealand — CFA Society of New
Zealand 
Norway — The Norwegian Society of
Financial Analysts
Poland — Polski Komitet Wyników
Inwestycyjnych
Portugal — Associação Portuguesa de
Analistas Financeiros 
Singapore — Investment Management
Association of Singapore
Spain — CFA Spain
South Africa — Investment Management
Association of South Africa 
Sweden — Swedish Society of Financial
Analysts 
Switzerland — Swiss Bankers Association 
United Kingdom — National Association of
Pension Funds Ltd 
United States and Canada — CFA Institute

12
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StandardsWith the release of the GIPS standards in 1999, the GIPS committee was replaced by the

Investment Performance Council (IPC), which serves as the global committee responsible
for the Standards. It consists of 36 members from 15 countries. The IPC’s members have
diverse and in-depth investment experience. They come from firms of all sizes and special-
ize in mutual funds, private wealth management, insurance, pension funds, private equity
and venture capital, real estate, investment consulting services, and performance measure-
ment and verification. 

The principal goal of the IPC is to have all countries adopt the GIPS standards as the stan-
dard for investment firms seeking to present historical investment performance. The IPC
envisions GIPS compliance acting as a “passport” that allows firms to enter the arena of
investment management competition on a global basis and to compete on an equal foot-
ing. The GIPS passport will level the playing field and promote global competition among
investment firms, which will, in turn, provide prospective clients with a greater level of
confidence in the integrity of performance presentations as well as the general practices
of a compliant firm. 

In order to achieve this goal, over the past 5 years, the IPC has used a dual approach con-
vergence strategy to (1) transition the existing local standards to the GIPS standards and
(2) evolve the GIPS standards to incorporate local best practices from all regional stan-
dards so as to form one improved standard for investment performance calculation and
reporting. 

The IPC strongly encourages countries without an investment performance standard in
place to accept the GIPS standards as the local standard and translate them into the
native language when necessary, thus promoting a “translation of GIPS” (TG). However,
to effectively transition existing regional standards, the IPC acknowledges that some coun-
tries need to adopt certain long-standing requirements in addition to the GIPS standards. 

Since 1999, the IPC has promoted the “Country Version of GIPS” (CVG) approach,
whereby countries that had existing performance standards could adopt the GIPS stan-
dards as the core. This core was only to be supplemented to satisfy local regulatory or
legal requirements and well-established practices. Any other differences were to be transi-
tioned out of the CVG so that the CVG would converge with the GIPS standards. The
CVG model has facilitated the movement of the industry toward one standard for the cal-
culation and presentation of investment performance. 

Today, 25 countries throughout North America, Europe, Africa, and the Asia Pacific
Region have adopted the GIPS standards, encouraging investment management firms to
follow the Standards when calculating and reporting their performance results. Out of
these 25 countries, 9 have an IPC-endorsed CVG (Australia, Canada, Ireland, Italy, Japan,
South Africa, Switzerland, United Kingdom, and United States). The remaining IPC-
endorsed standards are either translations of GIPS (German, Danish, French, Hungarian,
Dutch, Norwegian, Polish, and Spanish) or GIPS (in English).
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In addition to improving the original GIPS standards, this version includes new sections to
address real estate and private equity investments as well as new provisions to address fees.
It also includes guidelines for claiming compliance with the GIPS standards in advertise-
ments and formalizes positions resulting from the development of guidance statements
(such as firm definition, composite definition, and portability) and incorporates local best
practices for performance measurement and reporting from around the world. A glossary
and several examples have been included to assist with the application of the GIPS stan-
dards. (Words appearing in CAPITAL letters are defined in the GIPS Glossary in Appendix
E.) The GIPS standards are no longer a minimum worldwide standard. Instead, this ver-
sion promotes the highest performance measurement and presentation practices and
eliminates the need for separate local standards.

We are now entering the second phase of the convergence strategy to the GIPS stan-
dards—namely to evolve the GIPS standards to incorporate local best practices from all
regional standards. To effectively move toward one globally accepted standard for invest-
ment performance calculation and presentation, the IPC strongly encourages countries
without an investment performance standard in place to accept the GIPS standards in
English or translate them into the local language, adopting a TG approach. 

By revising the GIPS standards, it is the IPC’s hope that CVGs will no longer be neces-
sary. Instead, all CVG-compliant firms will be granted reciprocity for periods prior to 
1 January 2006. Their CVG-compliant history will satisfy the GIPS requirement to show
at least a 5-year track record. In this way, firms from all countries will comply with one
standard, the GIPS standards, from 1 January 2006 and the industry will achieve conver-
gence of all standards.
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A. PREAMBLE — WHY IS A GLOBAL STANDARD NEEDED?

1. The financial markets and the investment management industry are becoming
increasingly global in nature. Given the variety of financial entities and countries
involved, this globalization of the investment process and the exponential growth of
assets under management demonstrate the need to standardize the calculation and
presentation of investment performance. 

2. Prospective clients and investment management firms will benefit from an estab-
lished standard for investment performance measurement and presentation that is
recognized worldwide. Investment practices, regulation, performance measure-
ment, and reporting of performance results vary considerably from country to
country. Some countries have guidelines that are widely accepted within their bor-
ders, and others have few recognized standards for presenting investment perform-
ance. 

3. Requiring investment management firms to adhere to performance presentation
standards will help assure investors that the performance information is both com-
plete and fairly presented. Investment management firms in countries with minimal
presentation standards will be able to compete for business on an equal footing
with investment management firms from countries with more developed standards.
Investment management firms from countries with established practices will have
more confidence that they are being fairly compared with “local” investment man-
agement firms when competing for business in countries that have not previously
adopted performance standards.

4. Both prospective and existing clients of investment management firms will benefit
from a global investment performance standard by having a greater degree of confi-
dence in the performance numbers presented by the investment management
firms. Performance standards that are accepted in all countries enable all invest-
ment management firms to measure and present their investment performance so
that clients can readily compare investment performance among investment man-
agement firms. 

B. VISION STATEMENT 

5. A global investment performance standard leads to readily accepted presentations
of investment performance that (1) present performance results that are readily
comparable among investment management firms without regard to geographical
location and (2) facilitate a dialogue between investment managers and their
prospective clients about the critical issues of how the investment management firm
achieved performance results and determines future investment strategies.

C. OBJECTIVES 

6. To obtain worldwide acceptance of a standard for the calculation and presentation
of investment performance in a fair, comparable format that provides full disclo-
sure.

7. To ensure accurate and consistent investment performance data for reporting,
record keeping, marketing, and presentations.

15
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Standards 8. To promote fair, global competition among investment management firms for all

markets without creating barriers to entry for new investment management firms.

9. To foster the notion of industry “self-regulation” on a global basis.

D. OVERVIEW

10. The Global Investment Performance Standards (“GIPS standards” or “Standards”)
have several key characteristics:

a. For the purpose of claiming compliance with the GIPS standards, investment
management FIRMS MUST define an entity that claims compliance (“FIRM”).
The FIRM MUST be defined as an investment FIRM, subsidiary, or division held
out to clients or potential clients as a DISTINCT BUSINESS ENTITY.

b. The GIPS standards are ethical standards for investment performance pres-
entation to ensure fair representation and full disclosure of a FIRM’S per-
formance.

c. The GIPS standards REQUIRE FIRMS to include all actual fee-paying, discre-
tionary PORTFOLIOS in COMPOSITES defined according to similar strategy
and/or investment objective and REQUIRE FIRMS to initially show GIPS-com-
pliant history for a minimum of five (5) years or since inception of the FIRM

or COMPOSITE if in existence less than 5 years. After presenting at least 5
years of compliant history, the FIRM MUST add annual performance each year
going forward up to ten (10) years, at a minimum.

d. The GIPS standards REQUIRE FIRMS to use certain calculation and presenta-
tion methods and to make certain disclosures along with the performance
record.

e. The GIPS standards rely on the integrity of input data. The accuracy of input
data is critical to the accuracy of the performance presentation. For exam-
ple, BENCHMARKS and COMPOSITES SHOULD be created/selected on an EX-

ANTE basis, not after the fact.

f. The GIPS standards consist of provisions that FIRMS are REQUIRED to follow
in order to claim compliance. FIRMS are encouraged to adopt the RECOM-

MENDED provisions to achieve best practice in performance presentation.

g. The GIPS standards MUST be applied with the goal of full disclosure and fair
representation of investment performance. Meeting the objectives of full dis-
closure and fair representation will likely require more than compliance with
the minimum REQUIREMENTS of the GIPS standards. If an investment FIRM

applies the GIPS standards in a performance situation that is not addressed
specifically by the Standards or is open to interpretation, disclosures other
than those REQUIRED by the GIPS standards may be necessary. To fully
explain the performance included in a presentation, FIRMS are encouraged to
present all relevant ADDITIONAL INFORMATION and SUPPLEMENTAL INFORMA-

TION.

h. All requirements, clarifications, updated information, and guidance MUST

be adhered to when determining a FIRM’S claim of compliance and will be
made available via the GIPS Handbook and the CFA Institute website
(www.cfainstitute.org).
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with the GIPS standards, the Standards REQUIRE FIRMS to comply with the
local law or regulation and make full disclosure of the conflict.

j. The GIPS standards do not address every aspect of performance measure-
ment, valuation, attribution, or coverage of all asset classes. The GIPS stan-
dards will evolve over time to address additional aspects of investment per-
formance. Certain RECOMMENDED elements in the GIPS standards may
become REQUIREMENTS in the future.

k. Within the GIPS standards are supplemental REAL ESTATE and PRIVATE EQUITY

provisions that MUST be applied to these asset classes. (See sections II.6 and II.7.)

E. SCOPE

11. Application of the GIPS Standards: FIRMS from any country may come into compli-
ance with the GIPS standards. Compliance with the GIPS standards will facilitate a
FIRM’S participation in the investment management industry on a global level. 

12. Historical Performance Record:

a. FIRMS are REQUIRED to present, at a minimum, 5 years of annual investment
performance that is compliant with the GIPS standards. If the FIRM or COM-

POSITE has been in existence less than 5 years, the FIRM MUST present per-
formance since the inception of the FIRM or COMPOSITE; and

b. After a FIRM presents 5 years of compliant history, the FIRM MUST present
additional annual performance up to 10 years, at a minimum. For example,
after a FIRM presents 5 years of compliant history, the FIRM MUST add an addi-
tional year of performance each year so that after 5 years of claiming compli-
ance, the FIRM presents a 10-year performance record.

c. FIRMS may link a non-GIPS-compliant performance record to their compliant
history so long as no noncompliant performance is presented after 1
January 2000 and the FIRM discloses the periods of noncompliance and
explains how the presentation is not in compliance with the GIPS standards.

d. FIRMS previously claiming compliance with an Investment Performance
Council-endorsed Country Version of GIPS (CVG) are granted reciprocity to
claim compliance with the GIPS standards for historical periods prior to 1
January 2006. (See “Background of GIPS Standards” for more details on
CVGs). If the FIRM previously claimed compliance with a CVG, at a mini-
mum, the FIRM MUST continue to show the historical CVG-compliant track
record up to 10 years (or since inception).

Nothing in this section shall prevent FIRMS from initially presenting more than 5
years of performance results.

F. COMPLIANCE

13. Effective Date: The GIPS standards were amended by the IPC on 7 December 2004
and adopted by the CFA Institute Board of Governors on 4 February 2005. The
effective date of the revised Standards is 1 January 2006. All presentations that
include performance results for periods after 31 December 2005 MUST meet all the
REQUIREMENTS of the revised GIPS standards. Performance presentations that
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1999 version of the GIPS standards. Early adoption of these revised GIPS standards
is encouraged. 

14. REQUIREMENTS: FIRMS MUST meet all the REQUIREMENTS set forth in the GIPS stan-
dards to claim compliance with the GIPS standards. Although the REQUIREMENTS

MUST be met immediately by a FIRM claiming compliance, the following REQUIRE-

MENTS do not go into effect until a future date:

a. For periods beginning 1 January 2008, REAL ESTATE investments MUST be val-
ued at least quarterly. 

b. For periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS on the
date of all LARGE EXTERNAL CASH FLOWS.

c. For periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS as of
the calendar month-end or the last business day of the month. 

d. For periods beginning 1 January 2010, COMPOSITE returns MUST be calculat-
ed by asset weighting the individual PORTFOLIO returns at least monthly.

e. For periods beginning 1 January 2010, CARVE-OUT returns are not permitted
to be included in single asset class COMPOSITE returns unless the CARVE-OUTS

are actually managed separately with their own cash balances.

Until these future REQUIREMENTS become effective, these provisions SHOULD be con-
sidered RECOMMENDATIONS. FIRMS are encouraged to implement these future
REQUIREMENTS prior to their effective dates. To ease compliance with the GIPS stan-
dards when the future REQUIREMENTS take effect, the industry should immediately
begin to design performance software to incorporate these future REQUIREMENTS.

15. Compliance Check: FIRMS MUST take all steps necessary to ensure that they have sat-
isfied all the REQUIREMENTS of the GIPS standards before claiming compliance with
the GIPS standards. FIRMS are strongly encouraged to perform periodic internal
compliance checks and implement adequate business controls on all stages of the
investment performance process—from data input to presentation material—to
ensure the validity of compliance claims.

16. Third-Party Performance Measurement and COMPOSITE Construction: The GIPS
standards recognize the role of independent third-party performance measurers
and the value they can add to the FIRM’S performance measurement activities.
Where third-party performance measurement is an established practice or is avail-
able, FIRMS are encouraged to use this service as it applies to the FIRM. Similarly,
where the practice is to allow third parties to construct COMPOSITES for FIRMS, FIRMS

can use such COMPOSITES in a GIPS-compliant presentation only if the COMPOSITES

meet the REQUIREMENTS of the GIPS standards.

17. Sample Presentations: Sample presentations, shown in Appendix A, provide exam-
ples of what a compliant presentation might look like.

G. IMPLEMENTING A GLOBAL STANDARD

18. In 1999, the Investment Performance Council (IPC) was created and given the
responsibility to meet the ongoing needs for maintaining and developing a high-
quality global investment performance standard. The IPC provides a practical and
effective implementation structure for the GIPS standards and encourages wider
public participation in an industry-wide standard.
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19. One of the principal objectives of the IPC is for all countries to adopt the GIPS
standards as the common method for calculating and presenting investment per-
formance. As of December 2004, more than 25 countries around the world had
adopted or were in the process of adopting the GIPS standards. The IPC believes
the establishment and acceptance of the GIPS standards are vital steps in facilitating
the availability of comparable investment performance history on a global basis.
GIPS compliance provides FIRMS with a “passport” and creates a level playing field
where all FIRMS can compete on equal footing. 

20. The presence of a local sponsoring organization for investment performance stan-
dards is essential for their effective implementation and on-going operation within
a country. Such country sponsors also provide an important link between the IPC,
the governing body for the GIPS standards, and the local markets where investment
managers operate. 

The country sponsor, by actively supporting the GIPS standards and the work of the
IPC, will ensure that the country’s interests can and will be taken into account as
the GIPS standards are developed going forward. Compliance with the GIPS stan-
dards is voluntary, but support from the local country sponsor will help drive the
success of the GIPS standards. 

21. The IPC strongly encourages countries without an investment performance standard
in place to accept the GIPS standards as the local standard and translate them into
the local language when necessary, thus promoting a “translation of GIPS” (TG). 

22. Compliance with the GIPS standards will provide FIRMS with a “right of access” to be
considered alongside all investment managers, thereby allowing all FIRMS to be eval-
uated on equal terms.

23. Although the GIPS standards may be translated into many languages, if a discrepan-
cy arises between the different versions of the Standards (e.g., TGs), the English ver-
sion of GIPS standards is controlling.

24. The IPC will continue to develop the GIPS standards so that they maintain their rel-
evance within the changing investment management industry and has committed to
evaluating the Standards every 5 years.

25. The self-regulatory nature of the GIPS standards necessitates a strong commitment
to ethical integrity. Self-regulation also assists regulators in exercising their responsi-
bility for ensuring the fair disclosure of information to and within the financial mar-
kets in general. Regulators are encouraged to:

• recognize the benefit of voluntary compliance with standards that represent
global best practices,

• give consideration to adopting a function favored by some regulators, name-
ly to enforce sanctions upon false claims of compliance with the GIPS stan-
dards as fraudulent advertising, and

• recognize and encourage independent verification services.

26. Where existing laws or regulations already impose performance presentation stan-
dards, FIRMS are strongly encouraged to comply with the GIPS standards in addition
to those local requirements. Compliance with applicable law or regulation does not
necessarily lead to compliance with the GIPS standards. When complying with the
GIPS standards and local law or regulation, FIRMS MUST disclose any local laws and
regulations that conflict with the GIPS standards.
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The GIPS standards are divided into eight sections that reflect the basic elements involved
in presenting performance information: fundamentals of compliance, input data, calcula-
tion methodology, COMPOSITE construction, disclosures, presentation and reporting, REAL

ESTATE, and PRIVATE EQUITY. 

The provisions for each section are divided between REQUIREMENTS, listed first in each sec-
tion, and RECOMMENDATIONS. FIRMS MUST meet all the REQUIREMENTS to claim compliance
with the GIPS standards. FIRMS are strongly encouraged to adopt and implement the REC-

OMMENDATIONS to ensure that the FIRM fully adheres to the spirit and intent of the GIPS
standards. Examples of GIPS-compliant presentations are included as Appendix A. A
Glossary is included as Appendix E to serve as a reference and provide brief descriptions
of key words and terms in the GIPS standards. Words appearing in CAPITAL letters are
defined in the GIPS Glossary.

0. Fundamentals of Compliance: Critical issues that a FIRM MUST consider when claiming
compliance with the GIPS standards are defining the FIRM, documenting FIRM policies and
procedures, maintaining compliance with updates to the GIPS standards, and properly
using the claim of compliance and references to verification. The definition of the FIRM is
the foundation for FIRM-wide compliance and creates defined boundaries whereby TOTAL

FIRM ASSETS can be determined. Once a FIRM meets all of the REQUIREMENTS of the GIPS
standards, it MUST appropriately use the claim of compliance to state compliance with the
GIPS standards.

1. Input Data: Consistency of input data is critical to effective compliance with the GIPS
standards and establishes the foundation for full, fair, and comparable investment per-
formance presentations. 

2. Calculation Methodology: Achieving comparability among FIRMS’ performance presenta-
tions requires uniformity in methods used to calculate returns. The Standards mandate the
use of certain calculation methodologies for both PORTFOLIOS and COMPOSITES. [corrected

January 2006]

3. Composite Construction: A COMPOSITE is an aggregation of one or more PORTFOLIOS

into a single group that represents a particular investment objective or strategy. The COM-

POSITE return is the asset-weighted average of the performance results of all the PORTFO-

LIOS in the COMPOSITE. Creating meaningful, asset-weighted COMPOSITES is critical to the
fair presentation, consistency, and comparability of results over time and among FIRMS.

4. Disclosures: Disclosures allow FIRMS to elaborate on the raw numbers provided in the
presentation and give the end user of the presentation the proper context in which to
understand the performance results. To comply with the GIPS standards, FIRMS MUST dis-
close certain information about their performance presentation and policies adopted by
the FIRM. Disclosures are to be considered static information that does not normally
change from period to period. Although some disclosures are REQUIRED of all FIRMS, oth-
ers are specific to certain circumstances and thus may not be REQUIRED. No “negative
assurance” language is needed for nonapplicable disclosures. 

5. Presentation and Reporting: After gathering the input data, calculating returns, con-
structing the COMPOSITES, and determining the necessary disclosures, the FIRM MUST

incorporate this information in presentations based on the REQUIREMENTS set out in the
GIPS standards for presenting the investment performance returns. No finite set of provi-
sions can cover all potential situations or anticipate future developments in investment
industry structure, technology, products, or practices. When appropriate, FIRMS have the
responsibility to include other information not necessarily covered by the Standards in a
GIPS-compliant presentation. 

20
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6. Real Estate: These provisions apply to all investments where returns are primarily from
the holding, trading, development, or management of REAL ESTATE assets. REAL ESTATE

includes land, buildings under development, completed buildings, and other structures or
improvements held for investment purposes. The provisions apply regardless of the level
of control the FIRM has over management of the investment. The provisions apply irre-
spective of whether a REAL ESTATE asset or investment is producing revenue. They also
apply to REAL ESTATE investments with leverage or gearing.

7. Private Equity: These provisions apply to all PRIVATE EQUITY investments other than
OPEN-END or EVERGREEN FUNDS (which MUST follow the main GIPS provisions). PRIVATE

EQUITY investments MUST be valued according to the GIPS PRIVATE EQUITY Valuation
Principles found in Appendix D. PRIVATE EQUITY refers to investments in nonpublic com-
panies that are in various stages of development and encompasses venture investing, buy-
out investing, and mezzanine investing. Fund-of-funds investing as well as secondary
investing are also included in PRIVATE EQUITY. Investors typically invest in PRIVATE EQUITY

assets either directly or through a fund of funds or LIMITED PARTNERSHIP. 

0. FUNDAMENTALS OF COMPLIANCE

0.A Definition of the Firm — Requirements

0.A.1 The GIPS standards MUST be applied on a FIRM-wide basis. 

0.A.2 FIRMS MUST be defined as an investment firm, subsidiary, or division held out
to clients or potential clients as a DISTINCT BUSINESS ENTITY. 

0.A.3 TOTAL FIRM ASSETS MUST be the aggregate of the MARKET VALUE of all discre-
tionary and nondiscretionary assets under management within the defined
FIRM. This includes both fee-paying and non-fee-paying assets.

0.A.4 FIRMS MUST include the performance of assets assigned to a subadvisor in a
COMPOSITE provided the FIRM has discretion over the selection of the subad-
visor.

0.A.5 Changes in a FIRM’S organization are not permitted to lead to alteration of
historical COMPOSITE results.

0.B Definition of the Firm — Recommendations

0.B.1 FIRMS are encouraged to adopt the broadest, most meaningful definition of
the FIRM. The scope of this definition SHOULD include all geographical
(country, regional, etc.) offices operating under the same brand name
regardless of the actual name of the individual investment management
company. 

0.A Document Policies and Procedures — Requirements

0.A.6 FIRMS MUST document, in writing, their policies and procedures used in
establishing and maintaining compliance with all the applicable REQUIRE-

MENTS of the GIPS standards. 
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0.A.7 Once a FIRM has met all the REQUIRED elements of the GIPS standards, the
FIRM MUST use the following compliance statement to indicate that the FIRM

is in compliance with the GIPS standards:

“[Insert name of FIRM] has prepared and presented this report in com-
pliance with the Global Investment Performance Standards (GIPS®).” 

0.A.8 If the FIRM does not meet all the REQUIREMENTS of the GIPS standards, the
FIRM cannot represent that it is “in compliance with the Global Investment
Performance Standards except for...”. 

0.A.9 Statements referring to the calculation methodology used in a COMPOSITE

presentation as being “in accordance [or compliance] with the Global
Investment Performance Standards” are prohibited.

0.A.10 Statements referring to the performance of a single, existing client as being
“calculated in accordance with the Global Investment Performance
Standards” are prohibited except when a GIPS-compliant FIRM reports the
performance of an individual account to the existing client.

0.A Firm Fundamental Responsibilities — Requirements

0.A.11 FIRMS MUST make every reasonable effort to provide a compliant presenta-
tion to all prospective clients. That is, FIRMS cannot choose to whom they
want to present compliant performance. (As long as a prospective client has
received a compliant presentation within the previous 12 months, the FIRM

has met this REQUIREMENT.) 

0.A.12 FIRMS MUST provide a COMPOSITE list and COMPOSITE DESCRIPTION to any
prospective client that makes such a request (a sample list and COMPOSITE

DESCRIPTION are included in Appendix B). FIRMS MUST list “discontinued”
COMPOSITES on the FIRM’S list of COMPOSITES for at least 5 years after discon-
tinuation. 

0.A.13 FIRMS MUST provide a compliant presentation for any COMPOSITE listed on
the FIRM’S list and a COMPOSITE DESCRIPTION to any prospective client that
makes such a request. 

0.A.14 When the FIRM jointly markets with other FIRMS, the FIRM claiming compli-
ance with the GIPS standards MUST be sure that it is clearly defined and sep-
arate relative to any other FIRMS being marketed and that it is clear which
FIRM is claiming compliance.

0.A.15 FIRMS are encouraged to comply with the RECOMMENDATIONS and MUST com-
ply with all applicable REQUIREMENTS of the GIPS standards, including any
updates, reports, guidance statements, interpretations, or clarifications pub-
lished by CFA Institute and the Investment Performance Council, which will
be made available via the CFA Institute website (www.cfainstitute.org) as well
as the GIPS Handbook.
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0.B.2 FIRMS are encouraged to undertake the verification process, defined as the
review of a FIRM’S performance measurement processes and procedures by
an independent third-party verifier. A single verification report is issued in
respect to the whole FIRM; verification cannot be carried out for a single
COMPOSITE. The primary purpose of verification is to establish that a FIRM

claiming compliance with the GIPS standards has adhered to the Standards.

0.B.3 FIRMS that have been verified are encouraged to add a disclosure to COMPOS-

ITE presentations or advertisements stating that the FIRM has been verified.
FIRMS MUST disclose the periods of verification if the COMPOSITE presentation
includes results for periods that have not been subject to FIRM-wide verifica-
tion. The verification disclosure language SHOULD read: 

“[Insert name of FIRM] has been verified for the periods [insert dates] by
[name of verifier]. A copy of the verification report is available upon
request.”

1. INPUT DATA

1.A Input Data — Requirements

1.A.1 All data and information necessary to support a FIRM’S performance presen-
tation and to perform the REQUIRED calculations MUST be captured and
maintained. 

1.A.2 PORTFOLIO valuations MUST be based on MARKET VALUES (not cost basis or
book values).

1.A.3 For periods prior to 1 January 2001, PORTFOLIOS MUST be valued at least
quarterly. For periods between 1 January 2001 and 1 January 2010, PORTFO-

LIOS MUST be valued at least monthly. For periods beginning 1 January 2010,
FIRMS MUST value PORTFOLIOS on the date of all LARGE EXTERNAL CASH FLOWS. 

1.A.4 For periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS as of
the calendar month-end or the last business day of the month. 

1.A.5 For periods beginning 1 January 2005, FIRMS MUST use TRADE DATE ACCOUNT-

ING.

1.A.6 ACCRUAL ACCOUNTING MUST be used for fixed-income securities and all other
assets that accrue interest income. MARKET VALUES of fixed-income securities
MUST include accrued income.

1.A.7 For periods beginning 1 January 2006, COMPOSITES MUST have consistent
beginning and ending annual valuation dates. Unless the COMPOSITE is
reported on a noncalendar fiscal year, the beginning and ending valuation
dates MUST be at calendar year-end (or on the last business day of the year).

1.B Input Data — Recommendations

1.B.1 ACCRUAL ACCOUNTING SHOULD be used for dividends (as of the ex-dividend
date).

1.B.2 When presenting NET-OF-FEES RETURNS, FIRMS SHOULD accrue INVESTMENT

MANAGEMENT FEES. 
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month are RECOMMENDED.

2. CALCULATION METHODOLOGY

2.A Calculation Methodology — Requirements

2.A.1 Total return, including realized and unrealized gains and losses plus income,
MUST be used. [corrected September 2005]

2.A.2 TIME-WEIGHTED RATES OF RETURN that adjust for EXTERNAL CASH FLOWS MUST

be used. Periodic returns MUST be geometrically linked. EXTERNAL CASH

FLOWS MUST be treated in a consistent manner with the FIRM’S documented,
COMPOSITE-specific policy. At a minimum:

a. For periods beginning 1 January 2005, FIRMS MUST use approximated
rates of return that adjust for daily-weighted EXTERNAL CASH FLOWS. 

b. For periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS

on the date of all LARGE EXTERNAL CASH FLOWS.  

2.A.3 COMPOSITE returns MUST be calculated by asset weighting the individual
PORTFOLIO returns using beginning-of-period values or a method that
reflects both beginning-of-period values and EXTERNAL CASH FLOWS. 

2.A.4 Returns from cash and cash equivalents held in PORTFOLIOS MUST be includ-
ed in TOTAL RETURN calculations. 

2.A.5 All returns MUST be calculated after the deduction of the actual TRADING

EXPENSES incurred during the period. Estimated TRADING EXPENSES are not
permitted. 

2.A.6 For periods beginning 1 January 2006, FIRMS MUST calculate COMPOSITE

returns by asset weighting the individual PORTFOLIO returns at least quarter-
ly. For periods beginning 1 January 2010, COMPOSITE returns MUST be calcu-
lated by asset weighting the individual PORTFOLIO returns at least monthly. 

2.A.7 If the actual direct TRADING EXPENSES cannot be identified and segregated
from a BUNDLED FEE:

a. when calculating GROSS-OF-FEES RETURNS, returns MUST be reduced by
the entire BUNDLED FEE or the portion of the BUNDLED FEE that
includes the direct TRADING EXPENSES. The use of estimated TRADING

EXPENSES is not permitted.

b. when calculating NET-OF-FEES RETURNS, returns MUST be reduced by
the entire BUNDLED FEE or the portion of the BUNDLED FEE that
includes the direct TRADING EXPENSES and the INVESTMENT MANAGE-

MENT FEE. The use of estimated TRADING EXPENSES is not permitted.

2.B Calculation Methodology — Recommendations

2.B.1 Returns SHOULD be calculated net of nonreclaimable withholding taxes on
dividends, interest, and capital gains. Reclaimable withholding taxes SHOULD

be accrued.
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PORTFOLIOS at least monthly. 

2.B.3 FIRMS SHOULD value PORTFOLIOS on the date of all LARGE EXTERNAL CASH

FLOWS.  

3. COMPOSITE CONSTRUCTION

3.A Composite Construction — Requirements

3.A.1 All actual, fee-paying, discretionary PORTFOLIOS MUST be included in at least
one COMPOSITE. Although non-fee-paying discretionary PORTFOLIOS may be
included in a COMPOSITE (with appropriate disclosures), nondiscretionary
PORTFOLIOS are not permitted to be included in a FIRM’S COMPOSITES. 

3.A.2 COMPOSITES MUST be defined according to similar investment objectives
and/or strategies. The full COMPOSITE DEFINITION MUST be made available
on request. 

3.A.3 COMPOSITES MUST include new PORTFOLIOS on a timely and consistent basis
after the PORTFOLIO comes under management unless specifically mandated
by the client. 

3.A.4 Terminated PORTFOLIOS MUST be included in the historical returns of the
appropriate COMPOSITES up to the last full measurement period that the
PORTFOLIO was under management.

3.A.5 PORTFOLIOS are not permitted to be switched from one COMPOSITE to anoth-
er unless documented changes in client guidelines or the redefinition of the
COMPOSITE make it appropriate. The historical record of the PORTFOLIO

MUST remain with the appropriate COMPOSITE.

3.A.6 Convertible and other hybrid securities MUST be treated consistently across
time and within COMPOSITES. 

3.A.7 CARVE-OUT segments excluding cash are not permitted to be used to repre-
sent a discretionary PORTFOLIO and, as such, are not permitted to be includ-
ed in COMPOSITE returns. When a single asset class is carved out of a multi-
ple asset class PORTFOLIO and the returns are presented as part of a single
asset COMPOSITE, cash MUST be allocated to the CARVE-OUT returns in a timely
and consistent manner. Beginning 1 January 2010, CARVE-OUT returns are
not permitted to be included in single asset class COMPOSITE returns unless
the CARVE-OUT is actually managed separately with its own cash balance. 

3.A.8 COMPOSITES MUST include only assets under management within the defined
FIRM. FIRMS are not permitted to link simulated or model PORTFOLIOS with
actual performance.

3.A.9 If a FIRM sets a minimum asset level for PORTFOLIOS to be included in a COM-

POSITE, no PORTFOLIOS below that asset level can be included in that COMPOS-

ITE. Any changes to a COMPOSITE-specific minimum asset level are not per-
mitted to be applied retroactively.
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3.B.1 CARVE-OUT returns SHOULD not be included in single asset class COMPOSITE

returns unless the CARVE-OUTS are actually managed separately with their
own cash balance.

3.B.2 To remove the effect of a significant EXTERNAL CASH FLOW, the use of a TEM-

PORARY NEW ACCOUNT is RECOMMENDED (as opposed to adjusting the COMPOS-

ITE composition to remove PORTFOLIOS with significant EXTERNAL CASH

FLOWS). 

3.B.3 FIRMS SHOULD not market a COMPOSITE to a prospective client who has assets
less than the COMPOSITE’S minimum asset level. 

4. DISCLOSURES

4.A Disclosures — Requirements

4.A.1 FIRMS MUST disclose the definition of “FIRM” used to determine the TOTAL

FIRM ASSETS and FIRM-wide compliance.

4.A.2 FIRMS MUST disclose the availability of a complete list and description of all of
the FIRM’S COMPOSITES. 

4.A.3 FIRMS MUST disclose the minimum asset level, if any, below which PORTFOLIOS

are not included in a COMPOSITE. FIRMS MUST also disclose any changes to
the minimum asset level. 

4.A.4 FIRMS MUST disclose the currency used to express performance. 

4.A.5 FIRMS MUST disclose the presence, use, and extent of leverage or derivatives
(if material), including a sufficient description of the use, frequency, and
characteristics of the instruments to identify risks.

4.A.6 FIRMS MUST clearly label returns as GROSS-OF-FEES or NET-OF-FEES.

4.A.7 FIRMS MUST disclose relevant details of the treatment of withholding tax on
dividends, interest income, and capital gains. If using indexes that are net-of-
taxes, the FIRM MUST disclose the tax basis of the BENCHMARK (e.g.,
Luxembourg based or U.S. based) versus that of the COMPOSITE.

4.A.8 FIRMS MUST disclose and describe any known inconsistencies in the exchange
rates used among the PORTFOLIOS within a COMPOSITE and between the COM-

POSITE and the BENCHMARK.

4.A.9 If the presentation conforms with local laws and regulations that differ from
the GIPS REQUIREMENTS, FIRMS MUST disclose this fact and disclose the man-
ner in which the local laws and regulations conflict with the GIPS standards. 

4.A.10 For any performance presented for periods prior to 1 January 2000 that
does not comply with the GIPS standards, FIRMS MUST disclose the period of
noncompliance and how the presentation is not in compliance with the
GIPS standards.
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a multiple asset PORTFOLIO and the returns are presented as part of a single
asset COMPOSITE, FIRMS MUST disclose the policy used to allocate cash to the
CARVE-OUT returns.

4.A.12 FIRMS MUST disclose the FEE SCHEDULE appropriate to the presentation. 

4.A.13 If a COMPOSITE contains PORTFOLIOS with BUNDLED FEES, FIRMS MUST disclose
for each annual period shown the percentage of COMPOSITE assets that is
BUNDLED FEE PORTFOLIOS.

4.A.14 If a COMPOSITE contains PORTFOLIOS with BUNDLED FEES, FIRMS MUST disclose
the various types of fees that are included in the BUNDLED FEE. 

4.A.15 When presenting GROSS-OF-FEES RETURNS, FIRMS MUST disclose if any other
fees are deducted in addition to the direct TRADING EXPENSES. 

4.A.16 When presenting NET-OF-FEES RETURNS, FIRMS MUST disclose if any other fees
are deducted in addition to the INVESTMENT MANAGEMENT FEE and direct
TRADING EXPENSES.

4.A.17 FIRMS MUST disclose that ADDITIONAL INFORMATION regarding policies for cal-
culating and reporting returns is available upon request.  

4.A.18 Beginning 1 January 2006, FIRMS MUST disclose the use of a subadvisor(s)
and the periods a subadvisor(s) was used.

4.A.19 FIRMS MUST disclose all significant events that would help a prospective client
interpret the performance record. 

4.A.20 FIRMS MUST disclose the COMPOSITE DESCRIPTION.

4.A.21 If a FIRM is redefined, the FIRM MUST disclose the date and reason for the
redefinition.

4.A.22 If a FIRM has redefined a COMPOSITE, the FIRM MUST disclose the date and
nature of the change. Changes to COMPOSITES are not permitted to be
applied retroactively.

4.A.23 FIRMS MUST disclose any changes to the name of a COMPOSITE.

4.A.24 FIRMS MUST disclose the COMPOSITE CREATION DATE.

4.A.25 FIRMS MUST disclose if, prior to 1 January 2010, calendar month-end PORTFO-

LIO valuations or valuations on the last business day of the month are not
used.

4.A.26 FIRMS MUST disclose which DISPERSION measure is presented.

4.B Disclosures — Recommendations

4.B.1 If a parent company contains multiple defined FIRMS, each FIRM within the
parent company is encouraged to disclose a list of the other FIRMS contained
within the parent company.
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source results in a material impact on the performance of a COMPOSITE return. 

4.B.3 FIRMS that have been verified SHOULD add a disclosure to their COMPOSITE

presentation stating that the FIRM has been verified and clearly indicating
the periods the verification covers if the COMPOSITE presentation includes
results for periods that have not been subject to FIRM-wide verification.

5. PRESENTATION AND REPORTING

5.A Presentation and Reporting — Requirements

5.A.1 The following items MUST be reported for each COMPOSITE presented:

a. At least 5 years of performance (or a record for the period since FIRM

or COMPOSITE inception if the FIRM or COMPOSITE has been in exis-
tence less than 5 years) that meets the REQUIREMENTS of the GIPS
standards; after presenting 5 years of performance, the FIRM MUST

present additional annual performance up to 10 years. (For example,
after a FIRM presents 5 years of compliant history, the FIRM MUST add
an additional year of performance each year so that after 5 years of
claiming compliance, the FIRM presents a 10-year performance
record.)

b. Annual returns for all years. 

c. The number of PORTFOLIOS and amount of assets in the COMPOSITE,
and either the percentage of the TOTAL FIRM ASSETS represented by
the COMPOSITE or the amount of TOTAL FIRM ASSETS at the end of each
annual period. If the COMPOSITE contains 5 PORTFOLIOS or less, the
number of PORTFOLIOS is not REQUIRED. [corrected September 2005]

d. A measure of DISPERSION of individual PORTFOLIO returns for each
annual period. If the COMPOSITE contains 5 PORTFOLIOS or less for the
full year, a measure of DISPERSION is not REQUIRED. [corrected September

2005]

5.A.2 FIRMS may link non-GIPS-compliant returns to their compliant history so
long as the FIRMS meet the disclosure REQUIREMENTS for noncompliant per-
formance and only compliant returns are presented for periods after 1
January 2000. (For example, a FIRM that has been in existence since 1995
and that wants to present its entire performance history and claim compli-
ance beginning 1 January 2005 MUST present returns that meet the REQUIRE-

MENTS of the GIPS standards at least from 1 January 2000 and MUST meet
the disclosure REQUIREMENTS for any noncompliant history prior to 1
January 2000.)

5.A.3 Returns of PORTFOLIOS and COMPOSITES for periods of less than 1 year are
not permitted to be annualized.
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to or used to represent the historical record of a new FIRM or new
affiliation if:

i. Substantially all the investment decision makers are employed
by the new FIRM (e.g., research department, PORTFOLIO man-
agers, and other relevant staff),

ii. The staff and decision-making process remain intact and inde-
pendent within the new FIRM, and

iii. The new FIRM has records that document and support the
reported performance.

b. The new FIRM MUST disclose that the performance results from the
past FIRM are linked to the performance record of the new FIRM,

c. In addition to 5.A.4.a and 5.A.4.b, when one FIRM joins an existing
FIRM, performance of COMPOSITES from both FIRMS MUST be linked to
the ongoing returns if substantially all the assets from the past FIRM’S

COMPOSITE transfer to the new FIRM.

d. If a compliant FIRM acquires or is acquired by a noncompliant FIRM,
the FIRMS have 1 year to bring the noncompliant assets into compli-
ance. 

5.A.5 Beginning 1 January 2006, if a COMPOSITE includes or is formed using single
asset class CARVE-OUTS from multiple asset class PORTFOLIOS, the presentation
MUST include the percentage of the COMPOSITE that is composed of CARVE-

OUTS prospectively for each period.

5.A.6 The total return for the BENCHMARK (or BENCHMARKS) that reflects the
investment strategy or mandate represented by the COMPOSITE MUST be pre-
sented for each annual period. If no BENCHMARK is presented, the presenta-
tion MUST explain why no BENCHMARK is disclosed. If the FIRM changes the
BENCHMARK that is used for a given COMPOSITE in the performance presen-
tation, the FIRM MUST disclose both the date and the reasons for the change.
If a custom BENCHMARK or combination of multiple BENCHMARKS is used,
the FIRM MUST describe the BENCHMARK creation and re-balancing process.
[corrected January 2006]

5.A.7 If a COMPOSITE contains any non-fee-paying PORTFOLIOS, the FIRM MUST pres-
ent, as of the end of each annual period, the percentage of the COMPOSITE

assets represented by the non-fee-paying PORTFOLIOS. 

5.B Presentation and Reporting — Recommendations

5.B.1 It is RECOMMENDED that FIRMS present the following items:

a. COMPOSITE returns gross of INVESTMENT MANAGEMENT FEES and ADMIN-

ISTRATIVE FEES and before taxes (except for nonreclaimable withhold-
ing taxes), 

b. Cumulative returns for COMPOSITE and BENCHMARKS for all periods, 

c. Equal-weighted mean and median returns for each COMPOSITE, 

d. Graphs and charts presenting specific information REQUIRED or REC-

OMMENDED under the GIPS standards,
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e. Returns for quarterly and/or shorter time periods,

f. Annualized COMPOSITE and BENCHMARK returns for periods greater
than 12 months,

g. COMPOSITE-level country and sector weightings.

5.B.2 It is RECOMMENDED that FIRMS present relevant COMPOSITE-level risk measures, such
as beta, tracking error, modified duration, information ratio, Sharpe ratio, Treynor
ratio, credit ratings, value at risk (VaR), and volatility, over time of the COMPOSITE

and BENCHMARK. [corrected September 2005]

5.B.3 After presenting the REQUIRED 5 years of compliant historical performance, the
FIRM is encouraged to bring any remaining portion of its historical track record into
compliance with the GIPS standards. (This does not preclude the REQUIREMENT that
the FIRM MUST add annual performance to its track record on an on-going basis to
build a 10-year track record.)

6. REAL ESTATE

Following are provisions that apply to the calculation and presentation of REAL ESTATE

assets. The REAL ESTATE provisions supplement all the REQUIRED and RECOMMENDED ele-
ments of the GIPS standards (outlined in Section II.0. through Section II.5.), except the
REAL ESTATE provisions that override the existing GIPS provisions for valuation: II.6.A.1,
II.6.A.2, II.6.B.1, and II.6.B.2. Investment types not considered as REAL ESTATE and, there-
fore, addressed elsewhere in the general provisions of the GIPS standards include: [cor-

rected January 2006]

• Publicly traded REAL ESTATE securities, including any listed securities issued
by public companies,

• Commercial mortgage-backed securities (CMBS),
• Private debt investments, including commercial and residential loans where

the expected return is solely related to contractual interest rates without any
participation in the economic performance of the underlying REAL ESTATE.

If a PORTFOLIO includes a mix of REAL ESTATE and other investments that are not REAL

ESTATE, then these REQUIREMENTS and RECOMMENDATIONS only apply to the REAL ESTATE

portion of the PORTFOLIO, and when the FIRM CARVES-OUT the REAL ESTATE portion of the
PORTFOLIO, the GIPS CARVE-OUT provisions (see II.3.A.7) MUST also be applied.

6.A Real Estate Input Data — Requirements

6.A.1 REAL ESTATE investments MUST be valued at MARKET VALUE at least once every
12 months. For periods beginning 1 January 2008, REAL ESTATE investments
MUST be valued at least quarterly. 

6.A.2 REAL ESTATE investments MUST be valued by an external PROFESSIONALLY DES-

IGNATED, CERTIFIED, OR LICENSED COMMERCIAL PROPERTY VALUER/APPRAISER at
least once every 36 months. In markets where neither professionally desig-
nated nor appropriately sanctioned valuers or appraisers are available and
valuers or appraisers from other countries bearing such credentials do not
commonly operate, then the party responsible for engaging such services
locally shall take necessary steps to ensure that only well-qualified property
valuers are used. 
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6.B.1 REAL ESTATE investments SHOULD be valued at least quarterly.

6.B.2 REAL ESTATE investments SHOULD be valued by an external valuer or apprais-
er at least once every 12 months.

6.B.3 If calculating the INTERNAL RATE OF RETURN, FIRMS SHOULD use quarterly cash
flows at a minimum.

6.A Real Estate Disclosures — Requirements 

6.A.3 In addition to the other disclosure REQUIREMENTS of the GIPS standards,
performance presentations for REAL ESTATE investments MUST disclose:

a The calculation methodology for component returns—that is, com-
ponent returns are (1) calculated separately using chain-linked TIME-

WEIGHTED RATES OF RETURN, or (2) adjusted such that the sum of the
INCOME RETURN and the CAPITAL RETURN is equal to the TOTAL

RETURN, [corrected September 2005]

b. The FIRM’S description of discretion,

c. The valuation methods and procedures (e.g., discounted cash flow val-
uation model, capitalized income approach, sales comparison
approach, the valuation of debt payable in determining the value of
leveraged REAL ESTATE),

d. The range of performance returns for the individual accounts in the
COMPOSITE,

e. The source of the valuation (whether valued by an external valuer or
INTERNAL VALUATION or whether values are obtained from a third-
party manager) for each period, 

f. The percent of total MARKET VALUE of COMPOSITE assets (asset weight-
ed not equally weighted) to total REAL ESTATE assets valued by an
EXTERNAL VALUATION for each period, and [corrected September 2005]

g. The frequency REAL ESTATE investments are valued by external valuers.

6.B Real Estate Disclosures — Recommendations

6.B.4 If since-inception INTERNAL RATE OF RETURN performance results are shown,
the FIRM SHOULD disclose the time period that is covered as well as the fre-
quency of the cash flows used in the calculation.

6.A Real Estate Presentation and Reporting — Requirements 

6.A.4 The income and capital appreciation component returns MUST be presented
in addition to TOTAL RETURN.

6.B Real Estate Presentation and Reporting — Recommendations

6.B.5 When available, the capital and income segments of the appropriate REAL

ESTATE BENCHMARK SHOULD be presented.
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RETURN for the COMPOSITE.

6.B.7 It is RECOMMENDED that the following items be presented, especially in those
circumstances when the investment manager has the ability to control the
timing of investor capital call tranches during the fund’s or PORTFOLIO’S ini-
tial acquisition period:

a. GROSS- and NET-OF-FEES (including incentive allocations) annualized
since inception TIME-WEIGHTED RATE OF RETURN and INTERNAL RATE OF

RETURN (terminal value based on ENDING MARKET VALUE net assets of
the COMPOSITE) to the last year reported for the COMPOSITE. 

b. GROSS- and NET-OF-FEES (including incentive allocations) annualized
since inception TIME-WEIGHTED RATE OF RETURN and INTERNAL RATE OF

RETURN (based on realized cash flows only, excluding unrealized
gains) to the last year reported for the COMPOSITE. 

c. In addition, other performance measures may provide additional use-
ful information for both prospective and existing investors. The GIPS
PRIVATE EQUITY Provisions (See GIPS standards II.7) provide guidance
with regard to such additional measures as investment and REALIZA-

TION MULTIPLES and ratios relating to PAID-IN-CAPITAL.

7. PRIVATE EQUITY

Following are provisions that apply to the calculation and presentation of PRIVATE EQUITY

investments other than OPEN-END or EVERGREEN FUNDS (which MUST follow the main GIPS
provisions). The PRIVATE EQUITY provisions supplement all the REQUIRED and RECOMMEND-

ED elements of the GIPS standards (outlined in Section II.0. through Section II.5), except
these PRIVATE EQUITY provisions that override the existing GIPS provisions for valuation
(II.7.A.1 and II.7.B.1), calculation methodology (II.7.A.2 and II.7.A.3), fees (II.7.A.4 and
II.7.A.5), and presentation and reporting of returns (II.7.A.20). [corrected January 2006]

7.A Private Equity Input Data — Requirements

7.A.1 PRIVATE EQUITY investments MUST be valued (preferably quarterly but at least
annually) according to the GIPS PRIVATE EQUITY Valuation Principles provid-
ed in Appendix D.

7.B Private Equity Input Data — Recommendations

7.B.1 PRIVATE EQUITY investments SHOULD be valued quarterly. 

7.A Private Equity Calculation Methodology — Requirements 

7.A.2 FIRMS MUST calculate the annualized since-inception INTERNAL RATE OF

RETURN (SI-IRR).  

7.A.3 The annualized SI-IRR MUST be calculated using either daily or monthly cash
flows and the period-end valuation of the unliquidated remaining holdings.
Stock DISTRIBUTIONS MUST be valued at the time of DISTRIBUTION. 

7.A.4 NET-OF-FEES RETURNS MUST be net of INVESTMENT MANAGEMENT FEES, CARRIED

INTEREST, and TRANSACTION EXPENSES. 
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ship and/or fund fees and CARRIED INTEREST. NET-OF-FEES RETURNS MUST, in
addition, be net of all the INVESTMENT ADVISOR’S fees, expenses, and CARRIED

INTEREST.

7.A. Private Equity Composite Construction — Requirements 

7.A.6 All CLOSED-END PRIVATE EQUITY investments, including, but not limited to,
fund of funds, partnerships, or DIRECT INVESTMENTS, MUST be included in a
COMPOSITE defined by strategy and VINTAGE YEAR. 

7.A.7 Partnership/fund investments, DIRECT INVESTMENTS, and OPEN-END PRIVATE

EQUITY investments (e.g., EVERGREEN FUNDS) MUST be in separate
COMPOSITES.

7.A. Private Equity Disclosures — Requirements

7.A.8 FIRMS MUST disclose the VINTAGE YEAR of the COMPOSITE.

7.A.9 For all closed (discontinued) COMPOSITES, FIRMS MUST disclose the final real-
ization (liquidation) date of the COMPOSITE.

7.A.10 FIRMS MUST disclose the unrealized appreciation/depreciation of the COM-

POSITE for the most recent period. 

7.A.11 FIRMS MUST disclose the total COMMITTED CAPITAL of the COMPOSITE for the
most recent period.

7.A.12 For the most recent period, FIRMS MUST disclose the valuation methodologies
used to value their PRIVATE EQUITY investments. If any change occurs in
either valuation basis or methodology from the prior period, the change
MUST be disclosed.

7.A.13 If the presentation complies with any local or regional valuation guidelines
in addition to the GIPS PRIVATE EQUITY Valuation Principles, FIRMS MUST dis-
close which local or regional guidelines have been used.

7.A.14 FIRMS MUST document the FIRM’S valuation review procedures and disclose
that the procedures are available upon request. 

7.A.15 FIRMS MUST disclose the definition of the COMPOSITE investment strategy
(e.g., early stage, development, buy-outs, generalist, turnaround, mezzanine,
geography, middle market, and large transaction).

7.A.16 If a BENCHMARK is used, FIRMS MUST disclose the calculation methodology
used for the BENCHMARK.

7.A.17 If a valuation basis other than FAIR VALUE is used to value investments within
the COMPOSITE, FIRMS MUST disclose for the most recent period presented
their justification for why FAIR VALUE is not applicable. Additionally, FIRMS

MUST disclose the following:

a. The carrying value of non-FAIR-VALUE-basis investments relative to total fund.

b. The number of holdings valued on a non-FAIR-VALUE basis.

c. The absolute value of the non-FAIR-VALUE-basis investments.
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the SI-IRR calculation.

7.A.19 If a FIRM does not use a calendar year period-end, a disclosure MUST be
made indicating the period-end used.

7.A Private Equity Presentation and Reporting — Requirements 

7.A.20 FIRMS MUST present both the NET-OF-FEES and GROSS-OF-FEES annualized SI-
IRR of the COMPOSITE for each year since inception. 

7.A.21 For each period presented, FIRMS MUST report:

a. PAID-IN CAPITAL to date (cumulative DRAWDOWN),

b. Total current INVESTED CAPITAL, and

c. Cumulative DISTRIBUTIONS to date.

7.A.22 For each period presented, FIRMS MUST report the following multiples:

a. TOTAL VALUE to PAID-IN CAPITAL (INVESTMENT MULTIPLE or TVPI),

b. Cumulative DISTRIBUTIONS to PAID-IN CAPITAL (REALIZATION MULTIPLE

or DPI),

c. PAID-IN CAPITAL to COMMITTED CAPITAL (PIC MULTIPLE), and

d. RESIDUAL VALUE TO PAID-IN CAPITAL (RVPI).

7.A.23 If a BENCHMARK is shown, the cumulative annualized SI-IRR for the BENCH-

MARK that reflects the same strategy and VINTAGE YEAR of the COMPOSITE

MUST be presented for the same periods for which the COMPOSITE is present-
ed. If no BENCHMARK is shown, the presentation MUST explain why no BENCH-

MARK is disclosed.

7.B Private Equity Presentation and Reporting — Recommendations 

7.B.2 FIRMS SHOULD present the average holding period of the investments (PORT-

FOLIO companies) over the life of the COMPOSITE. 
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The primary purpose of verification is to establish that a FIRM claiming compliance with
the GIPS standards has adhered to the Standards. Verification will also increase the under-
standing and professionalism of performance measurement teams and consistency of
presentation of performance results.

The verification procedures attempt to strike a balance between ensuring the quality,
accuracy, and relevance of performance presentations and minimizing the cost to FIRMS of
independent review of performance results. FIRMS SHOULD assess the benefits of improved
internal processes and procedures, which are as significant as the marketing advantages of
verification.

The goal of the IPC in drafting the verification procedures is to encourage broad accept-
ance of verification. 

Verification is strongly encouraged and is expected to become mandatory at a future date.
The IPC will re-evaluate all aspects of mandatory verification by 2010 and provide the
industry sufficient time to implement any changes. 

A. SCOPE AND PURPOSE OF VERIFICATION

1. Verification is the review of an investment management FIRM’S performance meas-
urement processes and procedures by an independent third-party “verifier.”
Verification tests:

a. Whether the FIRM has complied with all the COMPOSITE construction
REQUIREMENTS of the GIPS standards on a FIRM-wide basis, and 

b. Whether the FIRM’S processes and procedures are designed to calculate and
present performance results in compliance with the GIPS standards.

A single verification report is issued in respect of the whole FIRM; verification cannot
be carried out for a single COMPOSITE. 

2. Third-party verification brings credibility to the claim of compliance and supports
the overall guiding principles of full disclosure and fair representation of invest-
ment performance.

3. The initial minimum period for which verification can be performed is 1 year of a
FIRM’S presented performance. The RECOMMENDED period over which verification is
performed is that part of the FIRM’S track record for which GIPS compliance is
claimed. 

4. A verification report must confirm that:

a. The FIRM has complied with all the COMPOSITE construction REQUIREMENTS

of the GIPS standards on a FIRM-wide basis, and 

b. The FIRM’S processes and procedures are designed to calculate and present
performance results in compliance with the GIPS standards.

Without such a report from the verifier, the FIRM cannot state that its claim of compliance
with the GIPS standards has been verified.

35
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compliance with the GIPS standards or that the records of the FIRM cannot support
a complete verification. In such situations, the verifier must issue a statement to the
FIRM clarifying why a verification report was not possible. 

6. A principal verifier may accept the work of a local or previous verifier as part of the
basis for the principal verifier’s opinion. 

7. The minimum GIPS verification procedures are described in section III.B Required
Verification Procedures.

B. REQUIRED VERIFICATION PROCEDURES

The following are the minimum procedures that verifiers must follow when verifying an
investment FIRM’S compliance with the GIPS standards. Verifiers must follow these proce-
dures prior to issuing a verification report to the FIRM:

1. Pre-verification Procedures 

a. Knowledge of the FIRM: Verifiers must obtain selected samples of the FIRM’S

investment performance reports and other available information regarding
the FIRM to ensure appropriate knowledge of the FIRM. 

b. Knowledge of GIPS Standards: Verifiers must understand all the REQUIRE-

MENTS and RECOMMENDATIONS of the GIPS standards, including any updates,
reports, guidance statements, interpretations, and clarifications published by
CFA Institute and the Investment Performance Council, which will be made
available via the CFA Institute website (www.cfainstitute.org) as well as the
GIPS Handbook. All clarification and update information must be considered
when determining a FIRM’S claim of compliance.

c. Knowledge of the Performance Standards: Verifiers must be knowledgeable
of country-specific laws and regulations applicable to the FIRM and must
determine any differences between the GIPS standards and the country-spe-
cific laws and regulations. 

d. Knowledge of FIRM Policies: Verifiers must determine the FIRM’S assumptions
and policies for establishing and maintaining compliance with all applicable
REQUIREMENTS of the GIPS standards. At a minimum, verifiers must deter-
mine the following policies and procedures of the FIRM:

i. Policy with regard to investment discretion. The verifier must receive
from the FIRM, in writing, the FIRM’S definition of investment discre-
tion and the FIRM’S guidelines for determining whether accounts are
fully discretionary;

ii. Policy with regard to the definition of COMPOSITES according to invest-
ment strategy. The verifier must obtain the FIRM’S list of COMPOSITE

DEFINITIONS with written criteria for including accounts in each COM-

POSITE;
iii. Policy with regard to the timing of inclusion of new accounts in the

COMPOSITES;
iv. Policy with regard to timing of exclusion of closed accounts in the

COMPOSITES;
v. Policy with regard to the accrual of interest and dividend income;
vi. Policy with regard to the market valuation of investment securities;
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portfolio;
viii. Assumptions on the timing of capital inflows/outflows;
ix. Method for computing COMPOSITE returns;
x. Policy with regard to the presentation of COMPOSITE returns;
xi. Policies regarding timing of implied taxes due on income and realized

capital gains for reporting performance on an after-tax basis;
xii. Policies regarding use of securities/countries not included in a COM-

POSITE’S BENCHMARK;
xiii. Use of leverage and other derivatives; and
xiv. Any other policies and procedures relevant to performance presenta-

tion.

e. Knowledge of Valuation Basis for Performance Calculations: Verifiers must
ensure that they understand the methods and policies used to record valua-
tion information for performance calculation purposes. In particular, veri-
fiers must determine that:

i. The FIRM’S policy on classifying fund flows (e.g., injections, disburse-
ments, dividends, interest, fees, and taxes) is consistent with the
desired results and will give rise to accurate returns;

ii. The FIRM’S accounting treatment of income, interest, and dividend
receipts is consistent with cash account and cash accruals definitions;

iii. The FIRM’S treatment of taxes, tax reclaims, and tax accruals is correct
and the manner used is consistent with the desired method (i.e.,
gross- or net-of-tax return);

iv. The FIRM’S policies on recognizing purchases, sales, and the opening
and closing of other positions are internally consistent and will pro-
duce accurate results; and

v. The FIRM’S accounting for investments and derivatives is consistent
with the GIPS standards.

2. Verification Procedures

a. Definition of the FIRM: Verifiers must determine that the FIRM is, and has
been, appropriately defined. 

b. COMPOSITE Construction. Verifiers must be satisfied that:

i. The FIRM has defined and maintained COMPOSITES according to rea-
sonable guidelines in compliance with the GIPS standards;

ii. All the FIRM’S actual discretionary fee-paying PORTFOLIOS are included
in a COMPOSITE;

iii. The FIRM’S definition of discretion has been consistently applied over
time;

iv. At all times, all accounts are included in their respective COMPOSITES

and no accounts that belong in a particular COMPOSITE have been
excluded;

v. COMPOSITE BENCHMARKS are consistent with COMPOSITE DEFINITIONS

and have been consistently applied over time;
vi. The FIRM’S guidelines for creating and maintaining COMPOSITES have

been consistently applied; and
vii. The FIRM’S list of COMPOSITES is complete.
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LIOS and determine on a sampling basis whether the manager’s classification
of the account as discretionary or nondiscretionary is appropriate by refer-
ring to the account’s agreement and the FIRM’S written guidelines for deter-
mining investment discretion.

d. Sample Account Selection: Verifiers must obtain a listing of open and closed
accounts for all COMPOSITES for the years under examination. Verifiers may
check compliance with the GIPS standards using a selected sample of a
FIRM’S accounts. Verifiers SHOULD consider the following criteria when select-
ing the sample accounts for examination:

i. Number of COMPOSITES at the FIRM;
ii. Number of PORTFOLIOS in each COMPOSITE;
iii. Nature of the COMPOSITE;
iv. Total assets under management;
v. Internal control structure at the FIRM (system of checks and balances

in place);
vi Number of years under examination; and
vii Computer applications, software used in the construction and mainte-

nance of COMPOSITES, the use of external performance measurers,
and the calculation of performance results.

This list is not all-inclusive and contains only the minimum criteria that SHOULD be
used in the selection and evaluation of a sample for testing. For example, one
potentially useful approach would be to choose a PORTFOLIO for the study sample
that has the largest impact on COMPOSITE performance because of its size or
because of extremely good or bad performance. The lack of explicit record keeping
or the presence of errors may warrant selecting a larger sample or applying addi-
tional verification procedures.

e. Account Review: For selected accounts, verifiers must determine:

i. Whether the timing of the initial inclusion in the COMPOSITE is in
accordance with policies of the FIRM;

ii. Whether the timing of exclusion from the COMPOSITE is in accordance
with policies of the FIRM for closed accounts;

iii. Whether the objectives set forth in the account agreement are consis-
tent with the manager’s COMPOSITE DEFINITION as indicated by the
account agreement, PORTFOLIO summary, and COMPOSITE DEFINITION;

iv. The existence of the accounts by tracing selected accounts from
account agreements to the COMPOSITES;

v. That all PORTFOLIOS sharing the same guidelines are included in the
same COMPOSITE; and

vi. That shifts from one COMPOSITE to another are consistent with the
guidelines set forth by the specific account agreement or with docu-
mented guidelines of the FIRM’S clients. 

f. Performance Measurement Calculation: Verifiers must determine whether
the FIRM has computed performance in accordance with the policies and
assumptions adopted by the FIRM and disclosed in its presentations. In doing
so, verifiers SHOULD:

i. Recalculate rates of return for a sample of accounts in the FIRM using
an acceptable return formula as prescribed by the GIPS standards
(e.g., TIME-WEIGHTED RATE OF RETURN); and
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selves of the accuracy of the asset weighting of returns, the geometric
linking of returns to produce annual rates of returns, and the calcula-
tion of the DISPERSION of individual returns around the aggregate
COMPOSITE return.

g. Disclosures: Verifiers must review a sample of COMPOSITE presentations to
ensure that the presentations include the information and disclosures
REQUIRED by the GIPS standards. 

h. Maintenance of Records: The verifier must maintain sufficient information
to support the verification report. The verifier must obtain a representation
letter from the client FIRM confirming major policies and any other specific
representations made to the verifier during the examination.

C. DETAILED EXAMINATIONS OF INVESTMENT PERFORMANCE 
PRESENTATIONS

Separate from a GIPS verification, a FIRM may choose to have a further, more extensive,
specifically focused examination (or performance audit) of a specific COMPOSITE presenta-
tion. 

FIRMS cannot make any claim that a particular COMPOSITE has been independently exam-
ined with respect to the GIPS standards unless the verifier has also followed the GIPS veri-
fication procedures set forth in section III.B. FIRMS cannot state that a particular COMPOS-

ITE presentation has been “GIPS verified” or make any claim to that affect. GIPS verifica-
tion relates only to FIRM-wide verification. FIRMS can make a claim of verification only after
a verifier has issued a GIPS verification report. 

To assert a verification report has been received, a detailed examination of a COMPOSITE

presentation is not REQUIRED. Examinations of this type are unlikely to become a REQUIRE-

MENT of the GIPS standards or become mandatory.
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EXAMPLE 1:
Sample 1 Investment Firm 

Balanced Composite
1 January 1995 through 31 December 2004 

Sample 1 Investment Firm has prepared and presented this report in compliance
with the Global Investment Performance Standards (GIPS®). 

Notes:
1. Sample 1 Investment Firm is a balanced portfolio investment manager that invests

solely in Canadian securities. Sample 1 Investment Firm is defined as an independ-
ent investment management firm that is not affiliated with any parent organization.
For the periods from 2000 through 2004, Sample 1 Investment Firm has been veri-
fied by Verification Services Inc. A copy of the verification report is available upon
request. Additional information regarding the firm’s policies and procedures for
calculating and reporting performance results is available upon request.

2. The composite includes all nontaxable balanced portfolios with an asset allocation
of 30% S&P TSX and 70% Scotia Canadian Bond Index Fund, which allow up to a
10% deviation in asset allocation.

3. The benchmark: 30% S&P TSX; 70% Scotia Canadian Bond Index Fund rebal-
anced monthly. 

4. Valuations are computed and performance reported in Canadian dollars.
5. Gross-of-fees performance returns are presented before management and custodial

fees but after all trading expenses. Returns are presented net of nonreclaimable
withholding taxes. Net-of-fees performance returns are calculated by deducting the
highest fee of 0.25% from the quarterly gross composite return. The management
fee schedule is as follows: 1.00% on first CAD25M; 0.60% thereafter. 

6. This composite was created in February 1995. A complete list and description of
firm composites is available upon request.

7. For the periods 1995 and 1996, Sample 1 Investment Firm was not in compliance
with the GIPS standards because portfolios were valued annually. 

8. Internal dispersion is calculated using the equal-weighted standard deviation of all
portfolios that were included in the composite for the entire year.
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Sample 2 Asset Management Company
Equities World BM MSCI Active Mandates Direct

Reporting Currency CHF             Creation Date 01 July 1999 

Compliance Statement 
Sample 2 Asset Management Company has prepared and presented this report in compli-
ance with the Global Investment Performance Standards (GIPS®).

Definition of the Firm 
Sample 2 Asset Management Company is an independent investment management firm
established in 1997. Sample 2 Asset Management Company manages a variety of equity,
fixed income, and balanced assets for primarily Swiss and European clients. Additional
information regarding the firm’s policies and procedures for calculating and reporting
performance returns is available upon request.

Benchmark 
Sources of foreign exchange rates may be different between the composite and the
benchmark. 

Fees 
Performance figures are presented gross of management fees, custodial fees, and with-
holding taxes but net of all trading expenses. 

List of Composites 
A complete listing and description of all composites is available on request. 

Verification 
Sample 2 Asset Management Company has been verified by an independent verifier on an
annual basis from 1998 through 2003. 

Fee Schedule 
The standard fixed management fee for accounts with assets under management of up to
CHF50 million is 0.35% per annum.

Minimum Account Size 
The minimum portfolio size for inclusion in Equities World BM MSCI composite is
CHF1 million. 
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Example 3: Sample 3 Realty Management Firm

DISCLOSURES

Compliance Statement 
Sample 3 Realty Management Firm has prepared and presented this report in compliance with
the Global Investment Performance Standards (GIPS®).

The Firm
Sample 3 Realty Management Firm (the “Firm”), a subsidiary of ABC Capital, Inc., is a regis-
tered investment adviser under the Investment Advisors Act of 1940. The Firm exercises com-
plete discretion over the selection, capitalization, asset management, and disposition of invest-
ments in wholly-owned properties and joint ventures. A complete list and description of the
Firm’s composites is available upon request.

The Composite
The Core Real Estate Composite (the “Composite”) comprises all actual fee-paying discre-
tionary portfolios managed by the Firm with a core investment and risk strategy with an
income focus having a minimum initial portfolio size of $10 million. Portfolios that initially
qualify are excluded later from the composite if their asset size decreases below the minimum
requirement due to capital distributions. The Composite was created in 1998. Composite dis-
persion is measured using an asset-weighted standard deviation of returns of the portfolios. 

Valuation
Assets are valued quarterly by the Firm and appraised annually by an independent Member of
the Appraisal Institute. Both the internal and external property valuations rely primarily on
the application of market discount rates to future projections of free cash flows (unleveraged
cash flows) and capitalized terminal values over the expected holding period for each proper-
ty. Property mortgages, notes, and loans are marked to market using prevailing interest rates
for comparable property loans if the terms of existing loans preclude the immediate repay-
ment of such loans. Loan repayment fees, if any, are considered in the projected year of sale.

Calculation of Performance Returns
Returns presented are denominated in United States dollars. Returns are presented net of
leverage. Composite returns are calculated on an asset-weighted average basis using beginning-
of-period values. Returns include cash and cash equivalents and related interest income.
Income return is based on accrual recognition of earned income. Capital expenditures, tenant
improvements, and lease commissions are capitalized and included in the cost of the property,
are not amortized, and are reconciled through the valuation process and reflected in the capi-
tal return component. Income and capital returns may not equal total returns due to chain-
linking of quarterly returns. Annual returns are time-weighted rates of return calculated by
linking quarterly returns. For the annualized since-inception time-weighted return, terminal
value is based on ending market value of net assets of the Composite. For the since-inception
internal rate of return, contributions from and distributions to investors since 1 January 1995,
and a terminal value equal to the composite’s ending market value of net assets as of
31 December 2004, are used. The IRR is calculated using monthly cash flows. Additional infor-
mation regarding policies for calculating and reporting returns in compliance with the GIPS
standards is available upon request.

Investment Management Fees
Some of the portfolios pay incentive fees ranging between 10% and 20% of IRR in excess of
established benchmarks. Current annual investment advisory fees are as follows:

Up to $30 million: 1.6%
$30 – $50 million: 1.3%
over $50 million: 1.0%

NCREIF Property Index Benchmark
The National Council of Real Estate Investment Fiduciaries (NCREIF) Property Index bench-
mark has been taken from published sources. The NCREIF Property Index is unleveraged,
includes various real estate property types, excludes cash and other nonproperty related assets
and liabilities, income, and expenses. The calculation methodology for the index is not consis-
tent with calculation methodology employed for the Composite because the benchmark com-
putes the total return by adding the income and capital appreciation return on a quarterly basis.
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Sample 4 Private Equity Partners
Buy-Out Composite

1 January 1995 through 31 December 2002 

TVPI = Total Value to Paid-In Capital
DPI = Distributed Capital to Paid-In Capital
PIC = Paid-In Capital to Committed Capital
RVPI = Residual Value to Paid-In Capital

Sample 4 Private Equity Partners has prepared and presented this report in compli-
ance with the Global Investment Performance Standards (GIPS®). 
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DISCLOSURES

Sample 4 Private Equity Partners is an independent private equity investment firm, having
offices in London, New York, and San Francisco. The Sample 4 Buy-Out Composite
invests in private equity buyouts and was created in January 1995. 

The Sample 4 Buy-Out Composite complies with the XYZ Venture Capital Association’s
valuation guidelines. Valuations are prepared by Sample 4’s valuations committee and
reviewed by an independent advisory board. Sample 4 follows the fair value basis of valua-
tion as recommended in the GIPS Private Equity Valuation Principles. All investments
within the Sample 4 Buy-Out Composite are valued either using a most recent transaction
or an earnings multiple. Sample 4’s valuation review procedures are available upon
request. 

The GP-BO index is used as the benchmark and is constructed as the QRS index return
plus 500 basis points. The benchmark return is calculated using monthly cash flows.
There is only one fund in the composite for all time periods, and the dispersion of portfo-
lio returns within the composite, therefore, is zero for all years.

The vintage year of the Sample 4 Buy-Out Fund is 1995, and total committed capital is
USD$25 million. The total composite assets (unrealized gains) are USD$10.25 million as
of 31 December 2002. 

The fund’s SI-IRR calculation incorporates monthly cash flows. 

The standard fee schedule currently in effect is as follows: 1.00% of assets under manage-
ment. In addition, there is a 20% incentive fee for all assets.  The incentive fee is applied
to the value added in excess of fees, expenses, and the return of the GP-BO Index. 
[corrected October 2006]

A complete list of firm composites and composite performance results is available upon
request. Additional information regarding the firm’s policies and procedures for calculat-
ing and reporting performance results is available upon request.
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Sample Asset Management Firm

List and Description of Composites

The Small Cap Growth Composite includes all institutional portfolios invested in U.S.
equities with strong earnings and growth characteristics and small capitalizations. The
benchmark is the Russell 2000® Growth Index. 

The Large Cap Growth Composite includes all institutional portfolios invested in U.S.
equities with strong earnings and growth characteristics and large capitalizations. The
benchmark is the Russell 1000® Growth Index. 

The Core Fixed Income Composite includes all institutional portfolios invested in fixed
securities. Portfolios within the composite will have a duration that is plus or minus 20
percent of the benchmark. The benchmark is the Lehman Brothers Aggregate Bond
Index.

The Intermediate Fixed Income Composite includes all institutional portfolios invested in
fixed securities. Portfolios within the composite will have a duration that is plus or minus
20 percent of the benchmark. The benchmark is the Lehman Brothers Intermediate
Aggregate Bond Index.

The High Yield Fixed Income Composite includes all institutional portfolios invested in
high yield debt securities. The benchmark is the Lehman Brothers U.S. Corporate High
Yield Bond Index.

The Balanced Growth Composite includes all institutional balanced portfolios that have a
50–70% allocation to growth equities, with a typical allocation between 55–65%. The
benchmark is 60% S&P 500® and 40% Lehman Brothers Aggregate Bond Index. Only
portfolios greater than $5 million are included in the composite. 

Terminated Composites

The GARP Equity Composite includes all institutional portfolios invested in growth stocks
that are reasonably priced and valued “cheap” compared with their peers. The benchmark
is the S&P 500® Index. The composite terminated in November 2003.

The Small-Mid Cap Growth Composite includes all institutional portfolios invested in U.S.
equities with strong earnings and growth characteristics. The benchmark is the Russell
2500® Growth Index. The composite terminated in February 2004.
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A. PURPOSE OF THE GIPS ADVERTISING GUIDELINES 

The Global Investment Performance Standards provide the investment community with a
set of ethical standards for FIRMS to follow when presenting their performance results to
potential clients. The Standards serve to provide greater uniformity and comparability
among investment managers without regard to geographical location and to facilitate a
dialogue between FIRMS and their prospective clients about the critical issues of how the
FIRM achieved historical performance results and determines future investment strategies. 

The GIPS Advertising Guidelines attempt to serve as industry global best practice for the
advertisement of performance results. The GIPS Advertising Guidelines do not replace
the GIPS standards nor do they absolve FIRMS from presenting performance presentations
that adhere to the REQUIREMENTS of the full GIPS standards. The guidelines only apply to
FIRMS that already satisfy all the REQUIREMENTS of the Standards on a FIRM-wide basis and
claim compliance with the Standards. FIRMS that claim compliance can choose to advertise
that claim using the GIPS Advertising Guidelines. 

The guidelines are mandatory for FIRMS that include a claim of compliance with the GIPS
Advertising Guidelines in their advertisements. The guidelines are voluntary for FIRMS

that do not include a claim of compliance in their advertisements. All FIRMS are encour-
aged to abide by these ethical guidelines.

Definition of Advertisement 
For the purposes of these guidelines, an advertisement includes any materials that are dis-
tributed to or designed for use in newspapers, magazines, FIRM brochures, letters, media,
or any other written or electronic material addressed to more than one prospective client.
Any written material (other than one-on-one presentations and individual client report-
ing) distributed to maintain existing clients or solicit new clients for an advisor is consid-
ered an advertisement. 

Relationship of GIPS Advertising Guidelines to Regulatory Requirements 
The GIPS Advertising Guidelines are guidelines that promote an ethical framework for
advertisements. They do not change the scope of the activities of local regulatory bodies
regarding the regulation of advertisements. FIRMS advertising performance results MUST

also adhere to all applicable regulatory rules and requirements governing advertisements.
FIRMS are encouraged to seek legal or regulatory counsel because it is likely that addition-
al disclosures are REQUIRED. In cases where applicable law or regulation conflicts with the
GIPS Advertising Guidelines, the guidelines REQUIRE FIRMS to comply with the law or regu-
lation. FIRMS MUST disclose any conflicts between laws/regulations and the GIPS
Advertising Guidelines.

The calculation and advertisement of pooled unitized products, such as mutual funds and
open-ended investment companies, are regulated in most markets. These advertising
guidelines are not intended to replace the regulations when a FIRM is advertising perform-
ance solely for a pooled unitized product. However, should a GIPS-compliant FIRM choose
to advertise performance results, the FIRM MUST apply all applicable laws and regulations
as well as the GIPS Advertising Guidelines in order to include a claim of compliance with
the GIPS standards. 

47
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All advertisements that include a claim of compliance with the GIPS Advertising
Guidelines MUST include the following:

1. A description of the FIRM. 

2. How an interested party can obtain a presentation that complies with the REQUIRE-

MENTS of GIPS standards and/or a list and description of all FIRM COMPOSITES.

3. The GIPS Advertising Guidelines compliance statement:
[Insert name of firm] claims compliance with the Global Investment
Performance Standards (GIPS®).

All advertisements that include a claim of compliance with the GIPS Advertising
Guidelines and that present performance results MUST also include the following informa-
tion (the relevant information MUST be taken/derived from a presentation that adheres to
the REQUIREMENTS of the GIPS standards):

4. A description of the strategy of the COMPOSITE being advertised.

5. Period-to-date COMPOSITE performance results in addition to either:

a. 1-, 3-, and 5-year cumulative annualized COMPOSITE returns with the end-of-
period date clearly identified (or annualized period since COMPOSITE incep-
tion if inception is greater than 1 and less than 5 years). Periods of less than
1 year are not permitted to be annualized. The annualized returns MUST be
calculated through the same period of time as presented in the correspon-
ding compliant presentation; or

b. 5 years of annual COMPOSITE returns with the end-of-period date clearly
identified (or since COMPOSITE inception if inception is less than 5 years).
The annual returns MUST be calculated through the same period of time as
presented in the corresponding compliant presentation.

6. Whether performance is shown gross and/or net of INVESTMENT MANAGEMENT FEES.

7. The BENCHMARK TOTAL RETURN for the same periods for which the COMPOSITE

return is presented and a description of that BENCHMARK. (The appropriate COM-

POSITE BENCHMARK return is the same BENCHMARK TOTAL RETURN as presented in
the corresponding GIPS-compliant presentation.) If no BENCHMARK is presented,
the advertisement MUST disclose why no BENCHMARK is presented.

8. The currency used to express returns.

9. The description of the use and extent of leverage and derivatives if leverage or
derivatives are used as an active part of the investment strategy (i.e., not merely for
efficient PORTFOLIO management) of the COMPOSITE. Where leverage/derivatives do
not have a material effect on returns, no disclosure is REQUIRED.

10. When presenting noncompliant performance information for periods prior to 1
January 2000 in an advertisement, FIRMS MUST disclose the period(s) and which spe-
cific information is not compliant as well as provide the reason(s) the information
is not in compliance with the GIPS standards.
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FIRMS are encouraged to present SUPPLEMENTAL INFORMATION or ADDITIONAL INFORMATION

(in addition to the information REQUIRED under the GIPS Advertising Guidelines) provid-
ed the SUPPLEMENTAL INFORMATION is clearly labeled as such and shown with equal or less-
er prominence than the information REQUIRED under the guidelines. Where such SUPPLE-

MENTAL INFORMATION is included for noncompliant periods, these periods MUST be dis-
closed together with an explanation of what information is not compliant and why it is
not in compliance with the GIPS standards.

SUPPLEMENTAL and ADDITIONAL INFORMATION is the subject of the “Guidance Statement on
the Use of Supplemental Information” and users should refer to that guidance for further
clarification on how to disclose such data.
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Sample Advertisement without Performance Returns

Sample Advertisement Including Performance Returns (1-, 3-, and 5-year annualized)

Sample 4 Investments is the institutional asset management subsidiary of Sample 4 plc
and is a registered investment advisor specializing in qualitative, growth-oriented invest-
ment management. The Global Equity Growth Composite strategy focuses on earnings,
growth of earnings, and key valuation metrics. 

Sample 4 Investments claims compliance with the Global Investment Performance
Standards (GIPS®).

To receive a complete list and description of Sample 4 Investments’ composites and/or a
presentation that adheres to the GIPS standards, contact Jean Paul at +12 (034) 5678910,
or write Sample 4 Investments, One Plain Street, Resultland 12KJ4, or
jpaul@sample4inv.com.re.

Sample 4 Investments

Sample 4 Investments is the institutional asset management division of
Sample 4 Plc and is a registered investment advisory firm specializing in
qualitative, growth-oriented investment management.

To receive a complete list and description of Sample 4
Investments’ composites and/or a presentation that
adheres to the GIPS standards, contact John Doe at (800)
555-1234, or write to Sample 4 Investments, 123 Main
Street, Resultland 12345, or e-mail jdoe@sample4invest-
ments.com

Sample 4 Investments
claims compliance with the

Global Investment
Performance Standards

(GIPS®).
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OR the firm may present:

Sample Advertisement Including Performance Returns (5 years of annual returns)

Sample 4 Investments is the institutional asset management subsidiary of Sample 4 plc
and is a registered investment advisor specializing in qualitative, growth-oriented invest-
ment management. The Global Equity Growth Composite strategy focuses on earnings,
growth of earnings, and key valuation metrics. 

Sample 4 Investments claims compliance with the Global Investment Performance
Standards (GIPS®).

To receive a complete list and description of Sample 4 Investments’ composites and/or a
presentation that adheres to the GIPS standards, contact Jean Paul at +12 (034) 5678910,
or write Sample 4 Investments, One Plain Street, Resultland 12KJ4, or
jpaul@sample4inv.com.re. 
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INTRODUCTION
Opinions among INVESTMENT ADVISORS, practitioners, and investors differ regarding the
valuation of PRIVATE EQUITY assets. The margin of error for a particular valuation method-
ology may often be greater than the difference between alternative methodologies. The
volatility of asset values is also often high, increasing the perception that a historical valua-
tion was “wrong.” Although cash-to-cash returns are the principal metric, PRIVATE EQUITY

funds raise capital in part based on unrealized interim returns. The valuation of unreal-
ized assets underpinning these interim returns is critical to this analysis.

Although many points are contested, some common ground exists:

• The PRIVATE EQUITY industry must strive to promote integrity and professionalism in
order to improve investor confidence and self-regulation.

• Consistency and comparability are important in reporting to investors, and many
aspects of valuation SHOULD be transparent. More information, however, does not
always equal greater transparency, and there are legal and practical constraints on
the dissemination of information.

• Each PRIVATE EQUITY investment is based on a set of assumptions. It is reasonable for
investors to expect interim valuations to reflect factors that, at a minimum, adverse-
ly impact these assumptions. 

• When a PRIVATE EQUITY asset becomes publicly traded, arguments against interim
valuations fall away, although practical considerations may remain where there are
restrictions on trading or trading volumes are low.

Beyond these issues are the debates on valuation basis and methodology. The move
toward a FAIR VALUE basis has been gathering momentum in most areas of financial
reporting. Particularly for early stage venture investments that may not achieve profitabili-
ty for a number of years, practical problems remain and the utility of the FAIR VALUE basis
must garner greater support before a consensus on detailed guidelines is likely to be pos-
sible.

GUIDELINES FOR VALUATION
The following MUST be applied to all forms of investment vehicles making PRIVATE EQUITY

investments. These principles do not apply to OPEN-END or EVERGREEN FUNDS. 

1. Valuations MUST be prepared with integrity and professionalism by individuals with
appropriate experience and ability under the direction of senior management.

2. FIRMS MUST document their valuation review procedures. 

3. FIRMS MUST create as much transparency as deemed possible in relation to the valua-
tion basis used to value fund investments. For the latest period presented, the valua-
tion methodologies used to value PRIVATE EQUITY investments MUST be clearly dis-
closed, including all key assumptions. 

4. The basis of valuation MUST be logically cohesive and applied rigorously. Although a
FAIR VALUE basis is RECOMMENDED, all valuations MUST, at a minimum, recognize
when assets have suffered a diminution in value. (Please see the Additional
Considerations section for further guidance on diminution circumstances.) 
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reporting period to the next. If any change is deemed appropriate in either valua-
tion basis or method, the change MUST be explained. When such a change gives rise
to a material alteration in the valuation of the investments, the effect of the change
SHOULD also be disclosed. 

6. Valuations MUST be prepared at least annually. (Quarterly valuations are RECOM-

MENDED.)

FAIR VALUE RECOMMENDATION
It is RECOMMENDED that the FAIR VALUE basis, which is consistent with international finan-
cial reporting principles, be used to value PRIVATE EQUITY investments. This valuation
SHOULD represent the amount at which an asset could be acquired or sold in a current
transaction between willing parties in which the parties each acted knowledgeably, pru-
dently, and without compulsion.

The accuracy with which the value of an individual PRIVATE EQUITY asset can be deter-
mined will generally have substantial uncertainty. Consequently, it is RECOMMENDED that a
valuation method that involves the least number of estimates is preferred over another
method that introduces additional subjective assumptions. However, if the latter method
results in more accurate and meaningful valuation, then it SHOULD be used instead of the
former method.

Valuation Hierarchy
The following hierarchy of FAIR VALUE methodologies SHOULD be followed when valuing
PRIVATE EQUITY investments:

1. Market Transaction
Where a recent independent third-party transaction has occurred involving a mate-
rial investment as part of a new round of financing or sale of equity, it would pro-
vide the most appropriate indication of FAIR VALUE. 

2. Market-Based Multiples
In the absence of any such third-party transactions continuing to have relevance,
the FAIR VALUE of an investment may be calculated using earnings or other market-
based multiples. The particular multiple used SHOULD be appropriate for the busi-
ness being valued. Market-based multiples include, but are not limited to, the fol-
lowing: price to earnings, enterprise value to EBIT, enterprise value to EBITDA, and
so on.

3. Discounted Expected Future Cash Flows
This method SHOULD represent the present value of risk-adjusted expected cash
flows, discounted at the risk-free rate. 

Additional Considerations

1. Where a third-party transaction has taken place other than at arm’s length, or
where the new investor’s objectives in making the investment are largely strategic in
nature (i.e., the new investor was not acting solely as a financial investor), the man-
ager SHOULD consider ignoring the valuation or applying an appropriate discount
to it. 

2. A material diminution in the value of an investment may result from, among other
things, a breach of covenant, failure to service debt, a filing for creditor protection
or bankruptcy, major lawsuit (particularly concerning intellectual property rights),
or a loss or change of management. Other events may include fraud within the
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the fund currency, substantial changes in quoted market conditions, or any event
resulting in profitability falling significantly below the levels at the time of invest-
ment or the company performing substantially and consistently behind plan.
Estimating the extent of the diminution in most cases will generally involve both
quantitative and qualitative analysis and SHOULD be performed with as much dili-
gence as possible. 

3. The FIRM SHOULD have policies in place for informing clients/prospects when a
material diminution has taken place within the PORTFOLIO. Waiting until a quarterly
update may often not provide the prospective investor with this critical information
soon enough to make an informed decision.

4. Within the valuation hierarchy there will be certain industries where very specific
valuation methodologies become applicable. Within the correct industry, either of
these methods could be considered the primary valuation methodology in the
absence of an applicable third-party transaction. Whenever one of these methods is
used, the FIRM MUST justify the measure as representing the most appropriate and
accurate method for calculating a FAIR VALUE.

a. Net Assets: For FIRMS that derive a majority of their value from their underly-
ing assets rather than the company’s earnings, this method may be pre-
ferred.

b. Industry BENCHMARKS: In particular industries, there are metrics, such as
“price per subscriber”, that can be used to derive the value of a FIRM. These
measures are very specialized to the industries they represent and must not
be carried over to more diversified FIRMS.

5. It is RECOMMENDED that valuations be reviewed by a qualified person or entity that is
independent from the valuer. Such parties would include third-party experts, an
independent advisory board, or a committee independent of the executives respon-
sible for the valuations.

6. As stated in the Valuation Hierarchy section of this document, FAIR VALUE allows for
the use of a recent transaction as the primary methodology for valuation.
Accordingly, when an investment is first made, this “cost” represents the most recent
transaction and, therefore, the FAIR VALUE. In this case, the cost is permitted to be
used not because it represents the cost of the investment but, rather, because it rep-
resents the value of the most recent transaction. 

Cost as a basis of valuation is only permitted when an estimate of FAIR VALUE cannot be
reliably determined. Although a FAIR VALUE basis SHOULD always be attempted, the PRIVATE

EQUITY Provisions do recognize that there may be situations when a non-FAIR-VALUE basis is
necessary. Ultimately, FIRMS must keep in mind that investors make decisions based on
FAIR VALUES, not out-of-date historical cost-based measures.

In any case, when a non-FAIR-VALUE basis is used, the FIRM MUST disclose its justification for
why a FAIR VALUE basis cannot be applied. In addition, for each COMPOSITE, the FIRM MUST

disclose the number of holdings to which a non-FAIR-VALUE basis is applied, the TOTAL

VALUE of those holdings, and the value of those holdings as a percentage of the total COM-

POSITE/fund assets.
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tical to find comparable companies or sectors, each earnings stream may be valued
independently. Sector average multiples, based on companies of comparable size,
can be used where it is not practical or possible to identify a sufficient number of
directly comparable companies. 

8. The entry multiple(s) for an investment SHOULD only be used as a last resort when
comparable quoted companies are not available. 

9. All quasi-equity investments SHOULD be valued as equity unless their realizable value
can be demonstrated to be other than the equity value.

10. When a PRIVATE EQUITY FIRM has invested in loan stock and preference shares along-
side an equity investment, these instruments SHOULD not generally be valued on the
basis of their yield. They SHOULD be valued at cost plus any premium or rolled up
interest only to the extent it has fully accrued, less any provision/discount where
appropriate.
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The following definitions are solely for the purpose of interpreting the GIPS standards. 

ACCRUAL
ACCOUNTING

The system of recording financial transactions as they come into exis-
tence as a legally enforceable claim, rather than when they settle.

ADDITIONAL
INFORMATION

Information that is REQUIRED or RECOMMENDED under the GIPS stan-
dards and is not considered as “SUPPLEMENTAL INFORMATION” for the
purposes of compliance.

ADMINISTRATIVE
FEES

All fees other than the TRADING EXPENSES and the INVESTMENT MANAGE-

MENT FEE. ADMINISTRATIVE FEES include CUSTODY FEES, accounting fees,
consulting fees, legal fees, performance measurement fees, or other
related fees. These ADMINISTRATIVE FEES are typically outside the con-
trol of the investment management FIRM and are not included in either
the GROSS-OF-FEES RETURN or the NET-OF-FEES RETURN. However, there
are some markets and investment vehicles where ADMINISTRATIVE FEES

are controlled by the FIRM. (See the term “BUNDLED FEE.”)

BENCHMARK An independent rate of return (or hurdle rate) forming an objective
test of the effective implementation of an investment strategy.

BUNDLED FEE A fee that combines multiple fees into one “bundled” fee. BUNDLED

FEES can include any combination of management, transaction, cus-
tody, and other ADMINISTRATIVE FEES. Two specific examples of BUN-

DLED FEES are the wrap fee and the all-in fee.

All-In Fee Due to the universal banking system in some countries,
asset management, brokerage, and custody are often part of
the same company. This allows banks to offer a variety of
choices to customers regarding how the fee will be charged.
Customers are offered numerous fee models in which fees
may be bundled together or charged separately. All-in fees
can include any combination of INVESTMENT MANAGEMENT,

TRADING EXPENSES, CUSTODY, and other ADMINISTRATIVE

FEES.

Wrap Fee Wrap fees are specific to a particular investment product.
The U.S. Securities and Exchange Commission (SEC)
defines a wrap fee account (now more commonly known
as a separately managed account or SMA) as “any advisory
program under which a specified fee or fees not based
upon transactions in a client’s account is charged for
INVESTMENT ADVISORY services (which may include PORT-

FOLIO management or advice concerning the selection of
other investment advisers) and execution of client trans-
actions.” A typical separately managed account has a con-
tract or contracts (and fee) involving a sponsor (usually a
broker or independent provider) acting as the INVEST-

MENT ADVISOR, an investment management firm typically
as the subadvisor, other services (custody, consulting,
reporting, performance, manager selection, monitoring,
and execution of trades), distributor, and the client (bro-
kerage customer). Wrap fees can be all-inclusive, asset-
based fees (which may include any combination of man-
agement, transaction, custody, and other ADMINISTRATIVE

FEES). 
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EMPLOYED 
(REAL ESTATE)

The denominator of the return expressions, defined as the
“weighted-average equity” (weighted-average capital) during the
measurement period. CAPITAL EMPLOYED SHOULD not include any
income or CAPITAL RETURN accrued during the measurement peri-
od. Beginning capital is adjusted by weighting the cash flows (con-
tributions and distributions) that occurred during the period.
Cash flows are typically weighted based on the actual days the
flows are in or out of the PORTFOLIO. Other weighting methods
are acceptable; however, once a methodology is chosen, it SHOULD

be consistently applied.

CAPITAL RETURN
(REAL ESTATE)

The change in the MARKET VALUE of the REAL ESTATE investments
and cash/cash equivalent assets held throughout the measure-
ment period (ENDING MARKET VALUE less beginning MARKET

VALUE) adjusted for all capital expenditures (subtracted) and the
net proceeds from sales (added). The return is computed as a
percentage of the CAPITAL EMPLOYED through the measurement
period. Synonyms: capital appreciation return, appreciation
return.

CARRIED 
INTEREST 
(PRIVATE EQUITY)

The profits that GENERAL PARTNERS earn from the profits of the
investments made by the fund (generally 20–25%). Also known as
“carry.”

CARVE-OUT A single or multiple asset class segment of a multiple asset class
PORTFOLIO.

CLOSED-END 
FUND
(PRIVATE EQUITY)

A type of investment fund where the number of investors and the
total COMMITTED CAPITAL is fixed and not open for subscriptions
and/or redemptions.

COMMITTED 
CAPITAL 
(PRIVATE EQUITY)

Pledges of capital to a VENTURE CAPITAL fund. This money is typi-
cally not received at once but drawn down over three to five years,
starting in the year the fund is formed. Also known as “commit-
ments.”

COMPOSITE Aggregation of individual PORTFOLIOS representing a similar
investment mandate, objective, or strategy.

COMPOSITE 
CREATION DATE

The date when the FIRM first groups the PORTFOLIOS to create a
COMPOSITE. The COMPOSITE CREATION DATE is not necessarily the
earliest date for which performance is reported for the
COMPOSITE. (See COMPOSITE INCEPTION DATE.)

COMPOSITE 
DEFINITION

Detailed criteria that determine the allocation of portfolios to
COMPOSITES. COMPOSITE DEFINITIONS MUST be documented in the
FIRM’S policies and procedures.

COMPOSITE 
DESCRIPTION

General information regarding the strategy of the COMPOSITE. A
description may be more abbreviated than the COMPOSITE DEFINI-

TION but includes all salient features of the COMPOSITE.

COMPOSITE 
INCEPTION DATE 

The earliest date for which performance is reported for the COM-

POSITE. The COMPOSITE INCEPTION DATE is not necessarily the date
the PORTFOLIOS are grouped together to create a COMPOSITE.
Instead, it is the initial date of the performance record. (See COM-

POSITE CREATION DATE.)
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FOLIO’S assets. CUSTODY FEES typically contain an asset-based por-
tion and a transaction-based portion of the fee. The total CUS-

TODY FEE may also include charges for additional services, includ-
ing accounting, securities lending, or performance measurement.
CUSTODY FEES that are charged per transaction SHOULD be includ-
ed in the CUSTODY FEE and not included as part of the TRADING

EXPENSES.

DIRECT 
INVESTMENTS
(PRIVATE EQUITY)

An investment made directly in VENTURE CAPITAL or PRIVATE EQUI-

TY assets (i.e., not via a partnership or fund).

DISPERSION A measure of the spread of the annual returns of individual PORT-

FOLIOS within a COMPOSITE. Measures may include, but are not
limited to, high/low, inter-quartile range, and standard deviation
(asset weighted or equal weighted).

DISTINCT 
BUSINESS ENTITY

A unit, division, department, or office that is organizationally and
functionally segregated from other units, divisions, departments,
or offices and retains discretion over the assets it manages and
should have autonomy over the investment decision-making
process. Possible criteria that can be used to determine this
include:
• being a legal entity
• having a distinct market or client type (e.g., institutional,

retail, private client, etc.) 
• using a separate and distinct investment process
[corrected August 2005]

DISTRIBUTION
(PRIVATE EQUITY)

Cash or the value of stock disbursed to the LIMITED PARTNERS of a
venture fund.

DRAWDOWN 
(PRIVATE EQUITY)

After the total COMMITTED CAPITAL has been agreed upon between
the GENERAL PARTNER and the LIMITED PARTNERS, the actual trans-
fer of funds from the LIMITED PARTNERS’ to the GENERAL PARTNERS’

control in as many stages as deemed necessary by the GENERAL

PARTNER is referred to as the drawdown.

ENDING MARKET
VALUE
(PRIVATE EQUITY)

The remaining equity that a LIMITED PARTNER has in a fund. Also
referred to as net asset value or RESIDUAL VALUE.

EVERGREEN FUND 
(PRIVATE EQUITY)

An OPEN-END FUND that allows for on-going investment and/or
redemption by investors. Some EVERGREEN FUNDS reinvest profits in
order to ensure the availability of capital for future investments.

EX-ANTE Before the fact. (See EX-POST.)

EX-POST After the fact. (See EX-ANTE.)

EXTERNAL CASH
FLOW

Cash, securities, or assets that enter or exit a PORTFOLIO.
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VALUATION 
(REAL ESTATE)

An EXTERNAL VALUATION is an assessment of MARKET VALUE per-
formed by a third party who is a qualified, PROFESSIONALLY DESIGNAT-

ED, CERTIFIED, OR LICENSED COMMERCIAL PROPERTY VALUER/APPRAIS-

ER. EXTERNAL VALUATIONS MUST be completed following the valua-
tion standards of the local governing appraisal body.

FAIR VALUE The amount at which an asset could be acquired or sold in a
current transaction between willing parties in which the parties
each acted knowledgeably, prudently, and without compulsion.

FEE SCHEDULE The FIRM’S current INVESTMENT MANAGEMENT FEES or BUNDLED

FEES for a particular presentation. This schedule is typically list-
ed by asset level ranges and should be appropriate to the partic-
ular prospective client. [corrected September 2005]

FINAL REALIZATION
DATE
(PRIVATE EQUITY)

The date when a COMPOSITE is fully distributed.

FIRM For purposes of the GIPS standards, the term “FIRM” refers to
the entity defined for compliance with the GIPS standards. See
the term “DISTINCT BUSINESS ENTITY.”

GENERAL PARTNER 
(PRIVATE EQUITY)

(GP) a class of partner in a partnership. The GP retains liability
for the actions of the partnership. In the PRIVATE EQUITY world,
the GP is the fund manager and the LIMITED PARTNERS (LPs)
are the institutional and high-net-worth investors in the partner-
ship. The GP earns a management fee and a percentage of
profits. (See the term “CARRIED INTEREST.”)

GROSS-OF-FEES
RETURN

The return on assets reduced by any TRADING EXPENSES

incurred during the period.

GROSS-OF-FEES
RETURN
(PRIVATE EQUITY)

The return on assets reduced by any TRANSACTION EXPENSES

incurred during the period.

INCOME RETURN
(REAL ESTATE)

The investment income accrued on all assets (including cash
and cash equivalents) during the measurement period net of all
nonrecoverable expenditures, interest expense on debt, and
property taxes. The return is computed as a percentage of the
CAPITAL EMPLOYED through the measurement period.

INTERNAL 
VALUATION 
(REAL ESTATE)

An INTERNAL VALUATION is an advisor’s or underlying third-party
manager’s best estimate of MARKET VALUE based on the most
current and accurate information available under the circum-
stances. An INTERNAL VALUATION could include industry prac-
tice techniques, such as discounted cash flow, sales comparison,
replacement cost, or a review of all significant events (both gen-
eral market and asset specific) that could have a material
impact on the investment. Prudent assumptions and estimates
MUST be used, and the process MUST be applied consistently
from period to period, except where a change would result in
better estimates of MARKET VALUE.
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RETURN 
(PRIVATE EQUITY)

(IRR) is the annualized implied discount rate (effective com-
pounded rate) that equates the present value of all the appro-
priate cash inflows (PAID-IN CAPITAL, such as drawdowns for net
investments) associated with an investment with the sum of the
present value of all the appropriate cash outflows (such as DIS-

TRIBUTIONS) accruing from it and the present value of the unre-
alized residual PORTFOLIO (unliquidated holdings). For an inter-
im cumulative return measurement, any IRR depends on the
valuation of the residual assets.

INVESTED CAPITAL
(PRIVATE EQUITY)

The amount of PAID-IN CAPITAL that has been invested in PORTFO-

LIO companies.

INVESTMENT 
ADVISOR 
(PRIVATE EQUITY)

Any individual or institution that supplies investment advice to
clients on a per fee basis. The INVESTMENT ADVISOR inherently
has no role in the management of the underlying PORTFOLIO

companies of a partnership/fund.

INVESTMENT 
MANAGEMENT FEE

The fee payable to the investment management FIRM for the on-
going management of a PORTFOLIO. INVESTMENT MANAGEMENT

FEES are typically asset based (percentage of assets), perform-
ance based (based on performance relative to a BENCHMARK), or
a combination of the two but may take different forms as well.

INVESTMENT 
MULTIPLE 
(TVPI MULTIPLE) 
(PRIVATE EQUITY)

The ratio of TOTAL VALUE to PAID-IN-CAPITAL. It represents the
TOTAL RETURN of the investment to the original investment not
taking into consideration the time invested. TOTAL VALUE can be
found by adding the RESIDUAL VALUE and distributed capital
together.

LARGE EXTERNAL
CASH FLOW

The Standards do not contain a specified amount of cash or
percentage that is considered to be a LARGE EXTERNAL CASH

FLOW. Instead, FIRMS MUST define the COMPOSITE-specific size
(amount or percentage) that constitutes a LARGE EXTERNAL CASH

FLOW.

LIMITED PARTNER 
(PRIVATE EQUITY)

(LP) an investor in a LIMITED PARTNERSHIP. The GENERAL PART-

NER is liable for the actions of the partnership and the LIMITED

PARTNERS are generally protected from legal actions and any
losses beyond their original investment. The LIMITED PARTNER

receives income, capital gains, and tax benefits.

LIMITED 
PARTNERSHIP 
(PRIVATE EQUITY)

The legal structure used by most venture and PRIVATE EQUITY

funds. Usually fixed life investment vehicles. The GENERAL PART-

NER or management firm manages the partnership using the
policy laid down in a partnership agreement. The agreement
also covers terms, fees, structures, and other items agreed
between the LIMITED PARTNERS and the GENERAL PARTNER.

MARKET VALUE The current price at which investors buy or sell securities at a
given time. [corrected August 2005]
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(REAL ESTATE)
The most probable price that a property SHOULD bring in a com-
petitive and open market under all conditions requisite to a fair
sale, the buyer and seller each acting prudently and knowledge-
ably, and assuming the price is not affected by undue stimulus.
Implicit in this definition is the consummation of a sale as of a
specified date and the passing of title from seller to buyer under
conditions whereby:
a. Buyer and seller are typically motivated.
b. Both parties are well informed or well advised and each

acting in what they consider their own best interests.
c. A reasonable time is allowed for exposure in the open market.
d. Payment is made in terms of currency or in terms of finan-

cial arrangements comparable thereto.
e. The price represents the normal consideration for the prop-

erty sold unaffected by special or creative financing or sales
concessions granted by anyone associated with the sale.

MUST A REQUIRED provision for claiming compliance with the GIPS
standards. (See the term “REQUIRE.”)

NET-OF-FEES 
RETURN

The GROSS-OF-FEES RETURN reduced by the INVESTMENT MANAGE-

MENT FEE.

OPEN-END FUND
(PRIVATE EQUITY)

A type of investment fund where the number of investors and the
total COMMITTED CAPITAL is not fixed (i.e., open for subscriptions
and/or redemptions). (See the term “EVERGREEN FUND.”)

OPEN MARKET
VALUE
(REAL ESTATE)
[corrected January 2006]

An opinion of the best price at which the sale of an interest in
the property would have been completed unconditionally for
cash consideration on the date of valuation, assuming:
a. a willing seller;
b. that prior to the date of valuation there had been a reason-

able period (having regard to the nature of the property
and the state of the market) for the proper marketing of
the interest, for the agreement of the price and terms, and
for the completion of the sale;

c. that the state of the market, level of values, and other cir-
cumstances were on any earlier assumed date of exchange
of contracts the same as on the date of valuation;

d. that no account is taken of any additional bid by a prospec-
tive purchaser with a special interest; and

e. that both parties to the transaction had acted knowledge-
ably, prudently, and without compulsion.

PAID-IN CAPITAL 
(PRIVATE EQUITY)

The amount of COMMITTED CAPITAL a LIMITED PARTNER has actual-
ly transferred to a venture fund. Also known as the cumulative
DRAWDOWN amount.

PIC MULTIPLE
(PRIVATE EQUITY)

The ratio of PAID-IN-CAPITAL to COMMITTED CAPITAL. This ratio
gives prospective clients information regarding how much of the
total commitments has been drawn down.

PORTFOLIO An individually managed pool of assets. A PORTFOLIO may be a
subportfolio, account, or pooled fund.
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The GIPS
Standards PRIVATE EQUITY PRIVATE EQUITY includes, but is not limited to, organizations

devoted to VENTURE CAPITAL, leveraged buyouts, consolidations,
mezzanine and distressed debt investments, and a variety of
hybrids, such as venture leasing and venture factoring.

PROFESSIONALLY 
DESIGNATED, 
CERTIFIED, OR
LICENSED 
COMMERCIAL 
PROPERTY
VALUER/APPRAISER
(REAL ESTATE)

In Europe, Canada and parts of southeast Asia, the predomi-
nant professional designation is that of the Royal Institution of
Chartered Surveyors (RICs). In the United States, the profes-
sional designation is Member [of the] Appraisal Institute (MAI).
In addition, each state regulates REAL ESTATE appraisers, and
based on one’s experience, body of work, and test results, is
then registered, licensed, or certified.

REAL ESTATE REAL ESTATE Investments include:

• Wholly owned or partially owned properties, 
•     Commingled funds, property unit trusts, and insurance

company separate accounts, 
•     Unlisted, private placement securities issued by private REAL

ESTATE investment trusts (REITs) and REAL ESTATE operating
companies (REOCs), and

•     Equity-oriented debt, such as participating mortgage loans
or any private interest in a property where some portion of
return to the investor at the time of investment is related to
the performance of the underlying REAL ESTATE.

REALIZATION 
MULTIPLE
(PRIVATE EQUITY)

The REALIZATION MULTIPLE (DPI) is calculated by dividing the
cumulative DISTRIBUTIONS by the PAID-IN-CAPITAL.

RECOMMEND/
RECOMMENDATION

Suggested provision for claiming compliance with the GIPS
standards. A RECOMMENDATION is considered to be best practice
but is not a REQUIREMENT. (See the term “SHOULD.”)

REQUIRE/
REQUIREMENT

A provision that MUST be followed for compliance with the GIPS
standards. (See the term “MUST.”)

RESIDUAL VALUE 
(PRIVATE EQUITY)

The remaining equity that a LIMITED PARTNER has in the fund.
(The value of the investments within the fund.) Also can be
referred to as ENDING MARKET VALUE or net asset value.

RESIDUAL VALUE TO
PAID-IN-CAPITAL (RVPI) 
(PRIVATE EQUITY)

RESIDUAL VALUE divided by the PAID-IN-CAPITAL.

SETTLEMENT DATE
ACCOUNTING

Recognizing the asset or liability on the date when the exchange
of cash, securities, and paperwork involved in a transaction is
completed. Impact on performance: Between TRADE DATE and
SETTLEMENT DATE, an account does not recognize any change
between the price of the transaction and the current MARKET

VALUE. Instead, on SETTLEMENT DATE, the total difference
between the price of the transaction and the current MARKET

VALUE is recognized on that day. (See TRADE DATE ACCOUNTING.)

SHOULD Encouraged (RECOMMENDED) to follow the RECOMMENDATION of
the GIPS standards but not REQUIRED. (See the term “RECOM-

MEND.”)
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The GIPS
StandardsSUPPLEMENTAL Any performance-related information included as part of a com-

pliant performance presentation that supplements or enhances
the REQUIRED and/or RECOMMENDED disclosure and presentation
provisions of the GIPS standards.

TEMPORARY NEW
ACCOUNT

A tool that FIRMS can use to remove the effect of significant cash
flows on a PORTFOLIO. When a significant cash flow occurs in a
portfolio, the FIRM may treat this cash flow as a “TEMPORARY NEW

ACCOUNT,” allowing the FIRM to implement the mandate of the
PORTFOLIO without the impact of the cash flow on the perform-
ance of the PORTFOLIO.

TIME-WEIGHTED
RATE OF RETURN

Calculation that computes period-by-period returns on an invest-
ment and removes the effects of EXTERNAL CASH FLOWS, which are
generally client-driven, and best reflects the FIRM’S ability to man-
age assets according to a specified strategy or objective.

TOTAL FIRM 
ASSETS

TOTAL FIRM ASSETS are all assets for which a FIRM has investment
management responsibility. TOTAL FIRM ASSETS include assets man-
aged outside the FIRM (e.g., by subadvisors) for which the FIRM has
asset allocation authority.

TOTAL RETURN
(REAL ESTATE)

The change in the MARKET VALUE of the PORTFOLIO, adjusted for
all capital expenditures (subtracted), net proceeds from sales
(added), and investment income accrued (added) during the
measurement period expressed as a percentage of the CAPITAL

EMPLOYED in the PORTFOLIO over the measurement period.

TOTAL VALUE 
(PRIVATE EQUITY)

RESIDUAL VALUE of the PORTFOLIO plus distributed capital.

TRADE DATE
ACCOUNTING

The transaction is reflected in the PORTFOLIO on the date of the
purchase or sale, and not on the SETTLEMENT DATE. Recognizing
the asset or liability within at least 3 days of the date the transac-
tion is entered into (Trade Date, T+ 1, T+2 or T+3) all satisfy the
TRADE DATE ACCOUNTING REQUIREMENT for purposes of the GIPS
standards. (See SETTLEMENT DATE ACCOUNTING.)

TRADING 
EXPENSES

The costs of buying or selling a security. These costs typically take
the form of brokerage commissions or spreads from either inter-
nal or external brokers. CUSTODY FEES charged per transaction
SHOULD be considered CUSTODY FEES and not direct transaction
costs. Estimated TRADING EXPENSES are not permitted.

TRANSACTION
EXPENSES 
(PRIVATE EQUITY)

Include all legal, financial, advisory, and investment banking fees
related to buying, selling, restructuring, and recapitalizing PORT-

FOLIO companies.

VENTURE CAPITAL 
(PRIVATE EQUITY)

Risk capital in the form of equity and/or loan capital that is pro-
vided by an investment institution to back a business venture that
is expected to grow in value.

VINTAGE YEAR 
(PRIVATE EQUITY)

The year that the VENTURE CAPITAL or PRIVATE EQUITY fund or part-
nership first draws down or calls capital from its investors.
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AUSTRALIA Performance Analyst Group of Australia

AUSTRIA Österreichischen Vereinigung für Finanzanalyse und Asset Management 
und der Vereinigung Österreichischer Investmentgesellschaften

BELGIUM Belgian Association for Pension Institutions

DENMARK The Danish Society of Investment Professionals, The Danish Society 
of Financial Analysts

FRANCE Société Francaise des Analystes Financiers and Association Francaise 
de la Gestion Financière

GERMANY BVI Bundesverband Investment und Asset Management e.V., Deutsche
Vereinigung für Finanzanalyse und Asset Management, and German 
CFA Society

HONG KONG The Hong Kong Society of Financial Analysts

HUNGARY Hungarian Society of Investment Professionals

IRELAND Irish Association of Investment Managers

ITALY Italian Investment Performance Committee

JAPAN The Security Analysts Association of Japan

LUXEMBOURG Association Luxembourgeoise des Fonds d’Investissement and Association
Luxembourgeoise des gestionnaires de portefeuilles et analystes financiers

NETHERLANDS Beroepsvereniging van Beleggingsdeskundigen

NEW ZEALAND CFA Society of New Zealand

NORWAY The Norwegian Society of Financial Analysts

POLAND Polski Komitet Wyników Inwestycyjnych

PORTUGAL Associação Portuguesa de Analista Financeiros

SINGAPORE Investment Management Association of Singapore

SPAIN CFA Spain

SOUTH AFRICA Investment Management Association of South Africa

SWEDEN Swedish Society of Financial Analysts

SWITZERLAND Swiss Bankers Association

UNITED KINGDOM National Association of Pension Funds Ltd

UNITED STATES 
AND CANADA CFA Institute
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3. EXPLANATION OF THE PROVISIONS OF THE GIPS STANDARDS
AND VERIFICATION

FUNDAMENTALS OF COMPLIANCE — DEFINITION OF THE
FIRM REQUIREMENTS

0.A.1 The GIPS standards MUST be applied on a FIRM-wide basis.

Discussion: The GIPS standards provide an ethical framework for the calculation and
presentation of the investment performance history of an investment management firm.
The definition of the firm is the foundation for firm-wide compliance and creates defined
boundaries for determining the assets of the firm. Only investment firms with actual assets
under management can claim compliance with the Standards. 

A firm must comply with all of the required provisions of the Standards to claim compli-
ance. Compliance cannot be met on a per-composite or per-product basis but can only be
met on a firm-wide basis. Once the firm determines its boundaries, all actual, fee-paying,
discretionary portfolios that have been within that defined entity at any time during the
period for which the firm claims compliance must be placed in firm-defined composites.
Composite presentations including the claim of compliance are then created for prospec-
tive clients. 

In addition to creating composite presentations in compliance with the Standards, the
firm must abide by additional requirements when claiming compliance. For example, the
firm must document, in writing, the policies and procedures used in establishing and
maintaining compliance with the requirements of the Standards.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.2, Provision 0.A.3, Provision 0.A.4, Provision 0.A.7, Provision 0.A.15, Provision 0.B.1,
Provision 3.A.8, Provision 4.A.1

Application: 

1. Our firm definition includes both equity and fixed-income products. Can we present only
our equity products (strategies) in compliance with the Standards?

No, the claim of compliance is a firm-wide claim declared on the composite presentations
and, if the firm chooses, in advertisements. The firm described above has been defined to
include both equity and fixed-income products. As such, the firm must make the claim of
compliance based on all actual, fee-paying, discretionary portfolios within the firm’s defined
boundaries—both the equity and the fixed-income products—in composites. Additionally,
the firm must ensure it has adhered to all the applicable requirements of the Standards
prior to making the claim of compliance.

0.A.2 FIRMS MUST be defined as an investment firm, subsidiary, or divi-
sion held out to clients or potential clients as a DISTINCT BUSINESS

ENTITY.

Discussion: It is the firm’s responsibility to ensure that it is fairly and appropriately
defined. The Standards recommend that the firm adopt the broadest, most meaningful
definition of the firm. The firm’s definition will reflect the specific circumstances at each
firm and must reflect how the entity (firm) is held out to clients or potential clients as a
distinct business entity. A distinct business entity is a unit, division, department, or office
that is organizationally and functionally segregated from other units, divisions, depart-
ments, or offices, that retains discretion over the assets it manages, and that should have
autonomy over the investment decision-making process.
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Possible criteria for determining these points include, but are not limited to the following:
• being a legal entity;
• having a distinct market or client type (e.g., institutional, retail, private client, etc.);
• using a separate and distinct investment process.

A firm is permitted to be redefined if the changes within the firm are so significant that it
is held out to clients or potential clients as a new firm. The new firm must determine if
there is a continuation from the prior firm or if the restructuring is so substantial that it is
essentially a new entity. In some cases, a firm definition may change without the firm los-
ing its performance history.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.1, Provision 0.A.3, Provision 0.A.5, Provision 0.A.6, Provision 0.A.14, Provision 0.B.1,
Provision 4.A.1, Provision 4.A.21, Provision 4.B.1

Application:

Note: Some of the answers below represent only possible solutions to the issues presented
based on the information provided. Other solutions may also be possible.

1. Company A is located in New York and has offices in Los Angeles, Chicago, and Dallas
that service its U.S. clients and offices in London, Zurich, and Hong Kong to service its
non-U.S. clients. All of the U.S. offices are registered as one investment entity and the non-
U.S. offices are each registered with the appropriate national investment regulators. How
could Firm A define itself as a firm according to the GIPS standards?

The GIPS standards encourage companies/entities to adopt the broadest, most meaning-
ful definition of a firm. If possible, Company A should consider defining itself to include
the assets managed by all of its offices for the purposes of GIPS compliance. However,
Company A could define itself as smaller entities based on whether the different regional
branches (e.g., United States, London, Zurich, and Hong Kong) or combination of
branches (e.g., London/Zurich or London/Hong Kong) are held out to clients or poten-
tial clients as separate entities. 

2. Company B is a multinational investment firm with offices around the world, including in
Japan, Australia, the United Kingdom, and the United States. Although all offices are part
of the global parent, each office is registered with the appropriate national regulatory
authority. Company B (Japan) is ready to comply with the GIPS standards. However,
Company B (U.S.) cannot claim compliance at this time. Can Company B (Japan) claim
compliance with the GIPS standards? 

Company B (Japan) may be able to claim compliance with the GIPS standards if it can be
defined as a separate “firm” for the purposes of the GIPS standards, even though it is
part of a multinational firm. Company B (Japan) can define itself as a firm if it is held
out to clients or potential clients as a distinct business entity. Company B (Japan) must
include on its presentations how the firm is defined. This definition should clearly state
that the composite returns shown are those of Company B (Japan) so that no one could
assume that any other part of Company B is claiming compliance (see Provision 4.A.1).
Company B (Japan) would also be encouraged to disclose that the defined firm is a sub-
sidiary of a larger parent company.

3. Company C manages money for both retail and institutional clients. There are two
autonomous group within Company C: “Company C Institutional Investment Management,”
which manages institutional assets, and “Company C Retail Investors,” which manages retail
assets. How should Company C define itself as a firm to comply with the GIPS standards? 

The GIPS standards encourage firms to adopt the broadest, most meaningful definition of a
firm. Company C should consider defining itself to include the assets managed by both the
institutional entity and the retail entity for the purposes of claiming compliance with the
GIPS standards. However, Company C could define the two autonomous entities as separate
firms if each subsidiary is held out to clients and potential clients as a distinct business unit. 
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4. Company D has offices in London and Edinburgh. Although the individual investment
managers in each office make the investment decisions, all the research and security trading
are based in London. The Edinburgh office wants to define itself as a firm, “Firm D:
Edinburgh,” and claim compliance with the GIPS standards. Can that office define itself as
a firm separate from the rest of Company D and claim compliance with the GIPS standards?

If the Edinburgh office of Company D is not held out to clients or potential clients as a
separate entity, the Edinburgh office cannot define itself as a firm for the purposes of the
GIPS standards. 

0.A.3 TOTAL FIRM ASSETS MUST be the aggregate of the MARKET VALUE of all
discretionary and nondiscretionary assets under management
within the defined FIRM. This includes both fee-paying and non-fee-
paying assets.

Discussion: Total firm assets:

• include assets for which a firm has either conditional or unconditional authority
to trade the assets;

• include fee-paying assets (where a fee is payable to the investment management
firm for the ongoing management of a portfolio’s assets) and non-fee-paying
assets (where no fee is payable to the investment management firm for the ongo-
ing management of a portfolio’s assets);

• include assets managed outside the firm (e.g., by subadvisors) for which the firm
has asset allocation (assignment) authority (i.e., the firm has discretion over the
selection of the subadvisor);

• are equal to the market value of all discretionary and nondiscretionary assets
under management within the defined firm;

• exclude assets within advisory-only relationships;
• include cash and cash equivalents (substitutes). 

Assets to which the Standards cannot be applied (e.g., museum pieces and art) are not to
be considered by firms when claiming compliance and are not to be included in total
firm assets.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.1, Provision 0.A.2, Provision 0.A.4, Provision 1.A.2, Provision 3.A.1, Provision 3.A.8,
Provision 4.A.1, Provision 5.A.1

Application:

1. Firm A has the following assets under management. Under the GIPS standards, which of
these assets are to be included in the definition of “total firm assets” and disclosed?

Asset Included? Reason

Discretionary Assets in all asset classes: Yes Firm controls investment decisions 
Firm has unconditional trading and the Standards can be applied.
authority to implement its strategy

Nondiscretionary Assets in all asset Yes Client-imposed restrictions result in
classes: Firm has conditional trading firm having limited control of 
authority; strategy implementation investment decisions.
restricted

Assets within advisory-only client No Firm has no control of 
relationships implementation of investment 

decisions and no trading authority 
for the assets.
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2. We do not include non-fee-paying portfolios in our composites. Do we have to include non-
fee- paying portfolios in our firm assets?

Yes, both fee-paying and non-fee-paying portfolios must be included in total firm assets. 

3. A client hires Manager A to implement a tactical asset allocation futures overlay on a $100
million portfolio managed by another firm. Manager A is given $10 million to implement
the overlay strategy. What must Manager A report as firm assets?

Manager A is required to include the $10 million in the total firm assets; the firm may
choose to also report the $100 million separately as overlay assets.

4. How do we determine what is considered a non-fee-paying portfolio?

If a portfolio pays no management fee, it is considered a non-fee-paying portfolio. Some
firms may manage portfolios that have a minimal management fee that is meant to cover
operating or transaction costs. If a portfolio has a very minor management fee that is not
representative of a management fee a client portfolio would pay, the firm should consider
such portfolios as non-fee-paying portfolios.

5. An investment management firm has a Euro-zone fixed-income composite that contains the
following three portfolios:

1. A fund that is invested in European bonds with net assets of 20.
2. A fund that is invested in bonds of one country of the Euro-zone with net assets of 30. 
3. A private portfolio invested entirely in the two above-mentioned funds. Net assets of this

portfolio are 10. 

a. Is it correct to say that the number of portfolios of the composite described above is three? 
b. Is it correct to say that the amount of assets in the composite is 20 + 30 + 10 = 60?
c. Is it correct to say that the firm’s total assets are 50 or that the firm’s total assets are

60 (in this case, the firm only owns that one composite)?

Real Estate Assets Yes Assets can be valued according to 
real estate provisions.

Venture capital and private equity Yes Assets can be valued according to 
assets private equity provisions.

Assets directed to a subadvisor by Yes Firm retains investment authority and 
the firm discretion of subadvisor selection.

Assets directed to a subadvisor by client No Firm does not select the subadvisor 
and does not retain discretion or 
investment authority of assets. 

Non-fee-paying assets Yes Firm controls investment decisions 
and the Standards can be applied.

Overlay Assets: Firm manages Yes Underlying portfolio and overlay
underlying portfolio and overlay assets are included in firm assets.

Overlay Assets: Firm does not manage Yes Underlying portfolio is not included 
underlying portfolio; only implements in firm assets; amount allocated to 
overlay implement overlay strategy included 

in firm assets.

Products to which the Standards do No Varies. For example, for some assets, 
not apply (e.g., pieces of art) the market value is not 

determinable; other assets are not 
within the domain of investment 
management, etc.
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The question is that of eliminating double counting assets. Is it correct to say that showing the
above composite’s asset level as 60 is not misleading to the reader? (The firm will also disclose
what percent the composite represents of the firm’s assets, therefore, showing 110 percent of the
firm’s assets means that some assets are counted more than once. That is, the management of
the private portfolio above is not geared toward choosing the securities in the portfolio but
rather toward realizing the proper asset allocation between both funds.)

The GIPS standards are based on the principles of fair representation and full disclosure.
Double counting assets would not fairly represent the firm’s assets. The composite would
have 3 portfolios and have net assets of 50. If there are no other assets within the firm,
then total firm assets would be 50.

0.A.4 FIRMS MUST include the performance of assets assigned to a sub-
advisor in a COMPOSITE provided the FIRM has discretion over the
selection of the subadvisor.

Discussion: Some firms utilize a subadvisor to manage part or all of a particular strategy.
For example, if a firm specializes in managing equities, it might hire a subadvisor to man-
age the fixed-income portion of its balanced portfolios. 

If a firm has discretion over the selection of the subadvisor (i.e., can hire and/or fire), the
firm must claim the subadvisor’s performance as part of its performance history and
include the assets in the firm’s total assets. Because the subadvisor has discretion over the
actual investment of the assets and the firm has discretion over the selection of the subad-
visor, both the firm and the subadvisor are able to claim the performance of the assets as
their own. The firm is able to claim this performance because the subadvised portion of
the portfolio is essentially viewed as an asset (similar to purchasing a mutual fund within
the portfolio) and the firm must be held responsible for its decision to utilize a subadvi-
sor. The firm can only include the subadvisor’s performance record relevant to those
assets assigned by the firm. If a firm does not have discretion over subadvisor selection, it
must not include the subadvisor’s performance in its performance history and must not
include the assets in total firm or composite assets. 

Firms must disclose the use of subadvisors for periods beginning 1 January 2006.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.1, Provision 0.A.3, Provision 3.A.8, Provision 4.A.18

0.A.5 Changes in a FIRM’S organization are not permitted to lead to alter-
ation of historical COMPOSITE results.

Discussion: Once the boundaries for the firm definition have been determined, the his-
torical composite performance remains as part of the firm’s history until those bound-
aries are redefined. Changes in legal status, investment style, or personnel are not valid
reasons for redefining the firm, unless the changes are such that the firm is held out to
clients or potential clients in a significantly different way. A simple name change is not
sufficient reason to redefine the firm and restart the performance record. In some cases,
a firm definition may change without the firm losing its performance history. Please refer
to the Guidance Statement on Performance Record Portability for related guidance.

Firms are permitted to be redefined if the changes within the firm are so significant that
it is held out to clients or potential clients as a new firm. The new firm must determine if
there is a continuation from the prior firm or if the restructuring is so substantial that it is
essentially a new firm. 
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Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Guidance
Statement on Performance Record Portability (Section 4-7), Provision 0.A.2, Provision
4.A.1, Provision 4.A.19, Provision 4.A.21, Provision 5.A.4 

Application:

1. Firm A changed its legal status from a partnership to a corporation. As of what date should
the new firm start reporting performance?

A change in legal status typically will not result in a new firm for purposes of compliance
with the Standards. If the boundaries for Firm A remain unchanged, the performance his-
tory remains unchanged. If, however, the change in legal status results in new boundaries
for Firm A, the firm will disclose the date and reason for the redefinition (see Provision
4.A.21). The firm must also review Provision 5.A.4 for applicability.

FUNDAMENTALS OF COMPLIANCE — DOCUMENT POLICIES
AND PROCEDURES REQUIREMENTS

0.A.6 FIRMS MUST document, in writing, their policies and procedures
used in establishing and maintaining compliance with all the
applicable REQUIREMENTS of the GIPS standards.

Discussion: Written policies and procedures are essential to implementing adequate busi-
ness controls on all stages of the investment performance process—from data input to
presentation material—to ensure the validity of compliance claims. The Standards delin-
eate a number of policies firms are to establish. A firm must document all the policies and
procedures it follows for meeting the requirements of the GIPS standards. Items that
should be considered for documentation include but are not limited to the following:

• criteria used to define the firm;
• criteria for defining discretion;
• valuation policies;
• calculation methodologies;
• how the firm handles large cash flows;
• how it handles new and terminated portfolios;
• policies for using a minimum portfolio size;
• composite definitions. 

A complete checklist of policies and procedures required for compliance with the
Standards does not exist, and will likely be different for each firm. However, a basic discus-
sion of minimally expected documented policies and procedures can be found in the
Verification section of the Standards.

Cross Reference: Verification (Section 3-9), Provision 0.A.15, Provision 4.A.17

FUNDAMENTALS OF COMPLIANCE — CLAIM OF
COMPLIANCE REQUIREMENTS

0.A.7 Once a FIRM has met all the REQUIRED elements of the GIPS standards,
the FIRM MUST use the following compliance statement to indicate that
the FIRM is in compliance with the GIPS standards:

“[Insert name of FIRM] has prepared and presented this report in com-
pliance with the Global Investment Performance Standards (GIPS®).”
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Discussion: Only investment management firms with actual assets under management can
claim compliance with the GIPS standards. Plan sponsors using third-party investment
managers, consultants, and software vendors cannot make the claim of compliance unless
they manage actual, discretionary investment assets. These groups are encouraged to
endorse the Standards. Plan sponsors may require that third-party investment managers of
the Plan’s assets comply with the Standards. Software firms can state that their product
helps or assists with the compliance process, but no software product can itself claim com-
pliance (i.e., software cannot comply with the Standards).

To claim compliance, a firm must meet all the requirements of the GIPS standards on a
firm-wide basis, as well as abide by all interpretations and guidance issued. Firms are also
strongly encouraged to follow all recommended provisions of the Standards. 

Strict adherence to the basic requirements of the Standards does not necessarily guaran-
tee fair and adequate performance reporting. The requirements of the GIPS standards do
not cover the specific situations of every firm. In preparing performance reports, firms
must keep in mind the spirit and objectives of the Standards: fair representation and full
disclosure. Meeting the intent of the Standards will likely require actions beyond those
that simply meet the minimum requirements. Furthermore, compliance with the
Standards also requires adherence to all applicable laws and regulations.

A firm meeting all the requirements MUST use the following “Compliance Statement” on its
composite presentations to indicate that the firm is in compliance with the GIPS standards:

[Insert name of firm] has prepared and presented this report in compliance with the Global
Investment Performance Standards (GIPS®).

Consultant questionnaires often require managers to fill in quarterly performance charts.
The questionnaires then ask the manager to indicate whether or not the numbers pre-
sented in the chart have been prepared in accordance with the GIPS standards. Questions
regarding whether returns “are prepared” in compliance with the Standards demonstrate
a misunderstanding of the meaning of compliance. However, if the performance informa-
tion used to answer a questionnaire is from a GIPS-compliant presentation (or an update
to the presentation), the firm can indicate the information provided is in compliance.
The firm must provide a full presentation that satisfies the requirements of the Standards
to the consultant at the time of completing the initial questionnaire and, at a minimum,
every 12 months thereafter.

Enforcement: CFA Institute (owner of these marks) may take appropriate action against
any firm that misuses the mark “GIPS®” or the claim of compliance statement, including
false claims of compliance with the GIPS standards. 

CFA Institute members, CFA charterholders, and CFA candidates who misuse the term
“GIPS” or the claim of compliance statement, misrepresent their performance history or
the performance history of their firm, or falsely claim compliance with the Standards are
also subject to disciplinary sanctions under the CFA Institute Code of Ethics and
Standards of Professional Conduct. Possible disciplinary sanctions include public censure,
suspension of membership, and revocation of the CFA designation. 

Regulators with jurisdiction over firms claiming compliance with the Standards may also
issue sanctions if they deem false claims of compliance as misrepresentations.

Cross Reference: Provision 0.A.1, Provision 0.A.8, Provision 0.A.9, Provision 0.A.10,
Provision 0.A.15 

0.A.8 If the FIRM does not meet all the REQUIREMENTS of the GIPS stan-
dards, the FIRM cannot represent that it is “in compliance with the
Global Investment Performance Standards except for. . .”
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Discussion: When the firm claims compliance with the GIPS standards, it is indicating that
all the applicable requirements of the Standards have been met on a firm-wide basis.
Either all the applicable required provisions of the Standards have been met and the firm
can claim compliance, or all the applicable required provisions of the Standards have not
been met and the firm may not claim compliance with the GIPS standards.

Cross Reference: Provision 0.A.1, Provision 0.A.7, Provision 0.A.15

0.A.9 Statements referring to the calculation methodology used in a COM-
POSITE presentation as being “in accordance [or compliance] with
the Global Investment Performance Standards” are prohibited.

Discussion: Compliance can only be achieved by the firm when it has met all the applica-
ble required provisions of the Standards on a firm-wide basis. Compliance with the
Standards involves more than just the use of a calculation methodology. To avoid any
confusion, references to the GIPS standards should not be used in the context of report-
ing performance or performance presentations when the firm is not in compliance with
the Standards.

Cross Reference: Provision 0.A.1, Provision 0.A.7, Provision 0.A.15

0.A.10 Statements referring to the performance of a single, existing client
as being “calculated in accordance with the Global Investment
Performance Standards” are prohibited except when a GIPS-com-
pliant FIRM reports the performance of an individual account to the
existing client.

Discussion: The Standards do not specifically address how an investment firm must report
to its existing clients the performance of their portfolios. The Standards provide an ethi-
cal framework for the calculation and presentation of the investment performance history
of an investment management firm, allowing clients, prospective clients, and consultants
the best opportunity to fairly evaluate the past performance of the firm.

If a firm that claims compliance with the GIPS standards decides to report to an existing
client the return of their portfolio, the firm may note on the existing client’s performance
report that the return was calculated in accordance with the Global Investment
Performance Standards (if the statement is true).

Cross Reference: Provision 0.A.1, Provision 0.A.7, Provision 0.A.15

FUNDAMENTALS OF COMPLIANCE — FIRM FUNDAMENTAL
RESPONSIBILITIES REQUIREMENTS

0.A.11 FIRMS MUST make every reasonable effort to provide a compliant
presentation to all prospective clients. That is, FIRMS cannot choose
to whom they want to present compliant performance. (As long as a
prospective client has received a compliant presentation within the
previous 12 months, the FIRM has met this REQUIREMENT.)

Discussion: Once a firm claims compliance with the GIPS standards, it must make every
reasonable effort to provide all prospective clients with a presentation that complies with
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all the applicable requirements of the Standards; the firm may not choose to whom to
present performance in compliance with the Standards. It is up to the firm to determine
how it defines prospective client.

This requirement does not preclude the firm from showing additional and/or supple-
mental information to help the prospective client interpret the performance information.
Instead, this requirement ensures that once a firm represents to the investing public that
it complies with the GIPS standards, it shows all prospective clients an appropriate compli-
ant presentation.

Provided the firm has given a compliant presentation to a prospective client within the
past 12 months, the firm may present other information that does not meet the require-
ments of the GIPS standards. Information provided by firms claiming compliance with the
Standards should be fairly presented and not be misleading.

If the firm does not have an appropriate composite to present to a prospective client,
the firm must disclose that it does not currently manage the specific style or strategy
appropriate for the prospective client. The firm must be able to clearly demonstrate the
strategies and investment products the firm currently manages and must make a list and
description of all firm composites available to the prospective client. The firm is not
prohibited from providing any information the prospective client specifically requests.
Also, supplemental information can always be provided in addition to the firm’s existing
composites.

Cross Reference: Provision 0.A.12, Provision 0.A.13, Appendix A of the GIPS standards

0.A.12 FIRMS MUST provide a COMPOSITE list and COMPOSITE DESCRIPTION to
any prospective client that makes such a request (a sample list and
COMPOSITE DESCRIPTION are included in Appendix B). FIRMS MUST

list “discontinued” COMPOSITES on the FIRM’S list of COMPOSITES for
at least 5 years after discontinuation.

Discussion: Provision 4.A.2 requires that firms must disclose (on their composite presenta-
tions) the availability of a complete list and description of all of the firm’s composites; the
list must be available to prospective clients and provided upon request.

In addition to the list of the composites, the description of each composite must be
included. The description, which must also be disclosed on each composite presentation
(see Provision 4.A.20), is general information regarding the strategy of the composite.
The description may be more abbreviated than the full (complete) composite definition,
but it must include all salient features of the composite.

Firms must include “discontinued” composites on the firm’s list of composites for at least
five years after discontinuation. 

Cross Reference: Provision 0.A.11, Provision 0.A.13, Provision 4.A.2, Provision 4.A.20,
Appendix B of the GIPS standards 

Application: 

1. Our firm has five terminated composites on our list and description of composites. GIPS pro-
vision 0.A.13 requires the firm to provide a compliant presentation for any composite on the
list, upon request. Does that include terminated composites?

Yes. If requested, a firm must provide a compliant presentation for a terminated com-
posite on the list. One objective of the GIPS standards is to ensure the fair representa-
tion of a firm’s investment performance track record. This includes not only currently
managed strategies but also those that the firm previously maintained for at least the
past five years.
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0.A.13 FIRMS MUST provide a compliant presentation for any COMPOSITE

listed on the FIRM’S list and a COMPOSITE DESCRIPTION to any
prospective client that makes such a request.

Discussion: For any composite on the firm’s list of composites, a presentation that com-
plies with the Standards must be provided to any prospective client that makes such a
request. It is up to the firm to determine how it defines prospective client. Firms should
not market a composite to a prospective client who has assets to invest which are less than
the composite’s minimum asset level.

Cross Reference: Provision 0.A.11, Provision 0.A.12, Provision 3.B.3, Provision 4.A.2,
Provision 4.A.20, Appendix A of the GIPS standards

0.A.14 When the FIRM jointly markets with other FIRMS, the FIRM claiming
compliance with the GIPS standards MUST be sure that it is clearly
defined and separate relative to any other FIRMS being marketed
and that it is clear which FIRM is claiming compliance.

Discussion: In order to avoid confusion when jointly marketing with other firms, the firm
claiming compliance must be sure that it is clearly defined relative to the other firms
being marketed and that it is apparent which firm is claiming compliance.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.2, Provision 0.B.1, Provision 4.B.1

0.A.15 FIRMS are encouraged to comply with the RECOMMENDATIONS and MUST

comply with all applicable REQUIREMENTS of the GIPS standards,
including any updates, reports, guidance statements, interpretations,
or clarifications published by CFA Institute and the Investment
Performance Council, which will be made available via the CFA
Institute website (www.cfainstitute.org) as well as the GIPS Handbook.

Discussion: The GIPS standards are ethical standards for investment performance presen-
tation to ensure fair representation and full disclosure of a firm’s performance. The GIPS
standards consist of provisions that firms are required to follow in order to claim compli-
ance. Firms are encouraged to adopt the recommended provisions to achieve best prac-
tice in performance presentation. Certain recommended elements in the GIPS standards
may become requirements in the future.

The GIPS standards must be applied with the objectives of full disclosure and fair repre-
sentation of investment performance. Meeting the objectives of full disclosure and fair
representation will likely require more than compliance with the minimum requirements
of the GIPS standards. If an investment firm applies the GIPS standards in a performance
situation that is not addressed specifically by the Standards or is open to interpretation,
disclosures other than those required by the GIPS standards may be necessary. To fully
explain the performance included in a presentation, firms are encouraged to present all
relevant additional information and supplemental information.

All requirements, clarifications, updated information, and guidance must be adhered to
when determining a firm’s claim of compliance and will be made available via the GIPS
Handbook and the CFA Institute website (www.cfainstitute.org). 

Cross Reference: Provision 0.A.1, Provision 0.A.6, Provision 0.A.8
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FUNDAMENTALS OF COMPLIANCE — DEFINITION OF THE
FIRM RECOMMENDATIONS

0.B.1 FIRMS are encouraged to adopt the broadest, most meaningful def-
inition of the FIRM. The scope of this definition SHOULD include all
geographical (country, regional, etc.) offices operating under the
same brand name regardless of the actual name of the individual
investment management company.

Discussion: Possible criteria to consider when defining the firm in the broadest, most
meaningful manner should include, but are not limited to:

• All offices operating under the same brand name (e.g., XYZ Asset Management),
• Other names resulting from mergers, acquisitions, etc., trading under a different

name for branding purposes,
• Financial service holding companies defined as one global firm with multiple brands,

several legal entities, multiple offices, investment teams, and investment strategies,
• An investment management firm with one brand, but multiple strategies and

investment teams,
• All offices trading under a globally recognizable trading name with

regional/country specific additions (e.g., XYZ Asset Management Asia),
• Investment management firms in most countries must register with one or more

governmental agencies or regulators. The GIPS standards recognize a regulatory
registration as a possible definition of a firm for purposes of compliance, but also
require firms consider the manner in which they are holding themselves out to
the public when determining the firm definition.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.1, Provision 0.A.2, Provision 0.A.3, Provision 0.A.14, Provision 4.A.1

Application:

1. ABC Global Asset Management has offices in the United States, the United Kingdom, and
Japan. Because of different record-keeping policies, the U.S. firm was able to claim compli-
ance with the GIPS standards in 1996, the U.K. firm was able to claim compliance with
the GIPS standards in 1999, and the Japanese firm was able to claim compliance with the
GIPS standards in 2002. The entire parent organization now wants to redefine the firm
globally (ABC Global Asset Management) to claim compliance with the GIPS standards
and re-state five years of combined history. How should they do this?

ABC Global Asset Management would define a new firm for purposes of the GIPS stan-
dards that would include all of its global offices. Considering all of its various strategies, the
newly defined global firm will then combine portfolios into composites on a global scale,
rather than according to the previously defined composites based on geographic office.

FUNDAMENTALS OF COMPLIANCE — VERIFICATION
RECOMMENDATIONS

0.B.2 FIRMS are encouraged to undertake the verification process,
defined as the review of a FIRM’S performance measurement
processes and procedures by an independent third-party verifier.
A single verification report is issued in respect to the whole FIRM;
verification cannot be carried out for a single COMPOSITE. The
primary purpose of verification is to establish that a FIRM claiming
compliance with the GIPS standards has adhered to the Standards.
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Discussion: The primary purpose of verification is to establish that a firm claiming compli-
ance with the GIPS standards has adhered to the Standards. Verification will also increase
the understanding and professionalism of performance measurement teams and consis-
tency of presentation of performance results.

The verification procedures attempt to strike a balance between ensuring the quality,
accuracy, and relevance of performance presentations and minimizing the cost to firms of
independent review of performance results. Firms should assess the benefits of improved
internal processes and procedures, which are as significant as the marketing advantages of
verification. The verification procedures were developed with the goal of encouraging
broad acceptance of verification.

Verification adds value and credibility to the claim of compliance. Today, verification is
strongly encouraged and is expected to become mandatory in the future. The expectation
is that mandatory verification will be implemented by 2010. Leading up to 2010, all
aspects of the mandatory verification debate will be evaluated, and the industry will be
provided sufficient time to implement any changes.

Cross Reference: Verification (Section 3-9), Provision 0.B.3, Provision 4.B.3

0.B.3 FIRMS that have been verified are encouraged to add a disclosure to
COMPOSITE presentations or advertisements stating that the FIRM has
been verified. FIRMS MUST disclose the periods of verification if the
COMPOSITE presentation includes results for periods that have not
been subject to FIRM-wide verification. The verification disclosure
language SHOULD read:

“[Insert name of FIRM] has been verified for the periods [insert
dates] by [name of verifier]. A copy of the verification report is
available upon request.”

Cross Reference: Verification (Section 3-9), Provision 0.B.2, Provision 4.B.3
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INPUT DATA – REQUIREMENTS

1.A.1 All data and information necessary to support a FIRM’S perform-
ance presentation and to perform the REQUIRED calculations MUST

be captured and maintained.

Discussion: A fundamental principle of the GIPS standards is the need for firms to be able
to ensure the validity of their claim of compliance if questioned by a client, potential client,
verifier, or regulator. This requirement reflects that principle. Firms must be able to recalcu-
late their performance history as well as other required information (such as composite dis-
persion) or validate data and information contained in their performance presentations. 

The GIPS standards require that the data be captured for all periods for which perform-
ance is presented. Thus, whether a firm presents performance for 5 years, 10 years, or
performance since inception, the firm must have the underlying data necessary to recre-
ate the performance presentation of all their composites for those periods. This require-
ment mirrors the regulatory requirements of many countries. To meet this requirement,
the firm must determine which records would suffice and maintain these records for all
portfolios/composites for each period of performance presented. The firm must have
established policies and procedures for capturing and maintaining the data and informa-
tion used in its performance presentations.

Cross Reference: Guidance Statement on Performance Record Portability (Section 4-7),
Provision 5.A.4

Application:

1. Firm A claims compliance with the GIPS standards. It maintains hard copies of the records
supporting compliance for three years and discards all records older than three years in an
effort to save office space. The performance reported on all its composite presentations shows
five years of history. Is the firm in compliance with the GIPS standards?

No. A firm must maintain data necessary to support a firm’s claim of compliance. Because
Firm A presents 5 years of performance history, it must maintain the records to support the
firm’s 5-year history and all other relevant data on the firm’s composite presentations.
Because the Standards require firms to build a 10-year performance history, the firm must
continue to maintain the records to support the firm’s eventual 10-year performance history.

2. Firm B does not have the information necessary to substantiate the required calculations
that would support the firm’s performance record prior to the date of a fire in its storage
facility that destroyed its records and electronic back-up systems. Is the firm precluded from
claiming compliance with the GIPS standards?

The GIPS standards require firms to present, at a minimum, five years of annual invest-
ment performance that is compliant with the GIPS standards. If any year prior to the date
of the fire is required to be included in the presentation to meet the initial five-year
requirement, as long as a firm can recapture the information that would support its per-
formance record for those years, the firm could claim compliance and include perform-
ance for years prior to the date of the fire in its performance presentations. For instance,
Firm B could reconstruct the information necessary by obtaining the information from
clients, custodians, consultants, verifiers, or any other party outside the firm that might
have duplicate copies of those records. If the firm were able to collect data to support a
five-year record, then it would be able to claim compliance with the GIPS standards, pro-
vided all the other requirements of the Standards are also met. 

1.A.2 PORTFOLIO valuations MUST be based on MARKET VALUES (not cost basis
or book values).
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Discussion: The Standards require the use of market values (defined as the current price
at which investors buy or sell securities at a given time) in order to best identify the fair
economic value of the firm’s portfolios. In cases of frequently traded securities, standard-
ized pricing quotations must be used and must be supportable. In the case of thinly
traded securities, the firm may use a reasonable method for valuation as long as the
method is consistently applied. Amortization or accretion valuation methods for cash and
cash-equivalent positions are permitted as long as that valuation method reasonably
approximates market value. The GIPS standards also recommend that firms disclose when
a change in calculation methodology or valuation source results in a material impact on
the performance of a composite return.

Private equity assets have separate valuation guidelines that must be followed. Please see
the Private Equity Valuation Principles in Appendix D of the GIPS standards.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1);
Provision 0.A.3, Provision 1.A.3, Provision 1.A.4, Provision 1.A.6, Provision 1.B.1,
Provision 4.B.2

Application:

1. Firm B has several portfolios invested in emerging market debt and other thinly traded secu-
rities. What is a reasonable method for valuation of these securities?

Firm B must determine a reasonable valuation method for the thinly traded securities
held in its portfolios. One example of a “reasonable method” is to seek out three separate
bids from three unaffiliated brokers, average those three prices, and consider this average
to be a fair and acceptable representation of the market value. The valuation method pol-
icy developed by the firm must be applied consistently over time to ensure relatively con-
sistent asset valuations.

2. Should we exclude local bank certificates of deposit (CDs) from total firm assets and per-
formance calculations because they can not be priced on a market value basis (i.e., these
local bank nonbrokered CDs are currently priced at cost)? 

If they are held as assets in actual, fee-paying discretionary portfolios defined within the
firm, local bank CDs must be included in all appropriate calculations. The value for which
the bank would redeem the CD on the valuation date, which would include principal and
interest earned to date, would be the market value for the asset (a reasonable estimate of
the current value of assets if they were sold on that date to a willing buyer). If the bank
has a penalty for early withdrawal of funds, the penalty would not be included in the valu-
ation, unless the funds were actually withdrawn and the penalty incurred. 

1.A.3 For periods prior to 1 January 2001, PORTFOLIOS MUST be valued
at least quarterly. For periods between 1 January 2001 and
1 January 2010, PORTFOLIOS MUST be valued at least monthly. For
periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS

on the date of all LARGE EXTERNAL CASH FLOWS.

Discussion: In order to improve the accuracy of time-weighted performance calculations,
the GIPS standards have gradually increased the minimum required frequency of portfo-
lio valuation from quarterly, to monthly, to the date of any large external cash flow in
2010. A large external cash flow, which is to be defined by the firm for each composite, is
the level at which a client-initiated external flow of cash and/or securities into or out of a
portfolio is likely to distort performance if the portfolio is not revalued. Firms must define
the amount in terms of (1) the value of the cash/asset flow (or in terms of a percentage
of portfolio or composite assets) and (2) whether it is a single flow or an aggregate of a
number of flows within a stated period of time. 
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Private equity assets have separate valuation guidelines that must be followed. Please see
the Private Equity Valuation Principles in Appendix D of the GIPS standards.

Real estate assets have additional guidelines on valuation frequency that must be followed.
Please see Provisions 6.A.1 and 6.A.2 of the GIPS standards.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.2, Provision 1.A.4, Provision 1.A.7, Provision 1.B.3, Provision 2.A.2, Provision
2.A.6, Provision 2.B.2, Provision 2.B.3, Provision 4.A.25 

Application:

1. Firm A has been in existence since 1995. The firm has calculated its performance using
quarterly valuations of portfolios. In January 2002, the firm seeks to show history since its
inception that meets the requirements of the GIPS standards. Does it have to recreate its per-
formance history because it does not meet the monthly valuation requirement? 

Assuming it has satisfied all the other required provisions, Firm A can show its history from
1995 through 2000 using its original performance calculations for its portfolios valued on a
quarterly basis. However, the firm is required to use monthly valuations for periods begin-
ning 1 January 2001. Therefore to claim compliance, Firm A must revalue its portfolios on
a monthly basis and recalculate the performance for all periods on or after 1 January 2001.

1.A.4 For periods beginning 1 January 2010, FIRMS MUST value PORTFOLIOS

as of the calendar month-end or the last business day of the month.

Discussion: Consistency in monthly portfolio valuation dates will result in improved com-
parability of data, especially when firms choose to present year-to-date composite data or
monthly or quarterly data as Additional Information.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.2, Provision 1.A.3, Provision 1.A.7, Provision 1.B.3, Provision 2.A.6, Provision
2.B.2, Provision 4.A.25 

Application:

1. Our firm values portfolios as of the last Friday of the month. Can this methodology be
continued?

Yes, firms may value portfolios as of the last Friday of a month through 2009, with appro-
priate disclosure. (See Provision 4.A.25). Valuation methodologies should be applied con-
sistently.

1.A.5 For periods beginning 1 January 2005, FIRMS MUST use TRADE DATE

ACCOUNTING.

Discussion: For the purposes of the GIPS standards, trade-date accounting is defined as
“recognizing the asset or liability on the date the transaction is entered into.” Trade-date
accounting determines the correct economic value of the portfolio assets as of the trans-
action date. Requiring trade-date accounting ensures there is not a significant lag between
trade execution and when the trade is reflected in the performance of a portfolio. When
using trade-date accounting, the change in market value will be reflected for each valua-
tion between trade date and settlement date. 

Recognizing the asset or liability within at least three days of the date the transaction is
entered into (Trade Date, T + 1, T + 2, or T + 3) will satisfy the trade-date accounting
requirement for purposes of the GIPS standards. In some markets for some assets, the
trade date and the settlement date (defined as “recognizing the asset or liability on the
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date in which the exchange of cash, securities, and paperwork involved in a transaction is
completed”) may coincide.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1)

Application:

1. Firm B claims compliance with GIPS but uses settlement-date accounting. Beginning
1 January 2005, what will Firm B have to do to remain in compliance with the Standards?

To remain in compliance with the Standards, Firm B must discontinue its practice of using
settlement-date accounting and begin using trade-date accounting (Trade Date, T + 1, T + 2,
or T + 3) for periods beginning 1 January 2005. However, Firm B is not required to go
back and recalculate the historical performance of its composites for periods prior to
1 January 2005. As with any requirement that becomes effective for periods after a speci-
fied date, historic composite returns calculated and presented in compliance with the GIPS
standards do not have to be recalculated and presented in conformance with a newly
implemented provision, unless specifically stated. 

When converting from settlement-date valuations to trade-date valuations, firms must be
sure that the ending market value for the last settlement-date period is used as the begin-
ning market value for the first trade-date period (in the absence of cash flows). For exam-
ple, assume the following:

29 July – Client makes initial deposit of $100.
30 July – Firm buys one share of XYZ stock at $75 for settlement on 2 August, and

the remaining $25 is held in cash. XYZ closes the day at $76.
31 July – XYZ closes at $76.50.
1 August – XYZ closes at $77.
2 August – XYZ closes at $78.

The market value of the portfolio for each day could be calculated as follows:

Trade-Date Basis Settlement-Date Basis
29 July $100.00 $100.00
30 July $101.00 $100.00
31 July $101.50 $100.00
1 August $102.00 $100.00
2 August $103.00 $103.00

The return for the entire period is:

R = (103 – 100)/100 = 3%.

This result is true regardless of the accounting methodology used (i.e., trade-date or set-
tlement-date).

Assume that the firm is switching from settlement-date to trade-date valuations as of the
close of business on 31 July. In order for the performance to be correct, when the two
subperiods are geometrically linked, the return must equal 3 percent.

In this example, the settlement-date values are used to calculate the return for July, which
produces a return of 0 percent. 

In order to arrive at the correct return when the two subperiods are geometrically linked,
the return for August must be calculated by using the settlement-date beginning market
value and the trade-date ending market value. This produces a return of

R = (103 – 100)/100 = 3%.

Geometrically linking the two subperiods generates the correct return of

R = ((1 + 0%) × (1 + 3%)) – 1 = 3%.

Therefore, the correct way for firms to switch from settlement-date to trade-date is to use
the settlement-date beginning value and the trade-date ending value for the first month in
which they use the new methodology.
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2. Mutual funds in the United States function on a T + 1 schedule. Therefore, if a bond is
purchased on 31 January, it is not included in the Net Asset Value (NAV) calculation for
31 January. It is included in the NAV calculation 1 February. Does the requirement for
trade-date accounting mean that firms managing mutual funds must account for the funds
in their own portfolio management software systems in order to base performance on trade-
date net assets as opposed to NAV’s (T + 1) in order to remain compliant with the GIPS
standards? 

A fund recognizing the bond purchase in the portfolio at trade date + 1 day will satisfy
the requirements of the GIPS standards. For the purposes of compliance with the GIPS
standards, portfolios are considered to satisfy the trade-date accounting requirement
provided that transactions are recorded and recognized consistently and within normal
market practice—typically, a period between trade date and up to three days after trade
date (T + 3).

3. When should we record an incoming cash flow to a portfolio: on the date we are notified the
cash is incoming or the date that we actually receive the funds? In our situation, we are
notified of incoming funds in order to allow us to place trades so that the incoming funds
are fully invested when the cash contribution is actually received into the portfolio. We use a
trade-date accounting methodology for all securities; however, we do not reflect cash flows in
the portfolio until the cash is physically received (i.e., settlement date). Is this the most accu-
rate methodology to use for reporting performance when there is an external cash flow to the
portfolio?

Either the notification date or the date of receipt is acceptable, and firms must be aware
of the potential impact of this decision on performance calculation systems. The firm
should establish a policy to determine which date to use and apply the policy consistently.
The firm should also be aware of any accounting requirements established by regulators
for a particular client type. Similarly, for cash distributions from a portfolio, the choice of
which date to reflect the external cash flow is left up to the firm, but should be estab-
lished in the firm’s cash flow policies and procedures, and applied consistently.

4. If a portfolio contains foreign stocks, when the stocks are settled, the foreign exchange rate
will vary from the rate used at trade date, causing a foreign currency gain or loss. Should
these gains and losses be included with the original stock transaction or are they just shown
as a cash adjustment?

The firm should determine a methodology for recognizing foreign exchange gains and
losses when the stock transactions are settled and use it consistently. The firm must ensure
that the transactions in the portfolio are accurately reflected. 

1.A.6 ACCRUAL ACCOUNTING MUST be used for fixed-income securities and
all other assets that accrue interest income. MARKET VALUES of fixed-
income securities MUST include accrued income.

Discussion: Accrual accounting allows the recording of financial transactions as they come
into existence as legally enforceable claims. When determining what market value to
report for a security that pays interest income, firms must include the income that would
have been received at the end of the performance period had the security actually paid
interest income earned during the performance period. 

Accrued interest income must be included in the beginning and ending portfolio market
values when performance is calculated. Interest should be accrued for a security in the
portfolio using whatever method is customary and appropriate for that security. 

Some instruments already include accrued income as part of the security’s market price.
If income for these instruments is being accrued as part of the income recognition
process, steps should be taken to ensure that the income is not double counted. 
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Accrued income for short-term cash/cash equivalents can be more difficult to calculate.
Unlike bonds with a known coupon rate, there may not be a published interest rate for
some short-term securities, such as overnight deposits. Firms must develop a methodol-
ogy for accounting for short-term interest earnings and consistently apply the method
selected. Firms could consider using the last actual known interest rate to accrue
income for the most recent period. When the actual rate becomes known, an adjust-
ment can then be made to allocate the actual income earned to the proper period. In
this way, there is no systematic underestimation or overestimation of income, and
income is also properly assigned to the period when earned. Cash-basis accounting
(recording the income for short-term cash/cash equivalents as it is actually received)
will tend to lag the suggested accrual method by recognizing income a month after it
was earned; however, either method is acceptable.  The method chosen must be used
consistently.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1);
Provision 1.A.2, Provision 1.B.1, Provision 2.A.1

Application:

1. Firm B seeks to have all of its clients’ funds 100 percent invested at all times. However,
because of the nature of cash flows in the buying and selling of assets, cash may be held in
the accounts for a short period. The firm holds this cash in a money market account. How
should Firm B account for the income generated by the assets in the money market account
when calculating investment performance?

Both the market value and interest earned on the money market account must be
included in the portfolio’s rate of return calculation. The firm has two options. Because
the money market fund is clearly a cash substitute in this case, Firm B could recognize
interest income on a cash basis. Firm B could also choose to recognize interest income
on an accrual basis. Because there is no published interest rate for money market funds
on which to accurately accrue the income, Firm B may use the last actual interest rate
from the money market fund to accrue income for the current period, and when the
actual rate for the current period becomes known, the firm can adjust returns to allo-
cate the actual income earned to the proper period. Once Firm B chooses an account-
ing method, that method must be applied consistently to ensure continuity and consis-
tency of results. 

2. Should the monthly increases in the value of zero coupon fixed-income securities be reported
as interest income or capital gains and losses?

Interest should be accrued for a security in the portfolio using whatever method is cus-
tomary and appropriate for that security. Because the Standards do not require that the
return on bonds be broken out between income and gain or loss, as long as the monthly
change in value is reflected in the valuation of the security, the total return will be prop-
erly reflected in the portfolio.

3. How should a firm claiming compliance with the GIPS standards treat bonds in default
when calculating their performance results?

If a bond goes into default during the accrual cycle, a firm must recognize the loss when
it occurs. The performance figures must not be recalculated. The accrual of interest must
be included in the calculation method up until the point of the bond’s default. At that
point, the calculation method would reflect the loss of accrued interest by adjusting the
amount of accrued interest to zero. 

When and if the bond comes out of default and there is a reasonable expectation that the
bond will commence paying interest, including back interest, the firm must begin accru-
ing for such interest payments. The firm may not allocate such payments over periods
when they were originally due but not paid.
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1.A.7 For periods beginning 1 January 2006, COMPOSITES MUST have con-
sistent beginning and ending annual valuation dates. Unless the
COMPOSITE is reported on a noncalendar fiscal year, the beginning
and ending valuation dates MUST be at calendar year-end (or on the
last business day of the year).

Discussion: Consistency in the annual beginning and ending composite valuation dates
will result in improved comparability of data. Within a composite presentation, the annual
reporting periods must be consistent and the portfolios in the composite must have con-
sistent beginning and ending valuation dates corresponding to the reporting period. 

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 1.A.4, Provision 1.B.3, Provision 2.A.6, Provision 2.B.2,
Provision 4.A.25 

Application:

1. Our firm reports performance in compliance with the Standards for years ending 30 June
for our High-Yield composite; all the other composites are reported at 31 December. Will we
be required to change to 31 December reporting for all of the firm’s composites?

No, the firm is not required to change the year-end valuation and reporting date from
30 June to 31 December for the High-Yield composite. Each composite at the firm may
have different starting and ending valuation dates; however, the starting and ending valua-
tion dates must correspond to the reporting dates for the composite. Within each com-
posite’s presentation, the annual periods must be consistent. The firm must consistently
report data for years ending 30 June for the High-Yield composite. The firm may decide
in the future to create a composite presentation for the High-Yield composite based on
31 December years; however, the firm may not mix 30 June and 31 December valuation
and reporting dates in the same composite presentation of annual performance.

INPUT DATA — RECOMMENDATIONS

1.B.1 ACCRUAL ACCOUNTING SHOULD be used for dividends (as of the ex-
dividend date).

Discussion: Accrual accounting determines the correct economic value of the portfolio
assets and allows the recording of financial transactions as they come into existence as
legally enforceable claims. It is recommended that dividends be recognized when earned
(accrual basis) versus when paid (cash basis).

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1);
Provision 1.A.2, Provision 1.A.6, Provision 2.A.1

1.B.2 When presenting NET-OF-FEES RETURNS, FIRMS SHOULD accrue INVEST-
MENT MANAGEMENT FEES.

Discussion: The net-of-fees return is defined as the gross-of-fees return reduced by the
investment management fee. Investment management fees (the fees payable to the
investment management firm for the ongoing management of a portfolio) are typically
either asset based (percentage of assets), performance based (based on performance
relative to a benchmark), or a combination of the two, but they may take different
forms as well.
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Accrual accounting allows the recording of financial transactions as they come into exis-
tence as legally enforceable claims. In order to reflect the most accurate net-of-fees
return, fees and expenses should be accrued, when possible. Net-of-fees returns could be
skewed if the calculation reflects fees as they are actually paid.  It is more accurate to cal-
culate the net-of-fees return that reflects investment management fees as they are
earned.

The Standards do not require a specified methodology for calculating performance net-
of-fees. The firm must develop a consistent calculation methodology that presents per-
formance fairly, must not be misleading, and must be applied consistently.

Cross Reference: Interpretive Guidance for Fees Provisions (Section 4-6) 

Application:

1. An investment management firm manages both pooled funds and separate client accounts
and charges investment management fees for its services to both. Clients may hold pooled
funds as part of their separate account investments and in this case are being charged dou-
ble for investment management services at both the pooled funds and separate account level.
The firm deposits on a monthly basis, a “fee rebate” to client accounts holding the pooled
funds. How should this “fee rebate” be treated in performance calculations?

If an investment management firm reduces its management fee charged to clients, the
recommended method is to waive the appropriate portion of the management fee so that
there is neither a withdrawal nor deposit of cash (i.e., payment or refund of fees). The
net-of-fees return must reflect (be reduced by) the effect of the fee minus the rebate. The
net-of-fees return will be higher than if it were calculated using the full fees charged at
both the pooled fund and separate account levels. The gross-of-fees return must be calcu-
lated as if the fee were not charged and the rebate not given. 

2. We want to report the net-of-fees performance numbers of a composite. Should we state the
actual net-of-fees performance returns for all portfolios, which would reflect the deduction of
the actual fee paid by each portfolio, or can we use a model fee?

The net-of-fees return is defined as the gross-of-fees return reduced by the investment
management fee incurred. Firms are permitted to use either the actual investment man-
agement fee incurred by each portfolio in the composite, or the highest investment man-
agement fee incurred by portfolios in the composite to reduce the gross-of-fees return to
calculate the net-of-fees return.

1.B.3 Calendar month-end valuations or valuations on the last business
day of the month are RECOMMENDED.

Discussion: This recommendation encourages early adoption of Provision 1.A.4.
Consistency in monthly portfolio valuation dates will result in improved comparability of
data, especially when firms choose to present year-to-date composite data at the end of a
month or quarter.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1);
Provision 1.A.2, Provision 1.A.3, Provision 1.A.4, Provision 1.A.7, Provision 2.A.6, Provision
2.B.2, Provision 4.A.25
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CALCULATION METHODOLOGY — REQUIREMENTS

2.A.1 Total return, including realized and unrealized gains and losses
plus income, MUST be used.

Discussion: Total return, which is measured over a specified period, has two components:
the appreciation or depreciation (capital change) of the assets in the portfolio over the
specified period, and the income earned on the assets in the portfolio over the specified
period. In calculating the performance of the portfolios within a composite, the GIPS
standards require firms to use a total rate of return. 

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1), Provision
1.A.6, Provision 1.B.1, Provision 2.A.2, Provision 2.A.4, Provision 2.A.5, Provision 2.B.1 

Application:

1. Over the past month, Client X’s portfolio, which had no external cash flows, started with
$1000 and ended with $1038. The capital change was $15, and the income earned was
$23. What is the portfolio’s total return for the month?

Capital change: $1015/$1000 = 1.5%
Income: $23/$1000 = 2.3%
Total Return: $1038/$1000 = 3.8%

2.A.2 TIME-WEIGHTED RATES OF RETURN that adjust for EXTERNAL CASH FLOWS

MUST be used. Periodic returns MUST be geometrically linked.
EXTERNAL CASH FLOWS MUST be treated in a consistent manner with
the FIRM’S documented, COMPOSITE-specific policy. At a minimum:

a. For periods beginning 1 January 2005, FIRMS MUST use  rates of
return that adjust for daily-weighted EXTERNAL CASH FLOWS.

b. For periods beginning 1 January 2010, FIRMS MUST value
PORTFOLIOS on the date of all LARGE EXTERNAL CASH FLOWS.

Discussion: In calculating the performance of the portfolios within a composite, the GIPS
standards require firms to use a time-weighted rate of return, or an appropriate approxima-
tion, that adjusts for external cash flows. When calculating the time-weighted rate of return,
interim (subperiod) returns must be geometrically linked to calculate period returns. There
are separate calculation requirements for specific asset classes, such as private equity and real
estate. Firms should refer to these provisions and guidance in Section 3-7 and Section 3-8.

Calculation methods that include adjustments to remove the effects of external cash flows
from the performance return are called time-weighted rate-of-return (TWRR) methods.
The GIPS standards require a time-weighted rate of return because external cash flows are
generally client-driven and the impact of these cash flows on performance should not
impact the performance attributed to the investment management firm. By removing the
effects of external cash flows, a time-weighted rate of return best reflects the firm’s ability
to manage the portfolio’s assets according to a specified strategy or objective, allowing
prospective clients the best opportunity to fairly evaluate the past performance of the firm
and to facilitate comparison between investment management firms.

The most accurate method of calculating a TWRR for individual portfolio performance is
to determine the market value of the portfolio prior to each external cash flow, calculate
a rate of return for the subperiods (each period between the cash flows) according to the
following formula, and geometrically link the subperiod returns to calculate the portfolio
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return for the period. An external cash flow is a flow of cash or securities into or out of a
portfolio (capital additions or withdrawals) that is client initiated. Dividend and interest
income payments are not considered external cash flows. Dividends and interest income
payments are cash flows that impact total return; they are not considered external cash
flows for which an adjustment must be made in the time-weighted calculation.

The formula to calculate total return in the absence of external cash flows for a period, or
the “true” time-weighted rate of return formula, is:

where RTR is the total return, EMV is the full economic market value of the portfolio at
the end of the period, including all income accrued up to the end of the period, and
BMV is the portfolio’s market value at the beginning of the period, including all income
accrued up to the end of the previous period.

This formula represents the growth (or decline) in the value of a portfolio, including both
capital appreciation (or capital depreciation) and income, as a proportion of the beginning
market value with no external cash flows over a period. The numerator in the formula
reflects the income earned and the change in the portfolio’s value over the period, which has
been earned by the capital available to be invested. The denominator in the formula reflects
the capital available to be invested to earn the change in value calculated in the numerator. 

This formula calculates total return in the absence of external cash flows. Because most
portfolios do experience external cash flows, which can often be unpredictable, the for-
mula must be adjusted so that external cash flows do not skew the portfolio return.
Revaluing and subsequently calculating performance for a portfolio at the time of each
external cash flow removes the effects of external cash flows on the portfolio return. The
Guidance Statement on the Treatment of Significant Cash Flows offers additional guid-
ance on handling external cash flows that are so significant that the implementation of
the investment strategy of the portfolio is disrupted. Firms should consider adopting the
suggested methodologies in their policies and procedures. 

Time-weighted total return calculation methods that adjust for external cash flows in the port-
folio using the mid-point or mid-period methods, such as the Original Dietz Method, are
acceptable for calculation periods prior to 1 January 2005. Because the philosophy of the GIPS
standards is to present performance returns that are as accurate as practically possible, the
Standards are transitioning to more precise calculation methodologies. Therefore, firms must
use time-weighted total return calculations that adjust for daily-weighted external cash flows for
calculation periods beginning 1 January 2005 at the latest; firms may use this methodology for
calculation periods prior to this date. For periods beginning 1 January 2010, the Standards
require that firms revalue portfolios on the date of all large external cash flows, in addition to
calendar month-end or the last business day of the month. Firms may use this methodology
for calculation periods prior to this date. Performance is then calculated for subperiods. The
subperiods are then geometrically linked to calculate the total period total return. Each of
these methodologies is described below. Once a calculation methodology is selected for a port-
folio, it must be used consistently until the firm transitions to a more accurate methodology. 

TWRR that adjusts for external cash flows (using mid-point or mid-period adjustment).
(Allowable for periods prior to 1 January 2005.) Various methods approximating a TWRR are
acceptable. The purpose of these methods is to produce as accurate an estimate as possible in
circumstances where valuations at the time of external cash flows are not available. One
example of an acceptable method is the Original Dietz Method. This method estimates when
external cash flows are received into or withdrawn from a portfolio by assuming that all exter-
nal cash flows occur at the midpoint of the period, thus half-weighting the net total external
flow for the period when calculating the period’s average capital invested (denominator).

,R EMV BMV CF
BMV CFDietz

= − −
+0 5.

R
EMV BMV

BMVTR
=

( )−
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where BMV and EMV are defined as above and CF is the net total external cash flow for
the period (contributions to the portfolio are positive flows, and withdrawals or distribu-
tions are negative flows).

TWRR that adjusts for day-weighted external cash flows. Calculation methods that
approximate a TWRR by using a day-weighted adjustment for external cash flows that
occur during the calculation period are allowed. Firms should calculate the return for
each period using a denominator that reflects the weighting of external cash flows for
the days they have been in the portfolio, available for investment, during the period.
Examples of acceptable day-weighted methods are the Modified Dietz and Modified
Internal Rate of Return (IRR) Methods. These methods are also an estimate of the true
TWRR because they weight each external cash flow in the denominator by the days it is
held in the portfolio.

Modified Dietz Method. The Modified Dietz Method improves upon the Original Dietz
Method, which assumes that all external cash flows occur during the midpoint of the
period. In an attempt to determine a more accurate return, the Modified Dietz Method
weights each external cash flow in the denominator by the amount of time it is actually
held in the portfolio. The formula for estimating the time-weighted rate of return using
the Modified Dietz Method is:

,

where is the sum of each external cash flow, CFi, multiplied by its weight, Wi.

The weight (Wi) is the proportion of the total number of days in the period that external
cash flow, CFi, has been held in the portfolio. The formula for Wi is

,

where CD is the total number of calendar days in the period and Di is the number of cal-
endar days since the beginning of the period in which external cash flow, CFi, occurred.

The numerator is based on the assumption that the external cash flows occur at the end
of the day. If external cash flows were assumed to occur at the beginning of the day, the
numerator would be (CD – Di) + 1. A firm may differentiate between beginning-of-day and
end-of-day external cash flow assumptions. The key is to establish a policy and treat exter-
nal cash flows consistently. 

The chief advantage of the Modified Dietz Method is that it does not require portfolio val-
uation on the date of each external cash flow. Its chief disadvantage is that it provides a
less accurate estimate of the true time-weighted rate of return than when the portfolio is
valued at the time of each external cash flow. The estimate suffers most when a combina-
tion of the following conditions exists: (1) one or more large external cash flows occur;
(2) external cash flows occur during periods of high market volatility — that is, the port-
folio’s returns are significantly nonlinear. 

Modified IRR Method. The Modified IRR Method determines the modified internal rate of
return for the period. In the Modified IRR approach, which has been changed to take
into effect the exact timing of each external cash flow, the IRR is that value of R that satis-
fies the following equation:

. 

The external cash flows, Fi , are also the same as with the Modified Dietz Method with one
important exception: The market value at the start of the period is also treated as an
external cash flow; that is, BMV = F0.
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The IRR is obtained by selecting values for R and solving the equation until the result
equals EMV. For example, if three external cash flows (including the market value at the
start of the period) have occurred, the computational formula will have three terms:

.

The first term deals with the first external cash flow, F0, which is the value of the portfolio at
the beginning of the period; Wi is the proportion of the period that the external cash flow Fi
was held in the portfolio. Because F0 is in for the whole period, W0 = 1. The larger the value of
Fi in the term, the more it will contribute to the total, but the smaller the exponent (i.e., the
value of Wi), the less the term will contribute to the sum. The usual effect is that the first term,
with a large F0 and W0 equal to 1, will contribute far more than the other terms.

The advantages and disadvantages of the Modified IRR Method are the same as those of
the Modified Dietz Method. The Modified IRR Method has the additional disadvantage of
requiring an iterative process solution and is thus less desirable than the Modified Dietz
Method when manual calculation is required. It is also possible to have multiple answers if
there are both positive and negative external cash flows. Calculator and computer pro-
grams are available, however, for solving for the Modified IRR.

TWRR that requires portfolio revaluation for performance calculations at the time of
large external cash flows. (Allowable for any calculation period; required for periods beginning 1
January 2010.) In order to calculate a more accurate time-weighted return, a large exter-
nal cash flow must be defined by each firm for each composite to determine when the
portfolios in that composite are to be revalued for performance calculations. A large
external cash flow is the level at which a client-initiated external flow of cash and/or secu-
rities into or out of a portfolio may distort performance if the portfolio is not revalued.
Firms must define the amount, for each composite, in terms of (1) the value of the
cash/asset flow, or in terms of a percentage of portfolio or composite assets, and (2), if it
is a single flow or an aggregate of a number of flows within a stated period of time. 

The actual valuation of the portfolio’s assets and calculation of return each time there is a
large external cash flow will result in a more accurate TWRR calculation than using either
the mid-point or day-weighted methods, but is less accurate than the “true” TWRR calcula-
tion methodology, which requires revaluation and calculation with every external cash flow. 

The returns calculated for each subperiod are then geometrically linked according to the
following formula:

,

where RTR is the total return for the period and R1, R2, . . ., Rn are the subperiod returns
for Subperiods 1 through n, respectively.

This method assumes that the large external cash flow is not available for investment until
the beginning of the next day. Accordingly, when the portfolio is revalued on the date of a
large external cash flow, the large external cash flow is not reflected in the ending market
value, but is added to the ending market value to determine the beginning market value
for the next day.

The chief advantage of this method is that it calculates a better estimate than the mid-point
or day-weighting methods. The major disadvantage is that it requires precise valuation of
the portfolio each time there is a large external cash flow. In practice, this method requires
that firms have the ability to value portfolios on a daily basis. If all securities are not accu-
rately priced for each subperiod valuation, errors generated in the return calculation may
be greater than the errors caused by using the mid-point or day-weighting approximation
methods. In such cases, it is important to be able to correct for errors, such as missed secu-
rity splits, mispricings, and improperly booked transactions, because day-to-day compound-
ing will not correct for them automatically if there are external cash flows.
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Because a time-weighted rate of return using actual valuations at the time of large external
cash flows is required for periods beginning 1 January 2010, firms using less accurate
approximation methods will have to change their calculation methods by that time. 

Geometric Linking

If monthly composite returns are calculated, the monthly returns are linked geometrically
using this formula:

,

where RQT is the composite quarterly return and RMO1, RMO2, and RMO3 are the composite
returns for Months 1, 2, and 3, respectively.

Similarly, to compute the annual rate of return for composite returns calculated quarterly,
the formula to use is

,

where RQT1, RQT2, RQT3, and RQT4 are composite returns for Quarters 1, 2, 3, and 4,
respectively. Alternatively, firms could geometrically link the twelve monthly returns to cal-
culate the annual return.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 2.A.1, Provision 2.A.4, Provision 2.A.5, Provision 2.B.1, Provision
2.B.3. Provision 4.B.2

Application:

1. Does the firm violate the GIPS standards by reporting money-weighted rates of return to an
existing client for their portfolio?

No, the Standards do not address client reporting, and therefore the Standards would not
be violated if the firm reported money-weighted rates of return to an existing client for
their portfolio. The Standards are primarily based on the concept of presenting the firm’s
composite performance to a prospective client rather than presenting individual portfolio
returns to an existing client. Money-weighted returns may add further value in understand-
ing the impact to the client of the timing of external cash flows, but are less useful for com-
paring one firm/manager to another and are therefore only required in the Standards for
private equity portfolios where the investment firm controls the cash flows. The IRR (or
money-weighted return) represents the performance of the specific client’s portfolio hold-
ings (i.e., influenced by the client’s timing and amount of cash flows) and measures the
performance of the portfolio rather than the performance of the investment manager.

2. Given the following information, calculate the rate of return for this portfolio for January,
February, March, and the first quarter of 1998, using: Dietz, Modified Dietz, and revalu-
ing for large cash flows methodology (assume large is defined as > five percent):

R R R R R
YR QT QT QT QT

= + × + × + × + −( ) ( ) ( ) ( )( )1 1 1 1 1
1 2 3 4

R R R R
QT MO MO MO

= + + + −( ) × ( ) × ( )( )1 1 1 1
1 2 3

3-3

External Market Value 
Date Market Value (€) Cash Flow (€) Post Cash Flow (€)

12/31/97 200,000

1/31/98 208,000

2/16/98 217,000 +40,000 257,000

2/28/98 263,000

3/22/98 270,000 –30,000 240,000

3/31/98 245,000
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Solution: Dietz

January

February

March

Quarter 1

Solution: Modified Dietz

January

February

March

Quarter 1

Solution: Valuation and Calculation at time of large external cash flows:
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March

Quarter 1

3. Should securities lending income be included in the investment firm’s return?

The Standards provide comparability of the performance of investment managers by utiliz-
ing composites, which are based on investment strategy. Typically, securities lending is not
an active part of the portfolio strategy. Therefore, unless the securities lending is a part of
the strategy defined and implemented by the investment manager, for purposes of report-
ing performance for the Standards, securities lending income should be treated like a cash
flow and should not impact performance results in order to get an accurate representation
of the investment manager’s ability to implement the intended strategy of the portfolio.

2.A.3 COMPOSITE returns MUST be calculated by asset weighting the individual
PORTFOLIO returns using beginning-of-period values or a method that
reflects both beginning-of-period values and EXTERNAL CASH FLOWS.

Discussion: A composite is an aggregation of individual portfolios representing similar
investment objectives or strategies. The objective in calculating the composite’s return is
to use a method that will produce the same value as if the assets of all the individual port-
folios in the composite are aggregated and a return is calculated for the one “master port-
folio.” The composite return is the asset-weighted average of the performance results of
all the portfolios in the composite.

The GIPS standards are based on the principle of asset-weighted returns. For example, if a
composite contains two portfolios, one of which is 10 times the size of the other, the rate
of return for the larger portfolio should have more impact on the composite return than
that of the smaller portfolio. The asset-weighted return method accomplishes this by
weighting each portfolio’s contribution to the composite rate of return by its beginning
market value (as a percentage of the composite’s beginning market value). 

The Standards require asset weighting of the portfolio returns within a composite using
beginning-of-period weightings, beginning-of-period market value plus weighted external
cash flows, or by aggregating portfolio assets and external cash flows to calculate perform-
ance as a single master portfolio. 

The beginning market value–weighted method for calculating composite returns, RBMV, uses
the formula

,

where BMVi is the beginning market value (at the start of the period) for a portfolio, Ri is
the rate of return for Portfolio i, and BMVTOTAL is the total market value at the beginning
of the period for all the portfolios in the composite. 
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The beginning market value plus external cash flow–weighted method represents a refinement
to the beginning market value-weighted approach. Consider the case in which one of
two portfolios in a composite doubles in market value as the result of a contribution on
the third day of a performance period. Under the beginning market value–weighted
approach, this portfolio will be weighted in the composite based solely on its beginning
market value (i.e., not including the contribution). The beginning market value plus
external cash flow–weighted method resolves this problem by including the effect of
external cash flows in the weighting calculation as well as in the market values. The cal-
culation of the weighting factor must be determined by the firm and used consistently.
A suggested methodology is to use the same methodology as in the Modified Dietz
Method:

,

where CD is the total number of calendar days in the period and Di, j is the number of cal-
endar days since the beginning of the period in which external cash flow j occurred in
portfolio i.

The beginning market value plus external cash flow–weighted composite return, RBMV+CF ,
can be calculated as follows:

,

where CFi, j is external cash flow j within the period for Portfolio i (contributions to the
portfolio are positive flows, and withdrawals or distributions are negative flows).

The aggregate return method combines all the composite assets and external cash flows to
calculate performance as if the composite were one portfolio. The method is also accept-
able as an asset-weighted approach.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 2.A.6, Provision 2.B.2

Application:

1. Calculate the composite return using each of the three methods based on the following data:

Portfolio 1

Monthly Return = 11.32%
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External Market Value 
Date Market Value (€) Cash Flow (€) Post Cash Flow (€)

12/31/99 100,000

1/10/00 103,000 20,000 123,000

1/22/00 130,000

1/31/00 133,000
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Portfolio 2

Monthly Return = 8.26%

Composite Return

Beginning Market Value–Weighted Method:

Beginning Market Value plus External Cash Flow–Weighted Method:

Aggregate Return Method (using Modified Dietz Method):

2.A.4 Returns from cash and cash equivalents held in PORTFOLIOS MUST

be included in TOTAL RETURN calculations.

Discussion: Returns earned on cash and cash equivalents held in portfolios must be com-
bined with the returns of other assets in the portfolio to calculate the total portfolio
return. The investment manager’s asset allocation decisions, including allocations to cash,
are a component of the implementation of an investment strategy and, thus, the return
earned on assets.
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External Market Value 
Date Market Value ($) Cash Flow ($) Post Cash Flow ($)

12/31/99 500,000

1/10/00 512,000

1/22/00 530,000 –70,000 460,000

1/31/00 470,000
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If the manager does not control the actual investment of cash (e.g., cash is always invested
in a custodial money market fund or invested separately by the client) but the manager
does control the amount of the portfolio that is allocated to cash, then the cash assets
must be included in the manager’s total assets and the performance of cash must be
included in the total portfolio performance. The fact that the investment of cash is tech-
nically not under the manager’s control will not generally affect the total portfolio results
as much as the allocation of assets to cash, which is under the manager’s control.

Cross Reference: Provision 0.A.3, Provision 2.A.1, Provision 2.A.2

Application:

1. Firm A manages the portfolios of several clients and has full investment discretion over their
assets. At the end of each day, the excess cash in each portfolio is swept into the custodian’s
money market fund. Because Firm A does not manage the money market fund, it does not
include the cash portion of the portfolio in its total return performance calculation. Is this
practice in compliance with the GIPS standards?

No. Even if Firm A does not control the cash investment, it does control the amount of
portfolio assets that are held in cash equivalents. Because Firm A chose to have portfolio
assets “invested” in cash, Firm A is indirectly responsible for the return the cash assets
earn, and that return must be included in the total return of the portfolio.

2.A.5 All returns MUST be calculated after the deduction of the actual
TRADING EXPENSES incurred during the period. Estimated TRADING

EXPENSES are not permitted.

Discussion: Trading expenses refer to the transaction costs incurred in the purchase or
sale of securities. For purposes of the GIPS standards, both gross-of-fees and net-of-fees
returns must be reduced by the trading expenses incurred in the purchase or sale of secu-
rities. These costs must be included when calculating performance because these are costs
that must be paid in order to implement the investment strategy. Trading expenses can be
direct, as in the case of brokerage commissions, or indirect, as in the case of a bid–ask
spread. Direct trading expenses include brokerage commissions and any other regulatory
fee, duty, and/or tax (e.g., stamp duty, regulatory fee, etc.) associated with an individual
transaction. Custody fees should not be included in the trading expenses. Estimated trad-
ing expenses are not permitted.

Cross Reference: Interpretive Guidance for Fees Provisions (Section 4-6), Provision 2.A.1,
Provision 2.A.7, Provision 4.A.6, Provision 4.A.15, Provision 4.A.16

2.A.6 For periods beginning 1 January 2006, FIRMS MUST calculate COM-
POSITE returns by asset weighting the individual PORTFOLIO returns
at least quarterly. For periods beginning 1 January 2010, COMPOSITE

returns MUST be calculated by asset weighting the individual PORT-
FOLIO returns at least monthly.

Discussion: The more frequently composite returns are calculated, the more accurate
the results will be. Quarterly composite calculations will be permitted for periods prior
to 1 January 2010, after which time composite returns must be calculated at least
monthly.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 1.A.4, Provision 1.A.7, Provision 1.B.3, Provision 2.A.3, Provision
2.B.2, Provision 3.A.3, Provision 3.A.4 
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2.A.7 If the actual direct TRADING EXPENSES cannot be identified and seg-
regated from a BUNDLED FEE:

a. when calculating GROSS-OF-FEES RETURNS, returns MUST be
reduced by the entire BUNDLED FEE or the portion of the BUN-
DLED FEE that includes the direct TRADING EXPENSES. The use of
estimated TRADING EXPENSES is not permitted. 

b. when calculating NET-OF-FEES RETURNS, returns MUST be reduced
by the entire BUNDLED FEE or the portion of the BUNDLED FEE

that includes the direct TRADING EXPENSES and the INVESTMENT

MANAGEMENT FEE. The use of estimated TRADING EXPENSES is not
permitted.

Discussion: A bundled fee portfolio is a portfolio with a fee structure that combines multi-
ple fees into one, aggregated or “bundled” fee. Bundled fees can include any combination
of management, transaction, custody, and other administrative fees. Provision 2.A.5
requires that performance must reflect the trading costs incurred by the portfolio during
the measurement period. 

The GIPS standards define gross-of-fees return as the return on assets reduced by any
trading expenses incurred during the period. To meet the requirements of the GIPS stan-
dards when calculating a bundled fee portfolio’s gross-of-fees return, if the firm can iden-
tify the portion of the bundled fee that includes the trading expenses, that is the only por-
tion of the bundled fee that must be reflected in the performance calculation. If the firm
is unable to determine the portion of the total bundled fee reflecting the trading
expenses, the entire bundled fee must be reflected (reduce performance) when calculat-
ing the bundled fee portfolio’s gross-of-fees return. 

The GIPS standards define net-of-fees return as the gross-of-fees return reduced by the
investment management fee. To meet the requirements of the GIPS standards when calcu-
lating a bundled fee portfolio’s net-of-fees return, if the firm can identify the portion of
the bundled fee that includes the investment management fee, that is the only portion of
the bundled fee that must reduce the gross-of-fees return to be reflected in the net-of-fees
performance calculation. If the firm is unable to determine the portion of the total bun-
dled fee reflecting the trading expenses and the investment management fee, the entire
bundled fee must be reflected (performance must be reduced by the entire bundled fee
amount) when calculating the bundled fee portfolio’s net-of-fees return. 

Cross Reference: Interpretive Guidance for Fees Provisions (Section 4-6), Guidance
Statement for Wrap Fee/Separately Managed Account (SMA) Portfolios (Section 4-13),
Provision 2.A.5, Provision 4.A.13, Provision 4.A.14, Provision 4.A.15, Provision 4.A.16

CALCULATION METHODOLOGY — RECOMMENDATIONS

2.B.1 Returns SHOULD be calculated net of nonreclaimable withholding
taxes on dividends, interest, and capital gains. Reclaimable with-
holding taxes SHOULD be accrued.

Discussion: Global investing requires recognition of the tax consequences of investing
in different countries. Some countries allow certain foreign investor types to reclaim a
portion of the foreign withholding taxes that are paid when transactions or payments
occur. These reclaimable foreign withholding taxes are credited back to the investor at
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a later date. It is recommended that reclaimable foreign withholding taxes be accrued.
This recommended provision is not applicable to domestic withholding taxes (used with
after-tax calculations) for individuals for payment of their domestic tax liability. 

Cross Reference: Provision 4.A.7, Provision 5.B.1

Application:

1. The Standards state in Provision 5.B.1.a that gross-of-tax performance is currently recom-
mended for the presentation of results to prospective clients, yet Provision 2.B.1 recommends
that portfolio returns should be calculated net of withholding taxes on dividends, interest,
and capital gains. Please clarify.

The case for reporting international results net of foreign withholding taxes is based on
the concept of reporting performance net of transaction costs. Just as a manager’s per-
formance includes his ability to negotiate transaction costs, internationally a manager’s
performance is based on his ability to choose the countries in which to invest based on
tax consequences. Basically, a manager has control (to some degree) over transaction
costs for his clients, just as a manager has control over which countries are represented in
a portfolio. Country selection is part of the performance process and should include
analysis of tax treaties. Specific country tax impact should be part of the performance
process, just as security selection (net of transaction costs) is part of the process.

It should be noted that if a foreign client has decided to put an investment portfolio with
the firm, and it is the client’s actions that are incurring the taxes, the firm would justifi-
ably report this nondomestic account’s performance on the same basis as the domestic
investors; that is, the return of the foreign investor’s account should be gross of domestic
withholding taxes, but it could be reported either way.

2.B.2 FIRMS SHOULD calculate COMPOSITE returns by asset weighting the
member PORTFOLIOS at least monthly.

Discussion: The more frequently composite returns are calculated, the more accurate the
results will be. 

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 1.A.4, Provision 1.A.7, Provision 1.B.3, Provision 2.A.3, Provision
2.A.6, Provision 3.A.3, Provision 3.A.4

2.B.3 FIRMS SHOULD value PORTFOLIOS on the date of all LARGE EXTERNAL

CASH FLOWS.

Discussion: The more frequently portfolios are valued and performance subsequently cal-
culated, the more accurate the performance calculation. This provision encourages early
implementation of a more accurate time-weighted return calculation methodology. 

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 2.A.2
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COMPOSITE CONSTRUCTION — REQUIREMENTS

3.A.1 All actual, fee-paying, discretionary PORTFOLIOS MUST be included in
at least one COMPOSITE. Although non-fee-paying discretionary
PORTFOLIOS may be included in a COMPOSITE (with appropriate dis-
closures), nondiscretionary PORTFOLIOS are not permitted to be
included in a FIRM’S COMPOSITES.

Discussion: A portfolio is an individually managed pool of assets, which may be a subport-
folio, account, or pooled fund. The portfolio assets are generally managed on behalf of a
client for a defined strategy. An actual portfolio is a portfolio invested in real (tangible)
assets and is differentiated from hypothetical, simulated, or back-tested portfolios or advi-
sory-only (model) portfolios. 

A fee-paying portfolio incurs investment management fees, which are fees paid to the
investment management firm for the ongoing management of the portfolio. These fees
are typically asset based (a percentage of assets), performance based (based on perform-
ance relative to a benchmark), or a combination of the two, but fees may take other forms
as well. Non-fee-paying discretionary portfolios may be included in the firm’s composites.
If a firm chooses to include non-fee-paying discretionary portfolios in a composite, all
non-fee-paying portfolios meeting the definition of that composite should be included in
the composite in the interest of fair representation of performance results. The firm must
present, as of the end of each annual period, the percentage of the composite’s assets rep-
resented by the non-fee-paying portfolios. If the firm chooses to include non-fee-paying
discretionary portfolios in one or more of its composites, the firm is not required to
include all non-fee-paying discretionary portfolios in composites. Examples of non-fee-pay-
ing portfolios are portfolios consisting of the firm’s own pension plan assets or portfolios
managed for friends or employees that are not charged investment management fees. If a
firm temporarily waives the investment management fee for a portfolio that is normally
charged a fee, the portfolio is still considered a fee-paying portfolio (with a fee of zero for
that period) and must be included in a composite. 

If the firm includes non-fee-paying discretionary portfolios in its composites, they are sub-
ject to the same rules as fee-paying portfolios (e.g., the firm must not move the non-fee-
paying portfolio into and out of a composite without documented changes in client guide-
lines or in the case of the redefinition of the composite). 

Discretion is the ability of the firm to implement its intended strategy. If documented
client-imposed restrictions significantly hinder the firm from fully implementing its
intended strategy, the firm may determine that the portfolio is nondiscretionary. There
are degrees of discretion and not all client-imposed restrictions will necessarily cause a
portfolio to be nondiscretionary. The firm must determine if the restrictions will, or
could, interfere with the implementation of the intended strategy to the extent that the
portfolio is no longer representative of the strategy. Nondiscretionary portfolios must not
be included in a firm’s discretionary composites. Firms make the ultimate decision as to
whether or not portfolio restrictions render a portfolio nondiscretionary. Firms should
also document the reasons for classifying each portfolio as nondiscretionary. 

Discretion should be defined at the firm level, but may be defined at the composite level
or by asset class if appropriate. Once the definition of discretion has been determined, it
must be applied consistently.

It is the firm’s responsibility to ensure that all of its actual, fee-paying, discretionary port-
folios are included in at least one composite. Accordingly, firms should review each of
their portfolios (both discretionary and nondiscretionary) on a regular basis to determine
whether any portfolios should be reclassified. 

Nondiscretionary portfolios must not be included in the firm’s composites (i.e., compos-
ites consisting of discretionary portfolios). Some firms, however, may group some or all of
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the firm’s nondiscretionary portfolios together to simplify portfolio administration. For
purposes of complying with the Standards, this is not a composite and must not be
included on the firm’s list of composites. 

Firms must include a portfolio in more than one composite if that portfolio satisfies the
definition of each composite and each composite must contain all portfolios that meet
the composite’s definition.

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
0.A.3, Provision 3.A.2, Provision 3.A.3, Provision 3.A.4, Provision 3.A.5, Provision 3.A.8,
Provision 3.A.9, Provision 5.A.1, Provision 5.A.7

Application:

1. Firm B manages several portfolios according to a particular strategy; however, the firm does
not ever plan to market the strategy. Do these portfolios have to be included in a composite? 

Yes, these portfolios must be included in a composite if the portfolios are actual, fee-pay-
ing, discretionary portfolios. It is important to remember that the GIPS standards are not
marketing or advertising standards, nor do they differentiate between “marketed” and
“nonmarketed” composites.

The requirement for firms to include all actual, fee-paying, discretionary portfolios in at
least one composite ensures that a firm presents a complete picture of its entire perform-
ance record. Without this requirement, there is a potential for firms to exclude poor per-
forming portfolios from composites. Because the intent of the Standards is to accurately
and fairly represent firm performance, all actual, fee-paying, discretionary portfolios must
be included in at least one of the firm’s composites. Firms must maintain a list and
description of all composites, whether marketed or not, and must disclose that the list is
available upon request (see Provision 4.A.2).

If client-imposed restrictions on these portfolios do not allow the implementation of the
firm’s strategy, the firm could either classify these portfolios as nondiscretionary (and all
other portfolios with the same restrictions) or could choose to classify them as discre-
tionary and create a composite for portfolios with the defined restrictions. Firms should,
where possible and appropriate, consider classifying portfolios with defined restrictions as
discretionary and grouping them with portfolios with similar restrictions in a composite. 

2. Firm C manages a portfolio that recently had new investment restrictions placed on it by the
client, rendering it nondiscretionary. Should the firm retroactively remove that portfolio from
its composite? 

No. Firm C has the responsibility of creating its own definition of discretion and applying
this definition consistently over time to all portfolios. A portfolio that changes from dis-
cretionary to nondiscretionary status because of a new client-imposed restriction may be
removed from a composite on a prospective basis only; the portfolio must not be removed
retroactively. 

3. Firm D seeks to establish a record for managing aggressive growth portfolios but does not yet
manage client funds to that style. To create a performance history to show potential clients,
the firm uses its own capital to create a portfolio that is managed to an aggressive growth
style. Can the firm present this performance in a new aggressive growth composite and
remain in compliance with the GIPS standards? 

Yes. Firm D could create an aggressive growth composite consisting only of the firm’s
seed capital. The firm must show in the composite presentation the percentage of com-
posite assets that are non-fee-paying, which in this case, is 100 percent (see Provision
5.A.7). The composite performance record would begin with the inception of the one
portfolio and, therefore, would not have any prior history. As the firm acquires portfolios
that are managed to this strategy, the new portfolios’ performance will be included in
the composite as soon as they meet the composite inclusion criteria the firm establishes
for the composite. 

3-4
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4. We have a client whose assets are divided between several portfolios. The client wants to
maintain the portfolios separately. Do we consider each portfolio for this one client as sepa-
rate portfolios or do we combine the separate portfolios into a single portfolio?

One of the fundamental concepts of the Standards is the creation of composites based on
the strategies implemented by the firm. The Standards require that firm composites must
be defined according to similar investment objectives and/or strategies. The firm must
determine how to construct its composites such that the composites represent the firm’s
investment strategies and present performance fairly and accurately. 

If the portfolios described are all managed with the same investment strategy, then plac-
ing them in one composite may be acceptable within the requirements of the Standards.
The firm must determine whether or not including the portfolios together in a composite
will present performance accurately and fairly and what would be meaningful and repre-
sentative. 

It should be noted that if the relationship is managed as one strategy, then the firm
should combine the “subportfolios” into one “master” portfolio for the appropriate com-
posite such that composite calculations, such as composite minimum, number of portfo-
lios, and dispersion, are calculated using the “master” portfolio. If the accounts are not
managed as one strategy, they would be considered individual portfolios and would each
be placed in the appropriate composites. All composite calculations, such as composite
minimum, dispersion, and so on, would be calculated using the individual portfolio.

5. Is there a minimum number of accounts, or a minimum percentage of a firm’s accounts,
and/or a minimum amount of money that must comprise a legitimate composite? 

No, there is not a minimum number of accounts, or a minimum percentage of a firm’s
accounts, and/or a minimum amount of money that must comprise a composite. All
actual, fee-paying discretionary portfolios must be included in at least one composite;
composites are to be defined according to similar investment objectives and/or strategies.

6. Can a firm include a single portfolio in more than one of the firm’s composites?

Yes. The Standards state that firms must include all actual, discretionary, fee-paying port-
folios in at least one of the firm’s composites. If the portfolio meets the defined criteria
for inclusion in more than one composite, the firm must include the portfolio in all
appropriate composites. For example, a firm may have a large-cap composite and a large-
cap growth composite. If the firm manages a portfolio that meets the criteria for inclusion
in the large-cap composite as well as the large-cap growth composite, the firm must
include the portfolio in both composites.

3.A.2 COMPOSITES MUST be defined according to similar investment objec-
tives and/or strategies. The full COMPOSITE DEFINITION MUST be
made available on request.

Discussion: A composite is an aggregation of individual portfolios representing a similar
investment mandate, objective, or strategy. Creating meaningful composites is critical to
fair presentation, consistency, and comparability of results over time and among firms. 

The important concept is that all assets of the firm to which the Standards apply are
accounted for appropriately in composites. Firms make the ultimate decision about which
portfolios belong in each composite.

Composite definitions, the detailed criteria that determine the allocation of portfolios to
composites, must be documented in the firm’s policies and procedures. In addition, the
full composite definition must be made available upon request.

Defining and constructing composites is one of the first steps in implementing the GIPS
standards. Composites are the primary vehicle for presenting performance to a prospec-
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tive client. The Standards require that firms include all actual, discretionary, fee-paying
portfolios in at least one composite that is managed according to a particular strategy or
style. In this way, firms cannot “cherry-pick” their best performing portfolios to present to
prospective clients. 

The manager must determine what definition of the composite is most appropriate:
either a broad, “inclusive” definition of the composite, with a potential of a wide disper-
sion of portfolios returns; or a more limited, narrower, “exclusive” definition with a poten-
tial of a smaller dispersion of portfolios returns. This choice will be revealed through the
required disclosures of amount of assets in the composite and either percentage of the
total firm assets represented by the composite or the amount of total firm assets at the
end of each annual period.

The GIPS standards require firms to develop objective criteria for defining composites.
The following are guiding principles that firms must consider when defining composites:

• Composites must be defined according to investment objective and/or strategy.
Composites should enable clients to compare the performance of one firm to
another. The firm should also consider the definition and construction of similar
products found within the competitive universe. Composites must be representa-
tive of the firm’s products and be consistent with the firm’s marketing strategy. 

• Firms must apply the criteria for defining composites consistently (e.g., the firm
may not select only certain, specific portfolios (i.e., “cherry-picking”) that meet
the composite definition, but must include all portfolios that satisfy the criteria for
inclusion). 

• Firms are not permitted to include portfolios with different investment strate-
gies or objectives in the same composite. The performance of such a composite
is meaningless. In the case where there are many portfolios with unique, defin-
ing investment characteristics, the firm may create numerous single-portfolio
composites.

Composite Definition Criteria

In addition to the guiding principles above, firms may choose to define their composites
according to relevant criteria and must document the definition of each composite,
including any criteria or constraints. It is constructive to consider a hierarchical structure
of criteria for composite definition that promotes primary and secondary strategy charac-
teristics. It is also important to understand the defining characteristics commonly found
in the marketplace for investment products. Comparability of similar strategies or prod-
ucts is a fundamental objective of the Standards and benefits current and prospective
clients when firms define strategies similarly, using clear and unambiguous terminology.

Suggested Hierarchy for Composite Definition

The following suggested hierarchy may be helpful as firms consider how to define com-
posites. Firms are not required to define their composites according to each level of the
hierarchy. 

Investment Mandate
Composites based on the summary of strategy or product description. Example:
large-cap global equities.

Asset Classes
Composites based on a broad asset class are the most basic and should be represen-
tative of the firm’s products. Firms may further define the asset class by country or
region. Examples: equity, fixed income, balanced, real estate, venture capital, U.S.
fixed income, European equities.

Style or Strategy
Firms may further define a composite based on the style or strategy in order to pro-
vide investors with additional insight and allow for increased comparability. Examples:
growth, value, active, indexed, asset class sector (e.g., telecommunications), etc.
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Benchmarks
Firms may define composites on the basis of the portfolios’ benchmark or index
provided the benchmark reflects the investment objective or strategy and there are
no other composites with the same characteristics. This is often the case if the
benchmark also defines the investment universe. Examples: Swiss Market Index,
S&P 500 Index, Lehman Aggregate Index, etc.

Risk/Return Characteristics
Portfolios with different risk characteristics (e.g., targeted tracking error, beta,
volatility, information ratio, etc.) and return objectives may be grouped together
into different composites. Examples: Japanese Equity Composite with a targeted
excess return of 1 percent and targeted tracking error of 2 percent would be in a
separate composite from a Japanese Equity Composite with a targeted excess return
of 3 percent and targeted maximum volatility of 6 percent.

Constraints/Guidelines

In addition to the fundamental criteria above, firms may choose to further define their
composites based on relevant client constraints or guidelines. The following are examples
of constraints or guidelines that could result in materially different strategies and, there-
fore, justify separate composites.

Extent of the Use of Derivatives, Hedging, and/or Leverage
In general, portfolios that use derivatives, leverage and/or hedging have a unique
(different) investment strategy from those portfolios that do not utilize these tech-
niques or instruments (see Provision 4.A.5).

Treatment of Taxes
The firm should define separate composites for portfolios with specific tax treat-
ments if the treatment of taxes hinders the firm’s ability to implement a specific
investment strategy as compared to similar portfolios without specific tax treatments.

Type of Client (e.g., pension fund, private client, endowment, etc.)
Client type alone must not be used as the primary criteria for defining a composite.
If portfolios of different client types have materially different investment strategies
and/or styles that are specific to the type of client, the firm must create separate
composites representing each of the different strategies. 

Instruments Used (e.g., invest only in pooled vehicles versus individual securities)
If portfolios use specific instruments the firm may define separate composites.

Size of Portfolios 
Differences in portfolio size may result in meaningful, material differences in invest-
ment strategy and justify the creation of separate composites. For example, an index
strategy may be implemented via sampling (i.e., holding a sample of the index secu-
rities) for smaller portfolios, while the strategy may be implemented via a full repli-
cation of the index for larger portfolios. In this case, the strategy is actually differ-
ent based on the size of the portfolio. 

Client Characteristics (e.g., cash flow needs, risk tolerances)
Firms may create composites based on multiple client characteristics. 

Portfolio Types (e.g., segregated (separate) portfolios, pooled portfolios (mutual funds)) 
Pooled funds, including mutual funds and unit trusts, may be treated as separate
composites or combined with other portfolios into one or more composites of the
same strategy, style, or objective.

Base Currency
Base currency must not be a criteria used for composite definition unless it is spe-
cific to the investment strategy. 
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Additional Considerations

Multiple Asset Class Portfolios
Multi-asset or balanced portfolios are portfolios that consist of more than one asset
class. Composites should be constructed according to strategic ranges of asset mixes
provided in the client investment guidelines, not according to the tactical percent-
age of assets invested in the different asset classes. Portfolios with varying, but simi-
lar strategic asset allocations can be grouped together if they collectively have the
same strategy or style. Firms often have discretion to tactically alter the asset alloca-
tion in an effort to add value. Portfolios must not be moved into or out of compos-
ites due to changes in the tactical asset allocation. Only in the case of client-docu-
mented strategic asset allocation changes should portfolios be moved into different
composites. 

Whenever the firm has discretion over changes from one asset class to another, the
total return on the entire portfolio should be used in compiling the performance of
that portfolio. If the firm does not have discretion over the asset mix, the segments of
the various asset classes, with their respective cash positions, could be included in
composites of like assets.

Inception Date
In general, firms are not permitted to create composites based solely on inception
date. However, in very specific situations, it may be appropriate to group portfolios
into composites according to inception date (e.g., venture capital composites, after-
tax composites, municipal bond composites). 

Firms with Multiple offices, Branches, or Investment Divisions
Firms are only permitted to define different composites for offices, branches, or
investment divisions of a firm if the portfolios are managed according to investment
objectives, styles or strategies that are unique to each particular office, branch, or
division. Thus, the style or strategy determines the composite, not the location or
group. Composite definitions cannot span multiple firms. For additional guidance
regarding how the firm can be defined, please refer to the Guidance Statement on
Definition of the Firm.

Dispersion of the Portfolio Returns within a Composite
While dispersion is one measure to determine how consistently the firm has imple-
mented its strategy across the portfolios in the composite, it can only be measured
on an ex-post basis and, therefore, should not be used as a criterion to define a com-
posite. A dispersion figure may serve as a good indicator of whether the criteria for
composite definition are suitable and whether a composite should be redefined.
There is no general rule for a maximum amount of composite dispersion. The firm
should contemplate the definition of a broad, “inclusive” composite with a wide dis-
persion of portfolio returns versus a narrow, “exclusive” composite with a more nar-
row dispersion measure. 

Treatment of Fees
Different types of management fees should not be used as criteria for composite defi-
nition. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.1, Provision 3.A.5, Provision 4.A.20, Provision 4.A.22 

Application:

1. Firm E has a number of fee-paying client portfolios managed to a particular investment
strategy. Firm E also manages assets following this same strategy for clients who do not pay
fees, and wants to include these portfolios in a composite. Should Firm E create two separate
composites for its fee-paying and non-fee-paying portfolios?

In general, management fees should not be used as criteria for composite definition.
Because the assets are managed in the same manner and follow the same strategy, the non-
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fee-paying portfolios should be included in the same composite as the fee-paying portfo-
lios. The Standards do not, however, require that non-fee-paying portfolios be included in
a composite. If Firm E chooses to include non-fee-paying portfolios in the composite,
Provision 5.A.7 requires Firm E to present, as of the end of each annual period, the per-
centage of the composite assets represented by the non-fee-paying portfolios.

2. If a fund invests in publicly traded equities for both limited partnerships and for separate
accounts, should the manager set up different composites for each legal structure?

A composite should include all portfolios that are managed according to the same strat-
egy. Differences in legal structure alone would not warrant a separate composite defini-
tion. It is up to the manager to decide how results can be presented in the most meaning-
ful way, however, and if differences in legal structure cause the implementation of the
strategy of the portfolios to differ, then the manager would place limited partnerships and
separate accounts in separate composites.

3.A.3 COMPOSITES MUST include new PORTFOLIOS on a timely and consis-
tent basis after the PORTFOLIO comes under management unless
specifically mandated by the client.

Discussion: It is the responsibility of the firm to set reasonable guidelines for each com-
posite regarding the inclusion of new portfolios into the composite. Firms are encouraged
to establish a policy that includes new portfolios in composites as soon as possible, prefer-
ably at the start of the next full performance measurement period.

Firms may need time to invest the assets of a new portfolio to reflect the firm’s investment
strategy, and the Standards thus allow firms some discretion to determine when the new
portfolio should be added to the composite. Firms must establish a policy on a composite-
by-composite basis and apply it consistently.

Firms may delay the inclusion of a new portfolio into a composite in the case of specific
instructions from the client. For example, a client may indicate to the firm that assets will
be deposited over an extended period, which may delay the full implementation of the
firm’s strategy until all assets are received. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision 3.A.1

Application:

1. Firm A has two composites, a global government fixed-income composite and an emerging
market fixed-income composite. Do the GIPS standards require new portfolios to be included
at the same time for both of these composites?

The GIPS standards require that firms establish a policy for including new portfolios in
composites and apply the policy consistently within that composite. Different strategies
may result in different time frames for inclusion based on the liquidity of the assets
involved. Although in most situations it is fairly easy to purchase and sell global govern-
ment fixed-income securities, emerging market debt may be more illiquid and therefore
may initially require a longer period of time to implement the firm’s strategy. The global
government fixed-income composite might have a new portfolio inclusion policy with a
shorter time frame relative to the emerging market fixed-income composite. 

2. Firm B obtains a new client who will eventually invest $25 million with the firm in their
Value strategy. However, assets will be transferred to the manager in $5 million increments
over a period of 18 months. The firm’s policy for the Value composite is to include new port-
folios at the beginning of the first full month under management. How should Firm B treat
this portfolio?

Because Firm B is not receiving the entire funding at once, it must consider whether the
incremental funding will affect its ability to implement the Value strategy. The timing of
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the client’s funding might require the firm to exclude the portfolio beyond the first
month under management. In this way, the client mandate could result in an exception to
the composite’s policy regarding new portfolios. However, if Firm B determines that the
incremental investing does not affect the implementation of the style or strategy, then
Firm B must include the portfolio in the Value composite in accordance with its policy.

3. A firm manages private client portfolios. Depending upon when the portfolio came under
management, returns will vary because of opportunities available at the time. Can a firm
establish composites based on the date a portfolio comes under firm management?

In very specific situations, it may be appropriate to group portfolios into composites
according to inception date (e.g., venture capital composites, after-tax composites, munic-
ipal bond composites). Because composites should represent consistency—or lack of con-
sistency—of a strategy over time, a composite based on inception date would, generally,
not show representative results of how the strategy performs over time as market condi-
tions change. New portfolios are added to a composite according to reasonable and con-
sistently applied manager guidelines.

3.A.4 Terminated PORTFOLIOS MUST be included in the historical returns
of the appropriate COMPOSITES up to the last full measurement
period that the PORTFOLIO was under management.

Discussion: This requirement prevents survivorship bias by retaining the performance his-
tory of the portfolio while it was managed to the composite’s strategy. Once a client noti-
fies the firm of the termination, the firm generally loses its discretion over the portfolio
(e.g., the firm is restricted on its management of the portfolio). In this case, the firm
should include the portfolio in the composite through the last full measurement period
for which the firm has discretion. If all the portfolios are removed from a composite, for
any reason, the performance record of the composite comes to an end. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision 3.A.1

Application:

1. Firm A has a policy of removing terminated portfolios on the first day of the month that the
firm was notified of termination. If notification of a portfolio’s termination is received on
25 May, when should it likely be removed from the composite?

The firm’s policy should be based on removing the portfolio from the composite at the
start of the performance measurement period when the firm no longer has discretion over
the assets. Assuming monthly performance measurement periods, the portfolio should be
included in the composite performance calculations through 30 April but should be
excluded from the composite calculations for May, if the firm had discretion over the assets
through the month of April and no longer had discretion over the assets after 25 May. 

3.A.5 PORTFOLIOS are not permitted to be switched from one COMPOSITE to
another unless documented changes in client guidelines or the redef-
inition of the COMPOSITE make it appropriate. The historical record
of the PORTFOLIO MUST remain with the appropriate COMPOSITE.

Discussion: Firms are only permitted to move portfolios into and out of composites
because of documented changes in client guidelines or in the case where the redefinition
of a composite makes it appropriate. For purposes of the GIPS standards, documentation
can include, but is not limited to, letters, faxes, e-mails, and/or internal memorandums
documenting conversations with clients. 
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This requirement seeks to preclude or at least minimize the movement of portfolios into,
out of and between composites. Theoretically, once a firm creates composites based on its
various investment strategies, portfolios will be managed to those strategies on a long-term
basis. As a result, defining composites is a critical issue when attempting to comply with
the GIPS standards. 

Over time, a client’s investment objective may change and moving the portfolio from one
composite to another may be necessary; however, the move must be based on a directive
from the client that is clearly identified and documented. The history of the existing port-
folio must remain with the original composite.

Firms may adopt a new investment strategy and must create a new composite to reflect the
new strategy. The firm may move some of their existing portfolios into the new composite,
based on directives from their clients that are clearly identified and documented. The his-
tory of the existing portfolios must remain with the original composite.

Although investment strategies can change over time, in most cases firms should not
change the definition of a composite. Generally, changes in strategy result in the creation
of a new composite. In some very rare cases, however, it may be appropriate to redefine a
composite. If a firm determines that it is appropriate to redefine a composite, it must dis-
close the date and nature of the change. Changes to composites must not be applied
retroactively. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.1, Provision 3.A.2, Provision 4.A.22

Application: 

1. Firm A manages a portfolio for a client who instructs the firm to change the portfolio’s
mandate from an intermediate duration bond portfolio to a long duration bond portfolio.
Should Firm A place this portfolio in a different composite?

Yes, documented change in the client’s investment guidelines would cause the portfolio to
be removed from the intermediate duration bond composite and placed into the long
duration bond composite once fully invested in the new style. If the firm does not cur-
rently have a long duration bond composite, it is recommended that the firm create one.
This account transfer will be treated like a terminated account when it is removed from
the intermediate duration bond composite, and it will be treated like a new account to
the long duration bond composite. The portfolio’s prior history must remain in the inter-
mediate duration bond composite through the last full measurement period the portfolio
was managed in the intermediate duration style.

2. For the past five years, Firm C has maintained a global equity composite. Although the
firm defined the strategy to allow investments in equity securities from any geographic
area, the firm tactically did not hold any Japanese equities during that time. Now, Firm
C wants to redefine the composite as global equities ex-Japan. Is this possible under the
GIPS standards? 

Historically, Firm C did not actually manage the assets in the global ex-Japan style. Instead
it made a tactical decision not to own Japanese equity securities. It had a broadly defined
investment management style for the original composite that could have included
Japanese equity securities. By redefining the strategy of the composite more narrowly, the
new ex-Japan composite would not accurately reflect the investment strategy of the com-
posite historically. Redefining composites in this way does not provide an accurate history
of the mandate and would not be appropriate. Firm C is accountable for the tactical deci-
sion not to own any Japanese securities. Typically, Firm C would need to have docu-
mented changes in client guidelines in order to make such a change to the strategy of the
portfolios in the composite.

3. If we currently have a composite for a particular strategy and the implementation of that
strategy changes, can the performance track record continue to be associated with the new
strategy?
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As most firms evolve, they refine their investment process through the use of new tech-
nologies and resources. It would seem clients would expect their firm to refine and
improve the investment process.

Within the context of the Standards, a composite is an aggregation of a number of portfo-
lios into a single group that represents a particular investment objective or strategy. The
Standards require that composites must be defined according to similar investment objec-
tives and/or strategies. If the investment objective of the portfolios in the composite
remains constant as the firm refines the investment process, the firm should not create a
new composite. If, however, the investment objective/strategy of the portfolios in the com-
posite has changed, the firm should document the changes in client guidelines and create
a new composite. The performance track record starts for that new composite when port-
folios meeting the definition of the new composite are added to it. The firm should
clearly document its decision and decision-making process in the event its decision to cre-
ate or not to create a new composite is questioned by a verifier/regulator.

4. We currently have two composites in the small cap growth universe. The guiding principles
for managing the accounts are the same, but the market cap ranges differ on the low and
high ends. One product runs approximately $100 million to $1 billion. The other product
runs $500 million to $1.5 billion (with flexibility up to the largest stock in the Russell 2000
Growth Index).

We would like to expand, with client acceptance, the market cap range for all accounts in
each product to encompass the full range, essentially eliminating the need for two products.
How do we approach this from a composite standpoint? 

When a firm decides to combine the investment strategies/objectives of two (or more)
different composites, the firm would document the changes in client guidelines and cre-
ate a new composite. The new composite will consist of all portfolios of the combined
composites. The existing composites that the firm wishes to combine into this new com-
posite would cease to continue. The new composite would not have historical perform-
ance results because the new composite’s strategy is newly implemented. The firm would
maintain and have available the performance results of the previous composites.

5. We are changing our investment process and the personnel involved in the management of
a U.K. Fund. The risk and return objectives will be lower, and the fund will be predomi-
nantly analyst run rather than portfolio manager run, as it was previously. Does this
require a change in composite?

The firm must determine if the changes in investment process and personnel will result in
a change in the investment strategy of the portfolios in the composite. If the firm deter-
mines that the changes result in a different investment strategy for the portfolios, then
changes to the client guidelines for the portfolios in the existing composite must be docu-
mented. If this will be a new investment strategy offered by the firm, a new composite will
be started with a current composite creation date and no composite history. 

6. One of our portfolio managers is about to be promoted, and another manager will assume
responsibility for the portfolios managed to the strategy. The new manager will use the same
model, but will apply his own discretion. The investment guidelines for these portfolios will
not change when the new manager assumes responsibility for the portfolios. Do we need to
create a new composite for the new manager’s investment history?

It does not appear that the firm is changing the investment objectives and/or strategies of
the portfolios. As such, the portfolios should all continue in the composite and the com-
posite’s history will continue uninterrupted when the new manager assumes investment
responsibility for the portfolios. The firm must also consider if the change in personnel is
a significant event that should be disclosed (see Provision 4.A.19).

7. We have an account for an individual in one of our composites, but the client passed away
and the account had to be closed and re-opened in another legal status. How do we treat
this change for composite reporting purposes?
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From the perspective of the investment management firm, it does not seem that the port-
folio was actually “terminated,” in that the portfolio did not leave the firm and the firm
never lost its discretion over the portfolio. The change in legal status of the portfolio
would not be reason to stop and start the performance, especially in light of the fact that
the assets never left the portfolio, the firm was never restricted in its management of the
portfolio, and the strategy of the portfolio remains unchanged.

8. One of the portfolios in our All-Cap Growth Equity composite changed objectives towards the
end of the second quarter (client agreement date: 21 June) from All-Cap ($300 million and
above market cap) to Mid-Cap ($1 billion to $10 billion).

Should the portfolio be taken out of the All-Cap composite for June, even though the portfo-
lio’s objective only changed in the last 9 days of the month? In talking to the portfolio man-
agers involved, no changes were implemented during the short period because of the similar-
ity of the two styles (All-Cap vs. Mid-Cap).

Does the client objective change automatically exclude the account from being in the All-Cap
composite for June?

Shifts from one composite to another should be consistent with the guidelines set forth by
the specific account agreement or with documented guidelines of the firm’s client. In the
situation you present, if there was any latitude within the agreement as to when the
change should occur, in the interest of fair representation and full disclosure, the firm
should include the account in the All-Cap Growth Equity composite only through the last
full measurement period that the account was managed to that strategy.

3.A.6 Convertible and other hybrid securities MUST be treated consis-
tently across time and within COMPOSITES.

Discussion: The Standards do not address specifics of security classification. If a firm
determines that convertible bonds should be treated as equity securities, then it must be
consistent with its treatment of all convertible bonds. Keeping in mind the spirit and
objectives of the Standards—fair representation and full disclosure—the firm should
define a policy for categorizing assets and follow it consistently.

3.A.7 CARVE-OUT segments excluding cash are not permitted to be used
to represent a discretionary PORTFOLIO and, as such, are not permit-
ted to be included in COMPOSITE returns. When a single asset class
is carved out of a multiple asset class PORTFOLIO and the returns
are presented as part of a single asset COMPOSITE, cash MUST be
allocated to the CARVE-OUT returns in a timely and consistent man-
ner. Beginning 1 January 2010, CARVE-OUT returns are not permitted
to be included in single asset class COMPOSITE returns unless the
CARVE-OUT is actually managed separately with its own cash balance. 

Discussion: A carve-out is a single or multiple-asset-class segment of a multiple-asset-class
portfolio. For example, the Asian securities from a Euro-Pacific portfolio or the equity
portion of a balanced portfolio could be considered a carve-out. Carve-outs are generally
based on asset class, geographic region, or industry sector.

Carve-out returns are only a valid track record if they are representative of what would
have been achieved in a portfolio dedicated to the carved-out strategy. Additionally, the
Standards require that returns from cash and cash equivalents held in portfolios must be
included in total return calculations. Generally, a portfolio experiences some degree of
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cash flow. If the allocation of cash to the segment is not captured in the carve-out seg-
ment return, the return is not representative of what would have been achieved in a port-
folio dedicated to the carved-out strategy.

Because any carve-out record used as a stand-alone record for the strategy must be
representative of an actual segregated portfolio managed to that strategy, the carved-
out segment must be discretionary and structured materially the same as a portfolio
dedicated to that strategy. Firms must establish policies and procedures for the cre-
ation, use and calculation of carve-outs, including cash allocation, and must apply
them consistently. 

Cross Reference: Guidance Statement on the Treatment of Carve-Outs (4-8), Guidance
Statement on the Use of Supplemental Information (4-10), Provision 2.A.4, Provision
3.B.1, Provision 4.A.11, Provision 5.A.5

Application:

1. Our firm has a balanced portfolio with a defined asset allocation of 25 percent U.S. equity,
25 percent non-U.S. equity, and 50 percent fixed income. Although each segment is man-
aged in the same way as a stand-alone portfolio managed to the segment’s strategy, we do
not segregate the segments into separate portfolios with separate cash allocations. What is an
acceptable method of allocating cash to the segments?

The Standards do not require a specified cash-allocation methodology. The firm must
choose a method that allocates the cash in a timely and consistent manner, document it
and apply it consistently. 

One suggested methodology would be to allocate cash to each segment based on the
beginning-of-period valuations: identify the cash allocation percentage for each portfolio
segment at the beginning of the period. For example, at the beginning of January, iden-
tify the percentage of residual cash that will be allocated to the carve-outs at month end.
Or, at the beginning of the measurement period, if the market values for the segments –
excluding residual cash – are 26 percent/23 percent/51 percent, residual cash in the
portfolio will be allocated 26 percent to U.S. equity, 23 percent to non-U.S. Equity, and 51
percent to fixed income. 

Another methodology would be to base the allocation directly upon the target strategic
asset allocation: allocate residual cash in the percentages established when the portfolio
was established. In the example provided above, residual cash will be allocated to rebal-
ance the portfolio to 25 percent to U.S. equity, 25 percent non-U.S. equity, and 50 percent
fixed income. 

3.A.8 COMPOSITES MUST include only assets under management within the
defined FIRM. FIRMS are not permitted to link simulated or model
PORTFOLIOS with actual performance.

Discussion: Simulated, back-tested, or model results must not be included in composites,
as they do not represent actual assets under management. 

Similarly, firms may not blend the history of two existing composites to create historical
performance for a “hybrid” or model composite (e.g., combine the results of an equity
composite and a fixed-income composite to form a hypothetical balanced composite).
Even though the asset-class returns are based on actual assets under management, the
arbitrary method of combining them historically is subject to manipulation and does not
represent real-time asset allocation decisions. 

Cross Reference: Guidance Statement on the Definition of the Firm (4-4), Guidance
Statement on the Use of Supplemental Information (Section 4-10), Provision 0.A.1,
Provision 0.A.3, Provision 0.A.4, Provision 3.A.1
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Application: 

1. Firm A wants to offer a new investment management style. To demonstrate its capability to
manage assets according to the new balanced strategy, Firm A creates a new balanced com-
posite and produces three years of performance history using hypothetical assets and a back-
tested asset allocation strategy. Can Firm A present this hypothetical composite history as a
GIPS-compliant presentation?

No. Composite returns must only contain actual assets under management.

2. Will a model portfolio, compiled by an advisor who does not have discretion to invest assets
in accordance with the model, qualify for a composite?

No, as there are not any actual, fee-paying discretionary portfolios managed to the strat-
egy. Model or advisory-only assets are not considered assets of the firm and are not
included in total firm or composite assets.

3. Our firm had a composite that lost all of its constituent portfolios for one quarter. May we
continue our track record without interruption by using the benchmark return for the miss-
ing quarter of performance?

No, firms may not link simulated performance to actual performance earned by the firm
and represent the history as that of the firm. Composite returns must represent perform-
ance of only actual discretionary assets under management.

3.A.9 If a FIRM sets a minimum asset level for PORTFOLIOS to be included
in a COMPOSITE, no PORTFOLIOS below that asset level can be
included in that COMPOSITE. Any changes to a COMPOSITE-specific
minimum asset level are not permitted to be applied retroactively.

Discussion: Firms may establish a minimum asset level for a composite to identify portfo-
lios that are too small to be representative of the intended strategy.

Once a minimum size is established, it must be disclosed and applied consistently, and port-
folios above this limit must be included in the composite. Changes to the minimum asset
level should not occur frequently. If a firm makes a change to the minimum asset level for
an existing composite, the firm must disclose the change to the minimum and consistently
apply the new limit going forward. The firm must not go back and re-state historical per-
formance data to include or exclude portfolios using the new minimum asset level. 

Firms must disclose the minimum asset level of the composite, if one exists, in each
respective composite presentation. Portfolios may fall below the minimum because of
client withdrawals or depreciation in market value. Firms must determine, as part of their
policies regarding minimum asset levels, which market value will be used to evaluate com-
posite portfolios against the minimum asset level (e.g., beginning- or ending-period mar-
ket value, including or excluding cash flows, etc.). If a firm establishes a minimum, it must
document the policies established regarding how portfolios are treated if they fall below
the minimum and must apply these policies consistently. Firms should consider establish-
ing a threshold for the application of the minimum asset level and a minimum time
period in order to minimize portfolio movement into or out of a composite. Firms should
bear in mind that if all the portfolios are removed from a composite, for any reason, the
performance record of the composite comes to an end. 

If a portfolio is removed from a composite, the prior history of the portfolio must remain
in the composite. Like all policies, once the firm establishes a policy regarding the mini-
mum asset level it must be applied consistently. Once a portfolio is removed, the firm
must determine if the portfolio meets any other composite definition and must include it
in the appropriate composite(s) in a timely and consistent manner. If after a period of
time, portfolios move above the minimum or new portfolios are added to the composite,
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the prior performance history of the composite should be shown but not linked to the
ongoing composite performance results. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.1, Provision 3.B.3, Provision 4.A.3, Provision 4.A.20

Application:

1. We have a composite of 120 accounts with a 10-year track record. We’d like to reclassify half
of those accounts and move them to other composites as they no longer fit the objective of the
historical composite. This is largely because of the accounts decreasing in size whereby there
are not enough assets to buy all the appropriate number of securities for the style. Would we
lose the historical performance record of the composite by removing so many accounts (more
than half)? 

If a firm chooses to implement a minimum asset level or change a minimum asset level
for an existing composite, the firm must document and disclose the change to the mini-
mum and consistently apply the new limit going forward. The firm must not go back and
re-state historical performance figures to include or exclude portfolios using the new min-
imum asset level.

COMPOSITE CONSTRUCTION — RECOMMENDATIONS

3.B.1 CARVE-OUT returns SHOULD not be included in single asset class
COMPOSITE returns unless the CARVE-OUTS are actually managed sep-
arately with their own cash balance.

Discussion: Although the use of carve-outs with cash allocated to the segments is not recom-
mended, it is permitted, but only through 31 December 2009. Provision 3.A.7 requires that
beginning 1 January 2010, carve-out returns are not permitted to be included in single asset
class composite returns unless the carve-out is actually managed separately with its own cash
balance.

Cross Reference: Guidance Statement on the Treatment of Carve-Outs (Section 4-8),
Guidance Statement on the Use of Supplemental Information (4-10), Provision 2.A.4,
Provision 3.A.7, Provision 4.A.11, Provision 5.A.5

3.B.2 To remove the effect of a significant EXTERNAL CASH FLOW, the use
of a TEMPORARY NEW ACCOUNT is RECOMMENDED (as opposed to
adjusting the COMPOSITE composition to remove PORTFOLIOS with
significant EXTERNAL CASH FLOWS).

Discussion: A significant external cash flow may be defined by the firm for each compos-
ite. The definition must be determined as either a specific monetary amount or a percent-
age of portfolio assets, and may be influenced by the characteristics of the asset class(es)
within the strategy.

The firm could choose to establish a policy to create a temporary new account when a portfo-
lio experiences a significant external cash flow. If a portfolio experiences a significant external
cash inflow, the firm would create a temporary new account for the inflow of assets. The funds
will remain in the temporary account until they are fully invested to reflect the manager’s
mandate for the portfolio. It would be expected that the time horizon for the existence of the
temporary account would be in line with the firm’s established policy for including new
accounts in the composite. The performance of the funds in the temporary new account will
not be reflected in the firm’s performance until it is assimilated into the client’s portfolio and
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the temporary new account is liquidated. The assets of the temporary new account will be
reflected in total firm assets if it is in existence at the end of a reporting period. 

If the portfolio experiences a significant external cash outflow, the firm would create a
temporary new account for the outflow of assets. The temporary new account will be
funded with the assets the manager will distribute to the client or will liquidate to meet
the cash flow needs of the client. The portfolio with the remaining assets will continue in
the composite and will reflect the outflow in the performance calculation. The temporary
new account will not be included in any composite’s performance calculation. The assets
of the temporary new account will be reflected in total firm assets if it is in existence at
the end of a reporting period. 

Cross Reference: Guidance Statement on the Treatment of Significant Cash Flows
(Section 4-9)

3.B.3 FIRMS SHOULD not market a COMPOSITE to a prospective client who
has assets less than the COMPOSITE’S minimum asset level.

Discussion: When a firm establishes a minimum asset level for including portfolios in a
composite, the firm is indicating that portfolios below that level are too small to be repre-
sentative of that strategy. In the interest of fair representation, it would not be in the
prospective client’s best interest to be shown a composite that does not represent a strat-
egy that is available to the prospective client.

Once a firm claims compliance with the GIPS standards, it must make every reasonable
effort to provide all prospective clients with a presentation that complies with all the appli-
cable requirements of the Standards; the firm may not choose to whom to present per-
formance in compliance with the Standards. It is up to the firm and the prospective client
to determine the selection of composites provided. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.9, Provision 4.A.3
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DISCLOSURES — REQUIREMENTS 

4.A.1 FIRMS MUST disclose the definition of “FIRM” used to determine the
TOTAL FIRM ASSETS and FIRM-wide compliance.

Discussion: To claim compliance with the GIPS standards, the firm must comply with the
Standards on a firm-wide basis. Accordingly, the firm must determine exactly how it will
be defined for the purpose of compliance. The Standards require that a firm must be
defined as an investment firm, subsidiary, or division held out to clients or potential
clients as a distinct business entity.

A distinct business entity is a unit, division, department, or office that is organizationally
and functionally segregated from other units, divisions, departments, or offices and
retains discretion over the assets it manages and should have autonomy over the invest-
ment decision-making process.

Possible criteria that can be used to determine this include: 

• being a legal entity;
• having a distinct market or client type (e.g., institutional, retail, private client, etc.); 
• using a separate and distinct investment process.

Because there are often a number of closely related units or divisions within larger
investment management entities, it is critical to disclose the precise definition of the firm
that is presenting the performance results and would be responsible for the management
of the prospective client’s assets. This provision requires the firm to disclose sufficient
details of the entity that is presenting investment performance such that the firm is
clearly identified. 

Cross Reference: Guidance Statement on the Definition of the Firm (Section 4-4),
Provision 0.A.1, Provision 0.A.2, Provision 0.A.3, Provision 0.A.14, Provision 0.B.1,
Provision 4.A.21, Provision 4.B.1 

Application:

1. Firm A is a multinational investment firm, with offices around the world including Japan,
Australia, the United Kingdom and the United States. Although all of its offices are part of
the global parent, each office is registered with the appropriate national regulatory authority
and each is held out to clients and potential clients as a distinct business entity. Firm A
(U.S.) claims compliance with the GIPS standards. What should the definition of the firm
disclosure be?

Sample Disclosure: “Firm A is defined as an independent management firm with offices in
Japan, Australia, the United Kingdom, and the United States. Firm A (U.S.) is a subsidiary
of Firm A serving U.S. clients. Firm A also has subsidiaries in the United Kingdom,
Australia, and Japan.” 

2. Firm B manages money for both retail and institutional clients. An autonomous group,
“Firm B Institutional Investment Management,” manages institutional assets. Another
autonomous group, “Firm B Retail Investors,” manages retail assets. How should “Firm B
Institutional Investment Management” disclose its firm definition?

Sample Disclosure: “For the purpose of complying with the GIPS standards the firm is
defined as Firm B Institutional Investment Management, the institutional asset manage-
ment division of Firm B.”

4.A.2 FIRMS MUST disclose the availability of a complete list and descrip-
tion of all of the FIRM’S COMPOSITES.
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Discussion: In each compliant presentation, the firm must disclose the availability of a
complete list and description of the firm’s composites. The actual list does not need to be
included in each presentation but must be readily available upon request. On the list, the
firm must include a brief description of each composite, which is general information
regarding the strategy of the composite.

This requirement exists to provide prospective clients a complete picture of the firm’s
composites. By requesting the list, prospective clients will have a better opportunity to
evaluate whether the composite presentation they have received is the most appropriate,
as well as if there are any other composites that they should also request to see. The list
must include the firm’s current composites as well as composites that have been discontin-
ued or terminated during the past five years. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
0.A.12, Provision 0.A.13, Appendix B of the GIPS standards

Application:

Sample Disclosure: “A complete listing and description of the firm’s composites is
available upon request.”

4.A.3 FIRMS MUST disclose the minimum asset level, if any, below which
PORTFOLIOS are not included in a COMPOSITE. FIRMS MUST also dis-
close any changes to the minimum asset level.

Discussion: The firm may establish a minimum asset level for a composite to identify portfolios
that are too small to be representative of the intended strategy. Firms must disclose the mini-
mum asset level of the composite, if one exists, in each respective composite presentation. 

If any changes have been made to the minimum asset level of a composite, the firm must
disclose the change.

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.9, Provision 3.B.3

Application:

Sample Disclosure: “The minimum portfolio size for inclusion in Composite LMN is
€500,000. Prior to 2002, portfolios with assets below €400,000 were not included.”

4.A.4 FIRMS MUST disclose the currency used to express performance.

Discussion: The GIPS standards require that firms disclose the currency used to express
performance. In cases involving currency changes because of the Euro conversion, please
refer to the Guidelines in Respect of the Impact of Euro Conversion. 

Application:

Sample Disclosure: “Valuations are computed and performance results are reported in
Canadian dollars.”

4.A.5 FIRMS MUST disclose the presence, use, and extent of leverage or
derivatives (if material), including a sufficient description of the use,
frequency, and characteristics of the instruments to identify risks.
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Discussion: The disclosure should contain sufficient detail so that current or prospective
clients can understand the pattern of returns and the risks from the leverage or deriva-
tives positions, if their use is material to the implementation of the strategy.

Cross Reference: Provision 5.B.2

Application:

Sample Disclosures: “Portfolios in the composite may be leveraged from time-to-time
to increase equity market exposure to 150 percent of the account’s value.” 

“The strategy includes the frequent use of naked short selling, which greatly
increases exposure to fluctuations in market prices.”

4.A.6 FIRMS MUST clearly label returns as GROSS-OF-FEES or NET-OF-FEES.

Discussion: Under the GIPS standards, firms may present investment performance results
gross and/or net of investment management fees. Currently, the GIPS standards recom-
mend that firms present gross-of-fees performance. Firms must clearly indicate within
each presentation whether returns are gross-of-fees or net-of-fees so that potential clients
can properly identify the information presented. 

Cross Reference: Provision 4.A.15, Provision 4.A.16, Provision 5.B.1

4.A.7 FIRMS MUST disclose relevant details of the treatment of withholding
tax on dividends, interest income, and capital gains. If using
indexes that are net-of-taxes, the FIRM MUST disclose the tax basis of
the BENCHMARK (e.g., Luxembourg based or U.S. based) versus that
of the COMPOSITE.

Discussion: Global investing requires recognition of the tax consequences of investing in
different countries. Some countries allow certain foreign investor types to reclaim a por-
tion of the withholding taxes that are paid when transactions or income payments occur.
These reclaimable withholding taxes are repaid to the foreign investor at a later date. It is
recommended that reclaimable foreign withholding taxes be accrued. This provision is
not applicable to domestic withholding taxes for individuals for payment of their domestic
tax liability (used with after-tax calculations). This provision is applicable only on the with-
holding tax incurred on nondomestic holdings. 

Cross Reference: Provision 2.B.1, Provision 5.B.1

Application:

Sample Disclosure: “Portfolio returns are net of all foreign withholding taxes. The
benchmark return is net of withholding taxes from a Luxembourg tax perspective.” 

4.A.8 FIRMS MUST disclose and describe any known inconsistencies in the
exchange rates used among the PORTFOLIOS within a COMPOSITE and
between the COMPOSITE and the BENCHMARK.

Discussion: Firms must disclose any material difference in the exchange rates used among
the portfolios in the composite and between the benchmark (i.e., the firm selects the
exchange rate used for the benchmark) and the composite portfolios. Differences may
exist as a result of the sources used (e.g., WM/Reuters versus Bloomberg) or the time of
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day (e.g., 1200h versus 1600h). This disclosure allows prospective clients to identify any
variance because of differences in exchange rates that may positively or negatively impact
the comparison of the composite’s return to that of the benchmark. 

If the same exchange rate is used for all portfolios in the composite and for the composite
benchmark, no disclosure is necessary. The Standards do not require a particular source
for exchange rates, but the WM/Reuters Closing Spot Rates (1600h London) are gener-
ally accepted as the source for exchange rates by many firms globally as well as by many of
the published indexes. 

4.A.9 If the presentation conforms with local laws and regulations that
differ from the GIPS REQUIREMENTS, FIRMS MUST disclose this fact
and disclose the manner in which the local laws and regulations
conflict with the GIPS standards.

Discussion: The GIPS standards are a voluntary set of standards that seek to promote
global “best practices” of investment performance reporting. The Standards serve as a
minimum, worldwide standard for investment performance measurement and presenta-
tion. If local or country-specific laws or regulations do exist, firms are required to follow
the existing laws or regulations. In some instances, local laws or regulations may conflict
with the requirements and recommendations set forth in the GIPS standards. 

In cases where applicable local or country-specific law or regulation conflicts with the
GIPS standards, the Standards require firms to comply with the local law or regulation
and make full disclosure of this conflict. This disclosure will assist clients in comparing the
composite returns among firms where reporting requirements may differ because of local
laws or regulations.

4.A.10 For any performance presented for periods prior to 1 January 2000
that does not comply with the GIPS standards, FIRMS MUST disclose
the period of noncompliance and how the presentation is not in
compliance with the GIPS standards.

Discussion: The GIPS standards allow firms to link non-GIPS compliant performance to
their compliant history, provided that no noncompliant performance is shown for peri-
ods beginning 1 January 2000. If the firm chooses to present noncompliant perform-
ance for periods prior to 1 January 2000, the firm must disclose which periods are not
in compliance and the reasons the performance does not comply with the GIPS stan-
dards. This disclosure will allow prospective clients to make valid comparisons among
performance presentations and consider the effects of noncompliance on the historical
performance.

Cross Reference: Provision 5.A.1, Provision 5.A.2, Provision 5.B.3

Application:

1. Firm A presents its performance history since its inception in 1990 and claims compliance
with the GIPS standards. The performance record since 1996 adheres to requirements of the
GIPS standards. However, the firm did not include accrued income in the return calcula-
tion for the period from 1990–1995. What disclosure is necessary to allow the firm to link
its pre-1996 noncompliant history with the ongoing compliant history?

Firm A must disclose on its composite presentation that the performance record from
1990–1995 is not in compliance because accrued income was not included for fixed-
income instruments when calculating the composite’s constituent portfolios’ returns. This
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disclosure allows potential clients to determine whether the firm’s performance results
from 1990–1995 are representative and whether the results are comparable to the per-
formance of other firms that included accrued income during the same period. 

4.A.11 For periods prior to 1 January 2010, when a single asset class is
carved out of a multiple asset PORTFOLIO and the returns are pre-
sented as part of a single asset COMPOSITE, FIRMS MUST disclose the
policy used to allocate cash to the CARVE-OUT returns.

Discussion: The GIPS standards allow firms to carve out a single asset class from a multi-
ple-asset portfolio and present the information as part of a single-asset composite as long
as the carve-out is representative of what would have been achieved in a portfolio dedi-
cated to the carved-out strategy and includes cash. The method of allocating the cash to
a single-asset carve-out must be disclosed. Until 1 January 2010, firms are allowed to allo-
cate cash to the carve-out. After 1 January 2010, carve-outs must not be included in sin-
gle asset-class composites unless the carve-outs are actually managed separately with their
own cash. 

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Guidance
Statement on the Treatment of Carve-Outs (4-8), Provision 2.A.4, Provision 3.A.7,
Provision 3.B.1, Provision 5.A.5

Application:

1. Firm A carves out U.K. equity performance from its Euro-Pacific equity portfolios and com-
bines it with its U.K. equity portfolios to create a U.K. Equity composite. Before including
the carve-out in the U.K. Equity composite, the firm allocates cash to the U.K. equity seg-
ment on a pro rata basis, based on the level of U.K. equities as a percentage of the total
equity exposure. What disclosure is necessary? 

The U.K. equity composite returns (which includes both the carve-out segment as well as
portfolios that are invested solely in U.K. equity) may be presented as a part of a GIPS
compliant presentation provided the segment meets the carve-out requirements, cash is
allocated to the carve-out (until 1 January 2010), and the method used to allocate the
cash to the carve-out is disclosed. The firm must include in the U.K. Equity Composite all
carve-outs from all portfolios meeting this definition.

Sample Disclosure: “Firm A’s U.K. Equity composite includes all dedicated U.K. equity port-
folios as well as the U.K. equity segment of portfolios that are managed to the firm’s Euro-
Pacific Equity strategy. Cash is allocated to the carve-out segment returns on a pro rata
basis depending on the proportion of U.K. assets to total portfolio assets based on begin-
ning-of-period market values.”

4.A.12 FIRMS MUST disclose the FEE SCHEDULE appropriate to the presentation.

Discussion: Within each compliant presentation, the Standards require disclosure of an
appropriate fee schedule showing the firm’s current investment management fees or bun-
dled fees for a particular presentation. This schedule is typically listed by asset level ranges
and should be appropriate to the particular prospective client. Fee levels tend to vary
from client to client depending on the portfolio size and the ability of the client to negoti-
ate fees. This disclosure requirement is not satisfied if the firm makes reference to
another document that includes the fee schedule. The fee schedule must be part of the
presentation that includes the claim of compliance with the Standards. 

Cross-Reference: Interpretive Guidance for Fees Provisions (Section 4-6), Provision 4.A.6
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Application:

Sample Disclosure: Gross returns are presented before the deduction of management
fees and are net of all transaction costs. The firm’s annual fee schedule is as follows: 

First €10 million 0.80% 
Next €40 million 0.60% 
Above €50 million 0.30%

4.A.13 If a COMPOSITE contains PORTFOLIOS with BUNDLED FEES, FIRMS MUST

disclose for each annual period shown the percentage of COMPOSITE

assets that is BUNDLED FEE PORTFOLIOS.

4.A.14 If a COMPOSITE contains PORTFOLIOS with BUNDLED FEES, FIRMS MUST dis-
close the various types of fees that are included in the BUNDLED FEE.

Discussion: A bundled fee is a fee that combines multiple fees into one “bundled” fee.
Bundled fees can include any combination of management, transaction, custody, and other
administrative fees. Two specific examples of bundle fees are the wrap fee and the all-in fee. 

All-In Fee: Due to the universal banking system in some countries, asset management, bro-
kerage, and custody are often part of the same company. This system allows banks to offer
a variety of choices to customers regarding how the fee will be charged. Customers are
offered numerous fee models in which fees may be bundled together or charged sepa-
rately. All-in fees can include any combination of investment management, trading
expenses, custody, and other administrative fees. 

Wrap Fee: Wrap fees are specific to a particular investment product. The U.S. Securities
and Exchange Commission (SEC) defines a wrap-fee account (now more commonly
known as a separately managed account or SMA) as “any advisory program under which a
specified fee or fees not based upon transactions in a client’s account is charged for
investment advisory services (which may include portfolio management or advice con-
cerning the selection of other investment advisors) and execution of client transactions.”
A typical separately managed account has a contract or contracts (and fee) involving a
sponsor (usually a broker or independent provider) acting as the investment advisor, an
investment management firm typically as the subadvisor, other services (custody, consult-
ing, reporting, performance, manager selection, monitoring, and execution of trades),
distributor, and the client (brokerage customer). Wrap fees can be all-inclusive, asset-
based fees (which may include any combination of management, transaction, custody, and
other administrative fees).

Cross Reference: Guidance Statement for Wrap Fee/Separately Managed Account (SMA)
Portfolios (Section 4-13), Provision 2.A.7, Provision 4.A.15, Provision 4.A.16

Application:

Sample disclosures:

% of Bundled Fee 
Portfolios in the 

Year Composite

2003 100
2002 100
2001 100
2000 100
1999 100
1998 0
1997 0

3-5



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

118

The bundled fee includes all charges for trading costs, portfolio management, custody,
and other administrative fees.

4.A.15 When presenting GROSS-OF-FEES RETURNS, FIRMS MUST disclose if any
other fees are deducted in addition to the direct TRADING EXPENSES.

Discussion: In order to assist prospective clients in better understanding the fees included
in the gross-of-fees return calculation, firms must disclose if other fees are deducted in
addition to the trading expenses. 

Cross Reference: Interpretive Guidance for Fees Provisions (Section 4-6), Provision 2.A.5,
Provision 2.A.7, Provision 4.A.6, Provision 4.A.13, Provision 4.A.14, Provision 4.A.16

4.A.16 When presenting NET-OF-FEES RETURNS, FIRMS MUST disclose if any
other fees are deducted in addition to the INVESTMENT MANAGEMENT

FEE and direct TRADING EXPENSES.

Discussion: In order to assist prospective clients in better understanding the fees included
in the net-of-fees returns, firms must disclose if other fees are deducted in addition to the
investment management fee and trading expenses.

Cross Reference: Interpretive Guidance for Fees Provisions (Section 4-6), Provision 2.A.5,
Provision 2.A.7, Provision 4.A.6, Provision 4.A.13, Provision 4.A.14, Provision 4.A.15 

4.A.17 FIRMS MUST disclose that ADDITIONAL INFORMATION regarding policies
for calculating and reporting returns is available upon request.

Discussion: In each presentation in compliance with the Standards, firms must disclose
the availability of additional information regarding policies for calculating and reporting
returns. The information does not need to be included in each presentation, but it must
be readily available upon request. 

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 0.A.6 

Application:

Sample Disclosure: “Additional information regarding the firm’s policies and proce-
dures for calculating and reporting performance results is available upon request.”

4.A.18 Beginning 1 January 2006, FIRMS MUST disclose the use of a subadvi-
sor(s) and the periods a subadvisor(s) was used.

Discussion: Some firms utilize a subadvisor to manage part or all of a particular strategy.
For example, if a firm specializes in managing equities, it might hire a subadvisor to man-
age the fixed-income portion of its balanced portfolios. The Standards require that firms
must include the performance of assets assigned to a subadvisor in a composite provided
the firm has the authority to allocate the assets to a subadvisor.

If a firm has discretion over the selection of the subadvisor (i.e., can hire and/or fire), the
firm must claim the subadvisor’s performance as part of its performance history and
include the assets in the firm’s total assets. Because the subadvisor has discretion over the
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actual investment of the assets and the firm has discretion over the selection of the subad-
visor, both the firm and the subadvisor are able to claim the performance of the assets as
their own. The firm is able to claim this performance because the subadvised portion of
the portfolio is essentially viewed as an asset (similar to purchasing a mutual fund within
the portfolio) and the firm must be held responsible for its decision to utilize a subadvi-
sor. The firm can only include the subadvisor’s performance record relevant to those
assets assigned by the firm. If a firm does not have discretion over subadvisor selection, it
must not include the subadvisor’s performance in its performance history.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision 0.A.4

Application:

Sample Disclosure: “A subadvisor was used to provide international equity exposure in
the growth composite for the year 2006.”

4.A.19 FIRMS MUST disclose all significant events that would help a prospec-
tive client interpret the performance record.

Discussion: The GIPS standards are based on the principles of fair representation and full
disclosure. Meeting these objectives requires a good faith commitment on the part of the
presenter to adhere to the spirit of the GIPS standards. This provision requires that firms
disclose all significant events that would help explain the firm’s performance record to a
prospective client. Significant events are defined by the firm and should include, for
example, the occurrence of a material change in personnel responsible for investment
management. The primary goal of this requirement is to provide relevant information to
prospective clients so that they can understand the potential impact the significant event
may have on the investment strategy. 

Depending on the situation, a general statement describing the significant event that has
occurred may be sufficient. Other situations may require firms to disclose specific infor-
mation pertaining to the significant event. 

Cross Reference: Provision 0.A.5, Provision 5.A.4

Application:

1. Firm A has an equity composite that is managed by one portfolio manager who is promi-
nently displayed in the firm’s marketing materials. This manager leaves the firm and
another manager is hired to continue managing the composite according to the same strat-
egy. What disclosures should be made?

Each firm must determine what significant events would help a prospective client interpret the
performance record. When a strategy has a single investment decision maker who leaves and is
replaced with a new investment decision maker, this event qualifies as a significant event that
must be disclosed. Although the investment strategy remains the same with the new manager,
the firm must disclose the change in personnel responsible for the management of the equity
composite. The firm must also include a statement that the manager responsible for the history
of the composite is no longer with the firm and the date of the original manager’s departure.

2. Firm B acquires another firm. The amount of firm assets and assets in each of Firm B’s
composite increases significantly after the purchase. Should the firm make any disclosures
regarding these events? 

Yes, the GIPS standards require that firms disclose any significant events within the invest-
ment management firm that would help prospective clients understand the performance
record. An acquisition of a new entity would likely qualify as a significant event, as many
aspects of the firm’s management, operations, investment processes, and staffing may
change. Prospective clients should be informed of such changes.
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Sample Disclosure: “Firm B acquired Firm X on 1 June 2000. As a result, Firm B’s assets as
well as its research function were greatly expanded by including Firm X’s resources.”

4.A.20 FIRMS MUST disclose the COMPOSITE DESCRIPTION.

Discussion: The composite’s description is general information regarding the strategy of
the composite. A description may be more abbreviated than the composite definition but
includes all salient features of the composite.

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
0.A.12, Provision 3.A.2, Provision 4.A.2 

Application:

Sample Disclosure: “The composite includes all nontaxable balanced portfolios with
an asset allocation of 30 percent S&P TSX and 70 percent Scotia Canadian Bond
Index Fund, which allow up to a 10 percent deviation in asset allocation.”

4.A.21 If a FIRM is redefined, the FIRM MUST disclose the date and reason
for the redefinition.

Discussion: In some cases, because of corporate restructuring and merger and acquisition
activities, the changes within the firm may be so significant that it is held out to the public
as a new firm. The new firm must determine if there is a continuation from the prior firm
or if the restructuring is so substantial that it is essentially a new firm.

Changes in investment style or personnel are not valid reasons for redefining the firm,
unless the changes are such that the firm is held out to the public in a significantly differ-
ent way. A simple name change is not sufficient reason to redefine the firm and restart
the performance record. In some cases, a firm definition may change without the firm
losing its performance history. In all cases, the underlying principles of the Standards
must be considered: fair representation and full disclosure. The Standards require that
changes in a firm’s organization are not permitted to lead to alterations of historical com-
posite results. 

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.1, Provision 0.A.2, Provision 0.A.3, Provision 0.A.5, Provision 0.B.1, Provision 4.A.1 

Application:

Sample Disclosure: “As of 1 January 2006, XYZ Firm includes both the London and
Tokyo office of XYZ Company. Previously the firm included only the London office.”

4.A.22 If a FIRM has redefined a COMPOSITE, the FIRM MUST disclose the date
and nature of the change. Changes to COMPOSITES are not permitted
to be applied retroactively.

Discussion: Although investment strategies can change over time, in most cases firms
should not change the definition of a composite. Generally, changes in strategy result in
the creation of a new composite. In some very rare cases, however, it may be appropriate
to redefine a composite.

Cross Reference: Guidance Statement on Composite Definition (Section 4-2), Provision
3.A.1, Provision 3.A.2, Provision 3.A.5
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Application:

Sample Disclosure: “As of 1 January 2006, the Large-Cap composite has been rede-
fined to exclude carve-outs.”

4.A.23 FIRMS MUST disclose any changes to the name of a COMPOSITE.

Cross Reference: Guidance Statement on Composite Definition (Section 4-2)

Application:

Sample Disclosure: “As of 1 January 2006, the S&P 500 Composite has been renamed
the Large-Cap Growth Composite.”

Note: The date of the change is not required to be disclosed, but in the interest of
full disclosure, it is suggested that firms include this reference.

4.A.24 FIRMS MUST disclose the COMPOSITE CREATION DATE.

Discussion: Firms are required to disclose the date on which the firm first grouped portfo-
lios to create a composite. The composite creation date is not necessarily the earliest date
for which performance is reported for the composite, but is based on when the firm first
grouped the individual portfolios together to form the composite. The intent of this dis-
closure is to enable prospective clients to determine whether the composite was created
with the benefit of hindsight (i.e., whether the firm was able to evaluate its performance
history prior to grouping portfolios together into a composite).

Cross Reference: Guidance Statement on Composite Definition (Section 4-2)

Application:

1. Firm A comes into compliance with the GIPS standards on 1 January 1999 by re-stating its
history since 1 January 1994 in compliance with the Standards. What is the composite cre-
ation date for Firm A’s composites?

The composite creation date depends on when the firm first grouped the portfolios
together for each respective composite. If the firm is reporting a composite in compliance
with the Standards for the first time in 1999 but had grouped the portfolios in the com-
posite together in 1994, the composite creation date is 1994.

4.A.25 FIRMS MUST disclose if, prior to 1 January 2010, calendar month-end
PORTFOLIO valuations or valuations on the last business day of the
month are not used.

Discussion: Consistency in monthly portfolio valuation dates will result in improved com-
parability of data, especially when firms choose to present year-to-date composite data, or
performance at the end of a month or quarter.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 1.A.3, Provision 1.A.4, Provision 1.B.3

Application:

Sample Disclosure: “Portfolios in the Value Composite are valued as of the last Friday
of the month as well as the last business day of the year.”



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

122

3-5

4.A.26 FIRMS MUST disclose which DISPERSION measure is presented.

Discussion: The GIPS standards do not mandate a specific measure or methodology to
calculate composite dispersion. Instead, firms are permitted to choose a method and
apply it consistently. Because firms may choose which measure to present, disclosure of
the chosen method is required in the compliant presentation.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1),
Provision 5.A.1

Application:

Sample Disclosure: “Internal dispersion is calculated using the equal-weighted standard
deviation of the annual returns of all portfolios that were included in the composite for
the entire year.”

DISCLOSURES — RECOMMENDATIONS

4.B.1 If a parent company contains multiple defined FIRMS, each FIRM

within the parent company is encouraged to disclose a list of the
other FIRMS contained within the parent company.

Discussion: A parent company may have two or more units, divisions, departments, or
offices that are defined as separate firms within the context of the Standards. The firm’s
definition will reflect the specific circumstances at each firm and must reflect how the
entity (firm) is held out to the public as a distinct business entity. In the interest of fair
representation and full disclosure, it is recommended that each firm within the parent
company disclose a list of the firms within the parent company.

Cross Reference: Guidance Statement on Definition of the Firm (Section 4-4), Provision
0.A.2, Provision 0.B.1, Provision 4.A.1

Application:

Sample Disclosure: “The Firm is the institutional division of ABC parent company.
Both the private banking and retail divisions of ABC parent company claim compli-
ance with the GIPS standards.”

4.B.2 FIRMS SHOULD disclose when a change in a calculation methodology
or valuation source results in a material impact on the performance
of a COMPOSITE return.

Discussion: Firms have discretion over a variety of the components of the total return cal-
culation. Although the Standards prohibit firms from changing a calculation methodology
or a valuation source for the sole purpose of increasing a performance return, changes
can be made when a more accurate calculation will result and the change is implemented
consistently going forward. When the firm makes a change to a calculation methodology
or a valuation source, if the impact on the performance return of the composite is ma-
terial, the change should be disclosed.

Cross Reference: Guidance Statement on Calculation Methodology (Section 4-1) 

Application:

Sample Disclosure: “Effective 1 January 2005, portfolio returns are calculated daily.
Previously, portfolio returns were calculated monthly using the Dietz method.”
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4.B.3 FIRMS that have been verified SHOULD add a disclosure to their COM-
POSITE presentation stating that the FIRM has been verified and
clearly indicating the periods the verification covers if the COMPOS-
ITE presentation includes results for periods that have not been
subject to FIRM-wide verification.

Discussion: Firms are encouraged to undertake the verification process, defined as the
review of a firm’s performance measurement processes and procedures by an independ-
ent third-party verifier. The initial minimum period for which verification can be per-
formed is one year of a firm’s presented performance. A single verification report is
issued in respect to the whole firm; verification cannot be carried out for a single compos-
ite. The primary purpose of verification is to establish that a firm claiming compliance
with the GIPS standards has adhered to the Standards. The verification disclosure lan-
guage should read: “(Insert name of Firm) has been verified for the periods (insert date)
by (name of verifier). A copy of the verification report is available upon request.”

Cross Reference: Verification (Section 3-9), Provision 0.B.2, Provision 0.B.3 
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PRESENTATION AND REPORTING — REQUIREMENTS

5.A.1 The following items MUST be reported for each COMPOSITE presented:

a. At least 5 years of performance (or a record for the period
since FIRM or COMPOSITE inception if the FIRM or COMPOSITE has
been in existence less than 5 years) that meets the REQUIRE-
MENTS of the GIPS standards; after presenting 5 years of per-
formance, the FIRM MUST present additional annual perform-
ance up to 10 years. (For example, after a FIRM presents 5 years
of compliant history, the FIRM MUST add an additional year of
performance each year so that after 5 years of claiming com-
pliance, the FIRM presents a 10-year performance record.)

Discussion: In order to claim compliance, a firm is required to meet all applicable
requirements of the GIPS standards on a firm-wide basis when creating the initial five-year
track record of investment performance history. All of the firm’s actual, fee-paying discre-
tionary portfolios must be placed in appropriate composites to create the five-year record.
If the firm (or composite) has been in existence less than five years, the firm must present
performance since inception of the firm (or the composite). 

Once a firm has its initial five years of history, the firm must continue to add annual
returns that comply with the GIPS standards to each composite presentation for the next
five years (at a minimum), so that after five years of claiming compliance with the
Standards, the firm will have a 10-year performance record for its composites. Firms may
also choose to present a composite’s history for more than 10 years.

Please see the sections of the GIPS standards on Real Estate (Section 3-7), Private Equity
(Section 3-8) and the Guidance Statement for Wrap-Fee/Separately Managed Accounts
(SMA) Portfolios (Section 4-13) for additional information on the effective dates for these
asset types.

In addition, the convergence of all Country Versions of the GIPS standards (CVGs) may
have specific implications for a firm that previously claimed compliance with a CVG. If the
firm previously claimed compliance with a CVG, at a minimum, the firm must continue to
show the historical CVG-compliant track record up to 10 years (or since inception). Firms
previously claiming compliance with a CVG are granted reciprocity to claim compliance
with the GIPS standards for historical periods prior to 1 January 2006.

Cross Reference: Provision 4.A.10, Provision 5.A.2, Provision 5.B.3

Application:

1. Firm A has been in existence since 1990. Beginning 1 January 2001, what periods of per-
formance must Firm A present to claim compliance with the GIPS standards?

At a minimum, Firm A must show historical performance in compliance with the GIPS
standards from 1 January 1996 through 31 December 2000, which represents a five-year
compliant performance record. Each year for at least five years thereafter, the firm must
continue to add an annual return to its existing composites. A 10-year GIPS-compliant
performance record is then available after 31 December 2005. 

During this 10-year period, Firm A may create new composites and terminate others. It is
possible that these new or terminated composites will not have a 10-year record at 31
December 2005.

2. Firm B has been in existence since 1 January 1998 and has re-stated its entire performance
history in compliance with the GIPS standards on 1 January 2006. What periods of per-
formance must Firm B present to claim compliance with the Standards?
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When first claiming compliance with the Standards, Firm B must show its most recent five-
year history in compliance with the Standards because the firm has been in existence
more than five years. The firm could also choose to show performance since inception
(i.e., an eight-year performance record, 1998 through 2005), or any period in between
(i.e., a six- or seven-year performance record). Firm B must continue to build to a 10-year
history, at a minimum, going forward.

3. Firm C has been in existence since 1985 and is currently considering its options for coming
into compliance with the GIPS standards. The firm determines its performance history does
not satisfy one of the GIPS calculation requirements. For various reasons, the firm cannot
re-state performance from the last five years in order to create a five-year compliant record as
required by the GIPS standards; however, it is able to recreate the performance from the last
year and show a one-year “GIPS-compliant” return. Can Firm C claim compliance with the
GIPS standards?

No. The GIPS standards require firms to present at least five years of performance (or
performance since firm inception if firm is less than five years). In order to claim compli-
ance, Firm C must build a compliant performance record going forward and should be
able to claim compliance in four years. 

4. Can a firm that has only been in existence for three years claim compliance with the GIPS
standards? 

Yes, firms that have been in existence less than five years may claim compliance. The firm must
do so for the period since the firm’s inception, which in this case would be for three years.

5. Our firm has been compliant with the Standards since its inception. Our initial composite
with our growth-equity strategy has over five years of performance history. We subsequently
added a new mid-cap strategy leading to the creation of a separate mid-cap composite. This
mid-cap composite does not have the five years of performance history yet. Is the 5-year build-
ing to 10-year requirement on a firm-wide basis or is it on an individual composite basis?
May we show the mid-cap composite as compliant without the five years of history?

The 5-year building to 10-year requirement is on a firm-wide basis.

The firm must include all actual, fee-paying, discretionary portfolios in composites. It is
not required that every composite have an initial five-year history corresponding to the
firm’s first five years of existence. Composites may come and go during the firm’s exis-
tence, but all appropriate portfolios within the firm must be in an appropriate composite
for the 5-year building to 10-year period.

5.A.1 The following items MUST be reported for each COMPOSITE presented:

b. Annual returns for all years.

Discussion: The GIPS standards require, at a minimum, the presentation of annual invest-
ment performance. Returns can be presented based on calendar year, fiscal year, or any
other consistent annual period. Firms should disclose the presentation periods.

The annual periods must be continuous (i.e., there are no gaps in performance within
the annual periods). Partial-year returns may be presented provided the periods covered
are clearly disclosed. Partial-year returns are not permitted to be annualized. 

Cross Reference: Provision 5.B.1, Provision 5.A.3

Application:

1. Firm B claims compliance with the GIPS standards and presents annualized performance
for one-, three-, and five-year periods. Does this satisfy the presentation requirements of the
GIPS standards?
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No. Although the firm may present annualized performance returns as additional infor-
mation, it must present annual returns for at least five years.

2. Provision 5.A.1.b requires the presentation of annual returns for all years. My firm was
just created this year and as such, does not yet have any annual returns. Can my firm
claim compliance with the Standards now or must we wait until we have at least one
annual return?

The firm may claim compliance as soon as it meets the requirements of the Standards and
has performance to report. Provision 5.A.1.a requires at least five years of performance
(or a record for the period since firm inception, if inception is less than five years) that is
compliant with the GIPS standards. This provision is not intended to prevent a new firm
from complying with the Standards until it has an entire 12 month period of perform-
ance. If the firm is less than 12 months old, it is permitted to present its performance
since inception and claim compliance.

5.A.1 The following items MUST be reported for each COMPOSITE presented:

c. The number of PORTFOLIOS and amount of assets in the COM-
POSITE, and either the percentage of the TOTAL FIRM ASSETS rep-
resented by the COMPOSITE or the amount of TOTAL FIRM ASSETS

at the end of each annual period. If the COMPOSITE contains 5
PORTFOLIOS or less, the number of PORTFOLIOS is not REQUIRED. 

Discussion: Each composite presentation must include information on the number of
portfolios and the amount of assets held in the composite. The presentation must also
include either the percentage of the total firm assets that the composite represents or the
amount of total firm assets. These figures must be determined as of the end of each
annual period that performance results are presented. 

Total firm assets are defined as all assets for which the firm has investment management
responsibility. This includes assets managed outside the firm by subadvisors for which the
firm has the authority to assign (allocate) the assets, discretionary as well as nondiscre-
tionary assets, and non-fee-paying assets. Total firm assets do not include assets to which
the Standards can not be applied. Total firm assets include cash and cash equivalents
(money market funds, certificates of deposit, etc.). Firms must be sure that assets are not
double counted, as double counting assets would not fairly represent the firm’s assets.

This requirement provides information to potential clients on the profile of the compos-
ite (whether it is composed of a small number of portfolios or many), the size of the com-
posite (measured by the amount of assets it contains), and the relative size of the compos-
ite in relation to the total assets managed by the firm (can either be calculated from the
data provided or derived from the presentation of the percentage of firm assets repre-
sented in the composite). 

In cases where there are five portfolios or fewer in a composite and the disclosure of the
exact number of portfolios could compromise client confidentiality, firms may state that
the composite contains “five or fewer portfolios,” or similar language, rather than the
exact number of portfolios in the composite. This option allows firms to protect the iden-
tity and confidentiality of its clients.

Cross Reference: Provision 0.A.3, Provision 3.A.1

Application: 

1. Our composite presentation includes disclosure of both total firm assets and the percentage of
the total firm assets represented by the composite. May we include both disclosures in the
presentation?
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Yes, firms may show both disclosures in their presentations. Because only one of these dis-
closures is required, the firm may choose in the future to discontinue showing one of the
disclosures.

5.A.1 The following items MUST be reported for each COMPOSITE

presented:

d. A measure of DISPERSION of individual PORTFOLIO returns for
each annual period. If the COMPOSITE contains 5 PORTFOLIOS

or less for the full year, a measure of DISPERSION is not
REQUIRED.

Discussion: A measure of internal composite dispersion represents the distribution of
individual annual portfolio returns within the composite. It allows prospective clients to
determine how consistently the firm implemented its strategy across the portfolios in the
composite for the full annual period. 

The GIPS standards do not mandate a specific measure or methodology to calculate com-
posite dispersion. Instead, the firm is permitted to choose a method for each composite
and apply it consistently. The firm may change the method of dispersion reported but
should not use different measures from year to year and should document its reasons for
changing its methodology. Measures may include, but are not limited to, high/low, inter-
quartile range, and standard deviation (asset weighted or equal weighted). Firms are
required to disclose which dispersion measure is presented.

Because the dispersion measure represents the spread of annual returns of individual
portfolios within the composite for the full year, only the portfolios that have been man-
aged for the full annual period are to be included in the dispersion calculation. If the
firm reports both net- and gross-of-fees performance results in the composite presenta-
tion, the firm should disclose on which results the dispersion measure is presented.

If there are portfolios in the composite at the end of the annual reporting period that
have not been in the composite for the full annual period, the firm must create a subset
of the composite consisting of only those portfolios that have been managed for the full
annual period to use to calculate and report the composite dispersion. 

In cases where there are five portfolios or fewer in a composite for the full annual period,
firms are not required to calculate a measure of dispersion and may state that the compos-
ite contains “five or fewer portfolios,” or similar language. 

Standard Deviation. A widely used measure of dispersion is the standard deviation across
equal-weighted portfolios, SC. The definition is as follows:

,

where Ri is the return on the ith portfolio that has been in the composite for the full
annual period, n is the number of portfolios in the composite for the full annual period,
and MEAN(REQUAL) is the equal-weighted mean return of the portfolios in the composite
for the full annual period, which is calculated as: 

,

where RPORT1 is the time-weighted return for the first portfolio in the composite for the
full annual period and n is the number of portfolios in the composite for the full annual
period. The use of both n and n – 1 in the denominator of the standard deviation calcula-
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tion can be supported. Because only portfolios that have been managed for the full
annual period are included in the dispersion calculation, n may be different from the
number of portfolios shown in the presentation.

High–Low and Range. The high–low and range are the simplest and most easily understood
measures of dispersion. Their key advantages are simplicity, ease of calculation, and ease
of interpretation. One disadvantage of these measures is that one extreme value or outlier
can skew the appearance of the data. In addition, by themselves, the high–low and the
range of returns are not particularly rigorous.

Cross Reference: Provision 4.A.26

Application:

1. Firm A has a composite that consists of 15 portfolios. Ten of the portfolios have been in
the composite for the entire year. How would Firm A calculate a measure of composite
dispersion?

Beginning Market Value ($) Annual Return (%)

Portfolio 1 100,000 5.2
Portfolio 2 300,000 4.9
Portfolio 3 200,000 5.5
Portfolio 4 500,000 5.6
Portfolio 5 100,000 5.1
Portfolio 6 250,000 4.7
Portfolio 7 450,000 5.2
Portfolio 8 200,000 4.8
Portfolio 9 300,000 5.3
Portfolio 10 200,000 5.0

Composite Market Value $2,600,000
Equal-Weighted Return 5.1%

Firm A could disclose the high–low or range of portfolio returns (i.e., high–low = 4.7% – 5.6%;
range = 0.9%) or could disclose the standard deviation for each period. The standard deviation
is calculated as follows:

or 0.29%.

2. As of 31 December 2000, Firm B has 18 portfolios in its Aggressive Growth composite,
which earned 22.4 percent for the year. However, the composite lost three portfolios and
gained five portfolios during the year. Which portfolios would firm B use to calculate a dis-
persion measure for the composite? 

Firm B would calculate a dispersion measure using only those 13 portfolios that were
included in the composite for the full year. 

3. If the dispersion measure is calculated for “full-year-only” portfolios but the linked-quarter
performance for the year includes portfolios that were added or removed from the composite
during the year, do the two numbers really have relevance to one another?

It is acknowledged that, by using only portfolios that have been managed for the full year
to calculate annual composite dispersion, the dispersion number will not precisely corre-
late to the actual reported annual performance. The dispersion result will be accurate
enough to provide a prospective client an idea of what the composite dispersion is for the
year. The GIPS standards do not require a specific formula for calculating dispersion. A
firm could present the standard deviation, the range, quartiles, or any other appropriate
measure of dispersion.
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5.A.2 FIRMS may link non-GIPS-compliant returns to their compliant his-
tory so long as the FIRMS meet the disclosure REQUIREMENTS for
noncompliant performance and only compliant returns are pre-
sented for periods after 1 January 2000. (For example, a FIRM that
has been in existence since 1995 and that wants to present its
entire performance history and claim compliance beginning
1 January 2005 MUST present returns that meet the REQUIREMENTS

of the GIPS standards at least from 1 January 2000 and MUST meet
the disclosure REQUIREMENTS for any noncompliant history prior to
1 January 2000.)

Discussion: The GIPS standards allow firms to link non-GIPS-compliant performance
to the composite’s compliant history, provided that the dates of and reason for noncom-
pliance are disclosed and no noncompliant performance is shown for periods after
1 January 2000. Performance for periods after 1 January 2000 that does not comply
with the GIPS standards is not permitted to be presented as part of a GIPS-compliant
presentation for any reason (except for the real estate, private equity, and wrap-fee asset
categories).

Cross Reference: Provision 4.A.10, Provision 5.A.1, Provision 5.B.3

Application:

1. Firm A has been in existence for 10 years and determines that it would like to begin to claim
compliance with the GIPS standards this year. Is Firm A required to re-state its entire history
in compliance with the GIPS standards in order to claim compliance?

No. Firm A needs only to initially present the most recent five years of its performance
history that adhere to the GIPS requirements in order to claim compliance (see Provision
5.A.1.a). In addition to the required performance returns, Firm A could link its history
prior to 2000 without re-stating its pre-2000 performance in compliance with the GIPS
standards, provided it discloses why the history prior to 2000 is not compliant. 

5.A.3 Returns of PORTFOLIOS and COMPOSITES for periods of less than 1
year are not permitted to be annualized.

Discussion: The GIPS standards require that firms only present the performance of
actual assets under management. When annualizing performance for periods of less than
one-year, the partial-year return is “extended” in order to create an annual return. The
extrapolation of the partial-year return produces a simulated return. Therefore,
Provision 5.A.3 states that performance for periods of less than one year is not permitted
to be annualized. 

Cross Reference: Provision 5.A.1, Provision 5.B.1

Application:

1. Firm A was established on 1 March 1998 and claims compliance with the GIPS standards.
The firm presents the performance history for its balanced composite in annual increments
by calendar year. From its inception through 31 December 1998, the balanced composite
earned a return of 14.6 percent. Can Firm A annualize the 10-month return and present
the result as the annual return for 1998? 

No. Firms are not permitted to annualize partial year returns. The firm must clearly dis-
close that the composite’s 1998 cumulative return is for the partial period of 1 March
1998 through 31 December 1998.
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5.A.4 a. Performance track records of a past FIRM or affiliation MUST be
linked to or used to represent the historical record of a new
FIRM or new affiliation if:

i. Substantially all the investment decision makers are
employed by the new FIRM (e.g., research department,
PORTFOLIO managers, and other relevant staff),

ii. The staff and decision-making process remain intact and
independent within the new FIRM, and

iii. The new FIRM has records that document and support the
reported performance.

b. The new FIRM MUST disclose that the performance results from
the past FIRM are linked to the performance record of the new
FIRM,

c. In addition to 5.A.4.a and 5.A.4.b, when one FIRM joins an
existing FIRM, performance of COMPOSITES from both FIRMS

MUST be linked to the ongoing returns if substantially all the
assets from the past FIRM’S COMPOSITE transfer to the new FIRM.

d. If a compliant FIRM acquires or is acquired by a noncompliant
FIRM, the FIRMS have 1 year to bring the noncompliant assets
into compliance.

Discussion: When a manager, group of managers, or an entire firm joins a new firm,
the performance track record of a past firm or affiliation must be linked to or used to
represent the historical record of a new firm or new affiliation if the stated conditions
are met.

The important determinant of allowable performance record portability is whether the
acquiring firm continues the original strategy that defined the composite with all of its
continuing factors. If the firm can meet the conditions of portability where substantially
all the investment decision makers are employed by the new firm (i.e., research depart-
ment, portfolio managers, and other relevant staff), which allows the decision-making
process to remain intact (unchanged) in the new firm, appropriate disclosures are
made and documentation is in place, then the composite performance from the old
firm must be linked with the ongoing results of the new firm. The ongoing results may
consist of accounts from the old firm that have transferred to the new firm and con-
tinue the same style/strategy, as well as accounts from the new firm that meet the defini-
tion of the composite.

Provision 5.A.4.c states that when one firm joins an existing firm and the conditions stated
in 5.A.4.a and 5.A.4.b are met, performance of composites from both firms must be
linked to the ongoing returns of the new firm if substantially all the assets from the past
firms’ composites transfer to the new firm. “Ongoing returns” means the composite strat-
egy is continued. See the Guidance Statement on Performance Record Portability for a
discussion of “surviving composites” when firms merge.

The GIPS standards recognize the difficulties that firms encounter when transferring
assets from one firm to another. Similar to the idea of a grace period to facilitate the addi-
tion of new portfolios into existing composites (see Provision 3.A.3), Provision 5.A.4.d per-
mits a one-year grace period to bring the assets of a noncompliant firm into compliance
with the Standards. The assets of the noncompliant firm must meet all the requirements
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of the Standards as of the first full reporting period one year after the acquisition date. In
the meantime, although not all assets under management are in compliance with the
GIPS standards (because of the acquisition), the merged firm may continue to claim com-
pliance with the GIPS standards with appropriate disclosure.

Cross Reference: Guidance Statement on Performance Record Portability (Section 4-7),
Guidance Statement on the Use of Supplemental Information (4-10), Provision 0.A.5,
Provision 1.A.1

Application:

1. At Firm X, managers A, B, and C are part of a six-person investment management team
responsible for managing Firm X’s Growth and Income composite. Firm Y hires Managers
A, B, and C to start a growth and income strategy at Firm Y. Can Firm Y link the perform-
ance of Managers A, B, and C while at Firm X to the ongoing performance the managers
will earn at Firm Y and comply with the GIPS standards?

The firm must determine if Managers A, B and C constitute “substantially all of the invest-
ment decision-makers” for the strategy. If the decision-making process remains intact
(unchanged) in the new firm, it could be justified that substantially all of the investment
decision-makers are employed by Firm Y and the rules of portability are met. If not, the
historical performance from Firm X can be shown as supplemental information, provided
it is clearly labeled as such.

2. At Firm T, Manager D is responsible for Firm T’s Emerging Market Composite. Although
Manager D makes all the investment decisions for the portfolios in the composite, Manager
D is supported by Firm T’s research department and trading desk. Firm U is seeking to
establish an emerging market investment strategy and hires Manager D to join Firm U. Can
Firm U link the historical performance of Manager D while at Firm T to the performance of
its new strategy and comply with the GIPS standards?

The firm must determine if the decision-making process remains intact (unchanged) in
Firm U. If Firm U continues the original strategy of the composite with all of its continu-
ing factors, appropriate disclosures are made and documentation is in place, the perform-
ance must be linked. 

3. Firm X hires an entire investment team responsible for a successful emerging markets strat-
egy in order to establish an identical investment strategy at Firm X. Some of the assets in the
composite moved with the investment team and the investment process for the strategy will
remain intact and independent in Firm X. Can Firm X link the performance of the invest-
ment team and comply with the GIPS standards?

Firm X must link the historical performance to its new emerging markets composite only
if Firm X has the records of the emerging markets composite sufficient to support the
performance history of the emerging markets investment team. If the records are not
readily available, Firm X can seek the permission of the team’s previous firm to obtain
copies or try to obtain them from third parties who may have retained the records such as
clients, custodians, or consultants. 

4. Firm D and Firm J, each with a similar European Fixed-Income composite decide to merge.
The new merged firm, Firm DJ, will combine the management expertise and resources from
both firms in order to offer one European Fixed-Income strategy. To show a performance his-
tory for this collective composite, Firm DJ wants to combine the historical performance of the
two similar composites. Can these historical track records be blended and shown in compli-
ance with the GIPS standards?

No. Firm DJ cannot combine the history of the two pre-merger composites and show it as
a presentation in compliance with the GIPS standards. Firm DJ must determine whether
one of the historical composites can serve as the “surviving” composite. If there was a
clear survivor, the surviving composite’s history would be linked to the ongoing record of
Firm DJ’s new European Fixed-income composite. The performance of the nonsurviving
composite must be made available upon request. 
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If there was no clear surviving strategy, the new European Fixed-income composite would
not have any performance history, as it represents a new strategy for the firm. The his-
tory of the styles at both Firm D and Firm J can be shown separately as supplemental
information.

For instance, if the management of the new composite is led by the managers from Firm
D and is managed in a similar manner as was previously done at Firm D, Firm DJ would
choose Firm D’s performance history as the surviving record, and its composite must be
linked to the ongoing record of DJ’s European Fixed-income composite. 

If the management philosophy of the new composite represents a blending of the two
previous management styles, there is not a surviving composite. The new European Fixed-
income composite would not have any performance history; however, the track records of
the composites at both Firm D and Firm J can and should be shown to prospective clients
as supplemental information.

5. Manager Q leaves Firm S to join Firm V. Manager Q was the sole investment decision
maker for the composite, all of the assets in the composite transferred with Manager Q to
Firm V, Manager Q obtained copies of the historical records supporting performance (with
the permission of Firm S) and the investment process for the composite will remain intact
and independent at Firm V. Because all the rules of portability apply, Firm V links
Manager Q’s performance history to its composite’s ongoing results at Firm V. Can Firm S
continue to claim the historical track record even though the manager responsible for the per-
formance is no longer with the original firm? 

Yes. The Guidance Statement on Performance Record Portability states, “Performance is
the record of the firm, not of the individual.” If Firm S continues managing new portfo-
lios according to the same style and objectives by replacing manager Q with a new man-
ager, Firm S must use the historical performance of that composite to represent the ongo-
ing performance achieved by the new manager. However, the firm must disclose any sig-
nificant events within the firm (such as personnel changes) that would help a prospective
client interpret the performance record (see Provision 4.A.19).

6. Firm A currently claims compliance with the GIPS standards. On 31 December 2003, Firm A
acquires Firm B, which does not claim compliance with the GIPS standards. Must Firm A stop
claiming compliance until all of the assets acquired from Firm B are brought into compliance?

No. Firm A can continue to claim compliance with the GIPS standards provided that it
incorporates all of the acquired assets of Firm B and brings them into compliance with the
Standards by 1 January 2005 (similar to the treatment of the acquisition of a new account). 

5.A.5 Beginning 1 January 2006, if a COMPOSITE includes or is formed
using single asset class CARVE-OUTS from multiple asset class PORT-
FOLIOS, the presentation MUST include the percentage of the COM-
POSITE that is composed of CARVE-OUTS prospectively for each
period.

Discussion: The GIPS standards permit firms to carve out a single asset class from a multi-
ple-asset class portfolio and include the performance information in a single-asset com-
posite return, provided the carve-out return is representative of what would have been
achieved in a portfolio dedicated to the carved-out strategy and includes the cash compo-
nent of the portfolio that is allocated to the single asset class. 

If a firm includes carve-out returns in a single-asset-class composite, the single-asset-class com-
posite presentation must state the percentage of the composite that is composed of carve-
outs for all periods beginning 1 January 2006 or later. This disclosure provides prospective
clients with the information needed to determine the amount of the total composite return
that is derived from carve-outs (which are managed as part of a broader strategy). 
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Cross Reference: Guidance Statement on the Treatment of Carve-Outs (4-8), Provision
3.A.7, Provision 3.B.1, Provision 4.A.11

Application:

Sample Disclosure: The firm may add a column in the performance section of the
composite presentation and could title it “Percent of composite that is carve outs”;
or the firm could add a written disclosure providing the percentage of the compos-
ite composed of carve-outs from 1 January 2006, prospectively, for all periods.

5.A.6 The total return for the BENCHMARK (or BENCHMARKS) that reflects
the investment strategy or mandate represented by the COMPOSITE

MUST be presented for each annual period. If no BENCHMARK is pre-
sented, the presentation MUST explain why no BENCHMARK is dis-
closed. If the FIRM changes the BENCHMARK that is used for a given
COMPOSITE in the performance presentation, the FIRM MUST disclose
both the date and the reasons for the change. If a custom BENCH-
MARK or combination of multiple BENCHMARKS is used, the FIRM

MUST describe the BENCHMARK creation and re-balancing process.

Discussion: Benchmarks are important tools that aid in the planning, implementation,
and review of a portfolio’s investment policy. They also help facilitate discussions with
prospective clients regarding the relationship between risk and return. As a result, the
GIPS standards require firms to provide an appropriate benchmark return in all com-
posite presentations. The benchmark should be appropriately identified. In the
instances where a benchmark is not provided, firms must explain why a benchmark is
not appropriate. 

When custom benchmarks are used, the firm must explain how the benchmark is created
and how the benchmark is calculated. For example, if the firm combines two indices for
the composite benchmark, WW index and XX index, the firm must disclose that the
WWXX benchmark is based on a combination of the WW index and the XX index and is
a 50 percent allocation of each index for each period, or it is rebalanced based on begin-
ning-of-period assets, and so on.

Firms must disclose any changes to the benchmark over time. If the investment manage-
ment style has not changed but the firm believes a new benchmark is a more appropriate
comparative measure for the composite, the firm must explain in the composite presenta-
tion its reasons for changing the benchmark. In most cases, the firm should only change
the benchmark going forward and not change historical presentations of the original
benchmark. However, because benchmarks are continually evolving, if the firm deems the
new benchmark to be a better representation of an investment strategy, the firm may con-
sider changing the benchmark retroactively. The firm must disclose the date the bench-
mark is changed and the reason it has been retroactively applied. In addition, firms are
encouraged to continue to present the old benchmark. Changes to the benchmark prima-
rily intended to make historical performance look better by lowering the benchmark
return violate the spirit of the Standards.

Application:

1. Firm A manages an equity composite in which the investment strategy has attempted to mir-
ror the S&P 500 Index. Firm A now wants to expand the investment strategy to include
non-U.S. large-cap equities and change the benchmark to a blended index of the S&P 500
and the MSCI EAFE indexes. If Firm A discloses the date of the benchmark change, provides
the reason for the change, and explains how the new index is created and rebalanced, is
Firm A in compliance with the GIPS standards?
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No. In this case because the benchmark defined the strategy for the composite, a change
in the benchmark results in a change to the investment strategy. A change in the strategy
results in the need for Firm A to create a new composite reflecting the new strategy. 

2. Firm B has historically used the S&P 500 as the benchmark for its U.S. Equity composite.
However, Firm B recently changed its benchmark retroactively to the Wilshire 5000 on the
composite presentation. In the presentation, the firm provides the date of the change and
explains that the Wilshire 5000 is a benchmark that better reflects the composite’s investment
history. However, the change was made because the lower return of the Wilshire 5000 pro-
vided a lower hurdle rate for the returns of the composite. Is this change permissible under
the GIPS standards?

No. Firm B has changed its benchmark primarily to improve its historical performance by
lowering the benchmark return. Firm B has violated the GIPS standards even though it
has technically met the requirements of the Standards by providing the date and reason
for the change. 

3. Firm C historically used the MSCI EAFE index as the benchmark for the firm’s Global ex-
U.S. strategy, even though the strategy included investments in emerging markets and the
benchmark did not. When the MSCI ACWI ex-U.S. index was introduced, the firm changed
benchmarks because the new index included emerging markets, which more closely repre-
sented the firm’s strategy. Is this permissible according to the GIPS standards?

Yes. In this case the can firm change the benchmark to the MSCI ACWI ex-U.S.
because it is more representative of the composite’s investment strategy. The firm must
disclose the date of the change as well as the reason for the change. If historical data is
available for the new benchmark, the firm could consider changing the benchmark
retroactively. The firm must disclose if the benchmark has been changed retroactively,
provided the change does not violate the spirit of the Standards and the appropriate
disclosures are shown.

5.A.7 If a COMPOSITE contains any non-fee-paying PORTFOLIOS, the FIRM

MUST present, as of the end of each annual period, the percentage of
the COMPOSITE assets represented by the non-fee-paying PORTFOLIOS.

Discussion: Non-fee-paying portfolios may be included in the firm’s composites. If the
firm decides to include non-fee-paying portfolios in a composite, firms are required to dis-
close the percentage of composite assets represented by non-fee-paying portfolios as of
the end of each annual period. Examples of non-fee-paying portfolios are portfolios con-
sisting of the firm’s own pension plan assets or portfolios managed for friends or employ-
ees that are not charged investment management fees. If a firm temporarily waives the
investment management fee for a portfolio that is normally charged a fee, the portfolio is
still considered a fee-paying portfolio (with a fee of zero for that period) and may not be
excluded from the composite because it is non-fee-paying. 

Non-fee-paying portfolios are permitted but are not required to be included in a compos-
ite; however, firms may choose to include them in one or more appropriate composites. If
the firm includes non-fee-paying portfolios in a composite, they are subject to the same
rules as fee-paying portfolios (e.g., the firm must not move the non-fee-paying portfolio
into and out of a composite without documented changes in client guidelines, and should
include all other non-fee-paying portfolios meeting the definition of the composite). The
decision of whether or not to include non-fee-paying portfolios in a composite may be
made on a composite-by-composite basis.

If non-fee-paying portfolios are included in a composite, firms must disclose the percent-
age of the composite that is represented by non-fee-paying portfolios. Firms must make
this disclosure for each annual period. If the composite does not contain any non-fee-pay-
ing portfolios, no disclosure is necessary. 
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Cross Reference: Guidance Statement on Composite Definition (4-2), Provision 3.A.1

Application:

1. Firm A has a number of fee-paying portfolios managed to a growth investment strategy.
Firm A also manages several pro-bono portfolios following this same strategy for other clients
who do not pay fees on these portfolios. All of the growth portfolios are included in one com-
posite with non-fee-paying assets composing 15 percent of the total assets of the composite as
of 31 December 1999. What disclosure is required by the GIPS standards with regard to the
non-fee-paying assets in the composite? 

Firm A could make the following disclosure as part of its Growth composite presentation
when presenting 1999 performance data: “This composite contained 15 percent non-fee-
paying portfolios 31 December 1999.” Alternatively, the firm could add a column to its
performance table titled, “Percent Composite Assets Composed of Non-Fee-Paying
Portfolios,” and list the percentage at the end of each annual period. 

2. How should incubator fund performance be presented under the GIPS standards?

Incubator funds typically are accounts set up with firm assets to initiate a new style of
asset management. As such, they are typically non-fee-paying accounts. The Standards
require that only fee-paying portfolios be included in the firm’s composites. However,
the Standards permit firms to include non-fee-paying portfolios in its composites. If non-
fee-paying portfolios are included in one of the firm’s composites, the Standards require
that the firm present the percentage of the composite assets represented by the non-fee-
paying portfolios as of the end of each annual period.

If the fund represents an investment style or objective that is unique with respect to
other management styles of the firm, it must be included in a single-portfolio compos-
ite. If at any time the firm discontinues this strategy, however, the composite would also
discontinue.

PRESENTATION AND REPORTING — RECOMMENDATIONS 

5.B.1 It is RECOMMENDED that FIRMS present the following items:

a. COMPOSITE returns gross of INVESTMENT MANAGEMENT FEES and
ADMINISTRATIVE FEES and before taxes (except for nonre-
claimable withholding taxes)

Discussion: There is a range of different types of costs and/or fees that a client incurs
when maintaining an investment portfolio. In general, the three main types of fees
and/or costs are investment management fees, brokerage commissions, and administra-
tive fees. Administrative fees include custody fees and may also include accounting fees,
consulting fees, legal fees, performance measurement fees, and other applicable fees. The
investment firm should only be held responsible for those fees that it can control. 

In some situations, the only fees that the firm controls are the investment management
fee and the direct trading expenses (i.e., the direct cost of buying or selling the assets).
Therefore, only the investment management fee and the direct trading expenses should
affect the firm’s returns. Even though custody fees are a necessary additional cost of own-
ing a portfolio, many investment managers are not involved in the selection of the custo-
dian or in the negotiation of the custody fees. Accordingly, custody fees should not be
deducted when calculating the firm’s returns. 

Cross Reference: Interpretive Guidance for Fees Provisions (4-6), Provision 2.A.5, Provision
2.B.1, Provision 4.A.6, Provision 4.A.7, Provision 4.A.14, Provision 4.A.15, Provision 4.A.16
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5.B.1 It is RECOMMENDED that FIRMS present the following items:

b. Cumulative returns for COMPOSITE and BENCHMARKS for all
periods

Discussion: Cumulative returns for the composite and benchmark for all periods provide
additional useful information to prospective clients by indicating what the total rate of
return was for a defined period of performance. Cumulative returns can be provided in
addition to the annual performance returns that are required under the Standards. 

To calculate cumulative returns, RCUM, of a composite for any period, the historic
monthly, quarterly, or annual subperiod returns are geometrically linked according to the
following formula:

,

where R1 is the composite return for period 1 and Rn is the composite return for the most
recent period.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10)

Application: 

1. Firm ABC has the following quarterly returns for Composite FGH:

Q1 Q2 Q3 Q4

2000 2.3 –4.7 6.9 3.2
2001 –7.2 –2.9 5.4 –8.0

a. Calculate the cumulative returns for the following time periods for Composite FGH:

2000 = ((1.023) × (0.953) × (1.069) × (1.032) –1) = 0.076 or 7.6%
2001 = ((0.928) × (0.971) × (1.054) × (0.92) –1) = –0.126 or –12.6%

b. 18 months (from Q1 2000 through Q2 2001):

((1.023) × (0.953) × (1.069) × (1.032) × (0.928) × ( .971) –1) = –0.031 or –3.1%

5.B.1 It is RECOMMENDED that FIRMS present the following items:

c. Equal-weighted mean and median returns for each COMPOSITE

Discussion: Averaging the performance of all the portfolios in a composite for a specified
period, regardless of size, provides an equal-weighted composite return for that period.
The equal-weighted mean return is the simple (unweighted) average of the individual
portfolio returns in a composite. The simple average, together with the standard devia-
tion, provides a measure of the manager’s ability to obtain consistent returns for all port-
folios regardless of size. 

The GIPS standards recommend presentation of equal-weighted mean and median
returns for the composite. 

The formula for the equal-weighted mean composite return, REQUAL, is

,

where RPORT1 is the time-weighted return for the first portfolio in the composite and n is
the number of portfolios in the composite.

R
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For a series of returns with an odd number of returns in the series, listed from low to
high, the median return is the number in the middle.

For a series of returns with an even number of returns in the series, the median is the
average of the two numbers in the middle of the series. 

For example, the median return for a composite that has the following three annual
returns, 2.3 percent, 2.7 percent, 3.9 percent, the middle number, the three-year median
return, is 2.7 percent.

If the composite has the following returns for four years, 2.3 percent, 2.7 percent, 3.9 per-
cent, 4.1 percent, the four-year median return is ((2.7% + 3.9%)/2), or 3.3 percent

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10)

5.B.1 It is RECOMMENDED that FIRMS present the following items:

d. Graphs and charts presenting specific information REQUIRED or
RECOMMENDED under the GIPS standards

Discussion: Graphs and charts included in the presentation can convey information in a
format that may be better understood by some prospective clients. Firms should carefully
consider how graphs and charts are constructed and presented, such that the objectives of
fair representation and full disclosure are maintained.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10)

5.B.1 It is RECOMMENDED that FIRMS present the following items:

e. Returns for quarterly and/or shorter time periods

Discussion: In addition to annual returns, firms may choose to present returns for quar-
terly or shorter time periods as Additional Information.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10),
Provision 5.A.1, Provision 5.A.3

5.B.1 It is RECOMMENDED that FIRMS present the following items:

f. Annualized COMPOSITE and BENCHMARK returns for periods
greater than 12 months

Discussion: Annualized, or average annual compound returns, represent the geometric
average return achieved over the defined period of more than one year. Annualized per-
formance is only permitted for periods of one year or more.

Annualized Return (%) = ([(1 + R)(1/n)] – 1) × 100,

where R is the cumulative return for the period, which is the geometrically linked returns
during the period, and n is the number of years in the period

For example, a portfolio’s cumulative return for a five-year period is 150.0 percent. It has
a five-year average annual compound return, or annualized return, of 20.11 percent:

((1 + 1.50)(1/5)) –1 = 0.2011 = 20.11 percent. 
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If the 150 percent is earned over 12.5 years, its 12.5 average-annual compound return, or
annualized return, is 

((1 + 1.50)(1/12.5)) –1 = 0.0761 = 7.61 percent.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10),
Provision 5.A.1, Provision 5.A.3

5.B.1 It is RECOMMENDED that FIRMS present the following items:

g. COMPOSITE-level country and sector weightings.

Discussion: Presenting composite-level country and sector weightings may be useful for
prospective clients when considering the diversification of investments in the composite.
Firms may present this additional information within the performance data, as a separate
chart or graph, etc.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10)

5.B.2 It is RECOMMENDED that FIRMS present relevant COMPOSITE-level risk
measures, such as beta, tracking error, modified duration, informa-
tion ratio, Sharpe ratio, Treynor ratio, credit ratings, value at risk
(VaR), and volatility, over time of the COMPOSITE and BENCHMARK.

Discussion: Risk should be understood as being uncertain in nature and impact. The use
of a variety of risk measures with an understanding of each of their shortcomings will pro-
vide valuable information, because no one statistic can consistently capture all the ele-
ments of risk for an asset class or a style of management.

Risk disclosures should facilitate comparison among investment management firms and
must be appropriate to the investment strategy represented by the composite. The
Standards do not specifically state which risk measures should be used, or the methodol-
ogy behind a particular risk measure. Practitioners should display the risk measures they
believe are appropriate.

Cross Reference: Guidance Statement on the Use of Supplemental Information (4-10),
Provision 4.A.5

5.B.3 After presenting the REQUIRED 5 years of compliant historical per-
formance, the FIRM is encouraged to bring any remaining portion
of its historical track record into compliance with the GIPS stan-
dards. (This does not preclude the REQUIREMENT that the FIRM MUST

add annual performance to its track record on an on-going basis to
build a 10-year track record.)

Discussion: Provision 5.B.3 encourages firms to bring any noncompliant historical track
record of the firm into compliance with the Standards.

Cross Reference: Provision 4.A.10, Provision 5.A.1, Provision 5.A.2 
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REAL ESTATE
Introduction and Scope

The GIPS standards Real Estate provisions apply where returns are primarily derived from
the holding, trading, development, or management of real estate assets. Real estate
includes land, buildings under development, completed buildings, and other structures or
improvements held for investment purposes. The Standards apply to firms managing real
estate regardless of the level of control the firm has over management of the real estate
investments (see the discussion of discretion below). The provisions apply irrespective of
whether a real estate investment is producing revenue and also apply to real estate invest-
ments with leverage or gearing.

Investment types not considered as real estate and therefore addressed elsewhere in the
general provisions of the GIPS standards include the following:

• publicly traded real estate securities including any listed securities issued by public
companies;

• commercial mortgage backed securities (CMBS);
• private debt investments, including commercial and residential loans where the

expected return is solely related to contractual interest rates without any participa-
tion in the economic performance of the underlying real estate.

If a portfolio includes a mix of real estate and other investments that are not real estate,
then these requirements and recommendations only apply to the real estate portion of
the portfolio, and the GIPS carve-out provisions (Sec II.3.A.7.) must also be applied.

Recognizing that firms may not be able to gather historical valuations and/or records for
transactions of real estate assets in order to create a five-year performance history, firms
may link non-compliant performance for these assets for periods prior to 1 January 2006
to compliant performance with appropriate disclosure as to why the performance is not
in compliance with the Standards. 

Compliance

It is important that firms managing real estate investments understand that compliance
with the GIPS standards refers to firm-wide compliance which requires adherence not just
to the real estate provisions but to all the provisions of the GIPS standards.

Composite Construction 

The real estate investment industry continues to debate the efforts, alternatives, and
meaningful relevance of composite construction. One of the key principles of the GIPS
standards is the notion of the presentation of composite performance, where a composite
is defined as an aggregation of one or more portfolios representing a particular invest-
ment objective or strategy. The real estate provisions of the GIPS standards embrace the
notion of composite-level reporting and require real estate investment management firms
to present performance in composites defined by investment objective or strategy. 

Users and recipients of performance presentations, however, frequently request property-
level performance presentations, which may not be consistent with the composite con-
struction principles of the GIPS standards. Although firms are not prohibited from pre-
senting information according to specific requests from prospective clients, firms are
required to make every reasonable effort to provide a fully compliant presentation of a
composite based on investment objective or strategy.

For example, the GIPS composite construction provisions require firms to prepare com-
posites, where the composite tracks the investment strategy that is pursued for a client or
group of clients. But a real estate investment management firm may be asked to prepare
a presentation consisting of only their office building investments, which requires
extracting the performance of all office building investments from multiple portfolios
within the firm. 
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If this grouping represents what would have been achieved with a strategy dedicated to
office building investments, the firm may consider this a composite consisting of carve-
outs and apply the GIPS carve-out provisions and guidance (see the Guidance Statement
on the Treatment of Carve-Outs). If this grouping does not represent what would have
been achieved with a strategy dedicated to office building investments, carving out the
property-level office building investment returns from portfolios with vastly different
investment objectives and strategies will likely not satisfy the composite construction
requirements of the Standards. This property-level grouping should then only be pre-
sented as supplemental information to a compliant composite presentation (see the
Guidance Statement on the Use of Supplemental Information). 

Discretion

The GIPS standards require that all actual, fee-paying discretionary portfolios be included
in at least one composite, although the definition of discretion remains with the firm.
Discretion is the ability of the firm to implement its intended strategy. As stated in the
Guidance Statement on Composite Definition, there are degrees of discretion and not all
client-imposed restrictions will necessarily cause a portfolio to be non-discretionary. The
firm must determine if the restrictions will, or could, interfere with the implementation
of the intended strategy to the extent that the portfolio is no longer representative of
the strategy.

The following guidelines are recommended to facilitate appropriate and consistent classi-
fication of real estate portfolios as discretionary or nondiscretionary.

Discretionary Management
Real estate portfolios are considered discretionary if the firm has sole or primary
responsibility for major investment decisions. Major decisions may include portfolio
strategy, investment search and selection, purchases, sales, investment structuring,
financing, capital improvements, and operating budgets. Clients may not delegate com-
plete investment discretion to firms for real estate investments, but in many cases, the
consent requirements and investment constraints imposed do not inhibit the firm’s
investment policy or decision making to any significant extent. Therefore, the existence
of client-imposed investment restrictions—such as leverage limits or required client
approval of major decisions—do not preclude classification of a real estate portfolio as
discretionary. Acceptance of primary responsibility by the firm and, therefore, the pres-
ence of a discretionary management relationship may be inferred if a portion of the
firm’s compensation is tied to performance or if the firm’s success is assessed based on
comparison of the firm’s performance to a selected industry benchmark.

Nondiscretionary
Real estate portfolios are considered nondiscretionary if client-imposed investment limita-
tions and restrictions hinder or prohibit application of the firm’s desired investment strat-
egy. As an example, taxable clients may prohibit or significantly limit repositioning of
their portfolios through active or timely sales in order to minimize capital gains taxes.
Alternatively, clients may mandate liquidation of their portfolios at a time when the firm
believes pricing is not optimal. Additionally, firms may accept special assignments, such as
portfolios taken over from other firms, with mandates that are not consistent with their
own investment strategy.

Time-Weighted and Internal Rate of Return

The GIPS standards require the use of a time-weighted rate of return because it removes
the effects of cash flows, which are generally client-driven. Therefore, a time-weighted rate
of return best reflects the firm’s ability to manage the assets according to a specified strat-
egy or objective, and is the basis for the comparability of composite returns among firms
on a global basis.

The one exception to the time-weighted rate of return requirement is in the case of pri-
vate equity investments where an internal rate of return (IRR) is required. An IRR reflects
the effects of the timing of cash flows in a portfolio and is required for private equity
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assets because the firm controls the cash flows into and out of the portfolio. In these situa-
tions, a time-weighted rate of return will not offer the best measure for an investor to
compare returns between private equity funds because the time-weighted rate of return
will not capture the critical effects of cash flow management within the control of the pri-
vate equity manager.

Some view the real estate asset class comparable to private equity because of similarities in
asset illiquidity, valuation frequency and reliability, and extended holding periods. As
such, real estate investment management firms are recommended to present the since
inception internal rate of return in addition to time-weighted rates of returns. 

Separation of Income and Capital Appreciation Components 

The GIPS standards for real estate investments require the presentation of component
returns, specifically (1) the income return and (2) the change in capital value. Component
reporting is important because of the lack of liquidity in real estate investments. If all other
investment attributes are equal, higher current income is generally more desirable with
real estate, because it equates to lower risk in achieving the total return. The calculation
methodology for component returns must also be disclosed. Specifically, component
returns are calculated separately using chain-linked (geometrically-linked) time-weighted
rates of return. Although not required, some investment managers may adjust the chain-
linked component returns so that the sum of the income return and the capital return is
equal to the total return; the manager is required to disclose this practice. 

Calculating Component Returns

The GIPS standards require that returns from cash and cash equivalents held in portfolios
must be included in total return calculations. Firms must also reduce both gross-of-fees and
net-of-fees returns by the trading expenses incurred. For periods beginning 1 January 2005,
firms must use approximated rates of return that adjust for daily-weighted external cash
flows (where external cash flows are defined as cash, securities or assets that enter or exit a
portfolio). Firms must calculate and present the composite’s income and capital apprecia-
tion component returns in addition to the composite’s asset-weighted total return. 

Income Return
The income return measures the portion of the portfolio’s total return that is generated
by the income from the operations of the real estate portfolio (real estate assets and
cash/cash equivalents) during the period. The income return is computed as a percent-
age of the weighted-average capital employed during the measurement period. The GIPS
standards require interest income to be accrued (see GIPS Provision 1.A.6). 

Capital Return 
The capital return measures the portion of the portfolio’s total return that is generated
from the change in the market value of the real estate portfolio (real estate assets and
cash/cash equivalents) during the period. It is computed as a percentage of the weighted-
average capital employed during the measurement period. 

Capital Employed
The weighted-average capital employed (real estate assets and cash/cash equivalents) dur-
ing the measurement period, i.e., the average capital available to be invested during the
measurement period.

Disclosures

In addition to the other disclosure requirements of the GIPS standards, expanded disclo-
sure for real estate composites is imperative because of the subjective nature of real estate
valuation and the lack of consistent valuation methods around the world.

Requirements
• Income and capital appreciation component returns must be presented, in addi-

tion to total returns.
• Calculation methodology for component returns must be disclosed.
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• Firm’s description of discretion must be disclosed.
• Valuation methods and procedures (e.g., discounted cash flow valuation model,

capitalized income approach, sales comparison approach, the valuation of debt
payable in determining the value of leveraged real estate) must be disclosed.

• Range of performance returns for individual accounts in the composites must be
presented.

• Source of valuation—independent appraiser versus internally prepared—for each
reporting period must be disclosed.

• Frequency that real estate investments are valued by an external valuer must be
disclosed.

Valuation

Market value is the most probable price that a property should bring in a competitive and
open market under all conditions requisite to a fair sale, the buyer and seller each acting
prudently and knowledgeably, and assuming the price is not affected by undue stimulus.
Implicit in this definition are the consummation of a sale as of a specified date and the
passing of title from seller to buyer under conditions whereby: 

a. Buyer and seller are typically motivated;
b. Both parties are well informed or well advised, and each party is acting in what

they consider their own best interests;
c. A reasonable time is allowed for exposure in the open market;
d. Payment is made in terms of cash currency or in terms of financial arrangements

comparable thereto; and,
e. The price represents the normal consideration for the property sold unaffected

by special or creative financing or sales concessions granted by anyone associated
with the sale.

Source of Valuation

Globally, valuation procedures and methodologies are not consistent and there is acknowl-
edgment that a range of valuation methodologies exist. However, the GIPS standards
require firms implement specific valuation procedures for real estate investments.

There are two sources of property valuation:

Independent Valuation
Independent valuation is conducted by third-party appraisers, hired for a fee agreed to in
advance which, in instances where the purpose of the appraisal is to estimate market value,
is always noncontingent with respect to outcome. An assessment of market value must be
performed by a third party who is a professionally designated, certified, or licensed val-
uer/appraiser who must conduct the external valuation pursuant to the valuation stan-
dards of the local governing appraisal body (or bodies). Independent valuers must be a
professionally designated, certified or licensed valuer/appraiser and must be authorized by
the professional or government body overseeing valuation standards in each country or
state. Predominant professional organizations (for example, Appraisal Institute and Royal
Institute of Chartered Surveyors) subscribe to essentially the same valuation theories, prin-
ciples, and practices. Notably, valuers/appraisers must undergo formal and rigorous train-
ing and testing and must accumulate sufficient industry experience to qualify.

Internal Valuation 
The second source of valuation is performed internally by the real estate investment firm.
An internal valuation should consider professional industry approaches to estimating
value (e.g., discounted cash flow valuation model, capitalized income approach, sales
comparison approach, cost approach), and a professional review and assessment of the
known economic, market, and financial variables and factors that can cause material
changes in the value of real estate investments. Prudent assumptions must be employed,
and the internal valuation process must be applied consistently from period to period,
except where a process change would result in a more accurate estimate of market value.
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The goal of the internal process is that the performance presentation is supported by
investment values that are confirmed by the investment manager based on the employ-
ment of a professional valuation process that would generally mirror the process
employed by the investment manager in assigning values to real estate investments
throughout the acquisition and sale processes.

Frequency of Valuation of Real Estate:

Requirements:
• Real estate investments must be valued at market value at least once every 12

months. For periods beginning 1 January 2008, real estate investments must be
valued at least quarterly.

• Real estate investments must be valued by an external, professionally designated, certi-
fied, or licensed commercial property valuer/appraiser at least once every 36 months.

Recommendations:
• Real estate investments should be valued at least quarterly.
• Real estate investments should be valued by an external valuer/appraiser at least

once every 12 months.
• If calculating and presenting the internal rate of return, firms should use quar-

terly cash flows at a minimum.

Application:

1. The GIPS standards state that the value of a real estate portfolio must be reviewed at least
once every 12 months. Is this an internal review and if so, what does it entail?

The 12-month valuation requirement for real estate can be satisfied with an internal
review or external valuation. In an internal review, the valuation is determined internally,
by the firm’s management. The firm could determine that relying on values reported in
annual reports generally satisfies the current 12-month review requirement because the
issuance of the annual report should include a review of the real estate portfolio, a review
of net asset value for financial and performance purposes, and review and disclosure of
any factors that may result in a material change to net asset value. However, beginning
1 January 2008, real estate investments must be valued at least quarterly.

An external appraisal is not required every 12 months; the minimum requirement is at least
once every 36 months. The frequency of independent external appraisals must be disclosed.

2. Where do real estate mortgages fit within the GIPS standards?

For the purpose of performance reporting, real estate mortgages with fixed or variable
interest rates are considered fixed-income securities. Therefore, the core sections of the
GIPS standards are applicable.

Participation and convertible mortgages (i.e., hybrid mortgages) are considered real
estate investments. Firms should consider allocating component returns as follows: 

• Basic cash interest (current receivable): allocate to income return component. 
• Contingent interest (current receivable): allocate to income return component. 
• Basic accrued interest (deferred): allocate to appreciation return component. 
• Additional contingent interest (deferred; payable at maturity, prepayment, or

sale): allocate to appreciation return component.

Therefore, if the return is currently payable from operations, allocate to the income
return. All other sources of return that are deferred or realizable in the future should be
allocated to the appreciation component. 

3. Should the real estate returns be presented net of leverage, after the effects associated with
mortgage and similar long-term liabilities?

Yes, real estate returns should be presented net of leverage (interest expense related to
third-party debt) coupled with appropriate disclosure on the amount of leverage that is
employed in producing the returns.
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3-8

PRIVATE EQUITY
Introduction and Scope

Private equity has become an increasingly mainstream asset for sophisticated investors.
Private equity entails investment in nonpublic companies at various stages of development
and encompasses venture, buyout and mezzanine investing. Investors typically invest in
private equity assets either through individual funds, usually limited partnerships with a
specified investment stage and geographic focus, or via a fund-of-funds, through which
commitments are made to multiple underlying funds. Some investors may also invest
directly into unquoted companies, often on a co-investment basis alongside individual
funds. Secondary investment—the acquisition of an interest in a private equity fund from
the original investor before the end of the fund’s fixed life—is also embraced within the
broad definition of private equity.

When investing in private equity through funds or funds of funds, an investor makes an
initial commitment of capital that is then “called” or drawn down as the investment man-
agers of the underlying funds find investment opportunities. Capital is chiefly returned to
the investor via distributions on the sale or recapitalization of individual unquoted compa-
nies by the underlying funds, although in some cases investors may also receive earnings-
derived distributions. 

Private equity investment vehicles typically have a limited life (i.e., they are not open-
ended) and are generally illiquid. The ultimate return of the investment is not known
until the fund or partnership is finally liquidated. Because of the unique characteristics of
this asset class, additional performance reporting requirements are needed. The GIPS
standards, which are based on the principles of fair representation and full disclosure,
seek to provide prospective clients with the critical pieces of information needed to evalu-
ate the firm’s performance.

The concept of fair value used in the GIPS standards private equity provisions mirrors the
fair value principles used in international accounting standards. In order for any perform-
ance-reporting requirements to be meaningful, the return calculations must be based on
fair value of the underlying securities. Unlike investments in publicly traded securities
where there are well-defined prices, it is difficult to find an objective valuation of private
equity investments. This difficulty has led to harmonized guidelines (developed by the
British Venture Capital Association (BVCA), European Venture Capital Association
(EVCA), and the U.S. Private Equity Industry Guidelines Group (PEIGG)), developed in
an attempt to standardize the methods used for valuing these assets. The GIPS Private
Equity Valuation Principles outline high-level guidelines for valuation, whereas the various regional
guidelines provide the supporting methodology.

Recognizing that firms may not be able to gather historical valuations and/or records for
transactions of private equity assets in order to create a five-year performance history,
firms may link non-compliant performance for these assets for periods prior to 1 January
2006 to compliant performance with appropriate disclosure as to why the performance is
not in compliance with the Standards. 

Investment Structures

Limited Partnerships (GIPS private equity provisions are applicable)
The predominant vehicle in the global private equity industry is the independent, pri-
vate, fixed-life, closed-end fund, usually organized as a limited partnership. These funds
typically have a fixed life of 10 years that can be extended by a pre-set number of
defined periods (e.g., 2 one-year periods) upon agreement of the investors. It is termed
a Closed-End Fund in that the number of investors/shares is fixed for the life of the fund
and closed to new investors. 

The limited partnership is a fund of pooled interests managed by a general partner who
raises capital (i.e., committed capital or commitments) from outside investors (limited
partners). The general partner charges an investment management fee, typically from
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one to three percent per annum on the total commitments raised. Most funds require at
least a nominal one percent investment by the general partner. In addition, the general
partner will take a profit split (known as the carried interest or simply the “carry”) of usu-
ally 20 percent of profits. 

The general partner will “call” the capital from its investors in tranches as needed for
investment into underlying companies. These capital calls are also termed “drawdowns.”
Another unique feature of these types of vehicles is that any proceeds from investments
must be distributed to investors; reinvestment is only acceptable if predefined terms
appear in the contract between the general partner and the limited partners. 

In this type of structure the cash flows are fairly easy to enumerate as the performance is
calculated on the basis of the cash flows between the limited partner and the partnership.
The investment management fee is typically charged on the total assets committed to the
fund rather than on the value of the invested capital of the portfolio. 

Direct Investments (GIPS private equity provisions are applicable)
Investments can be made in private equity assets directly, rather than via a fund or part-
nership. Direct investments are made both by institutions and by high-net-worth individu-
als. Many institutions making direct investments into unquoted companies do so on a co-
investment basis alongside private equity funds in which they are limited partners, in line
with a formal pre-set co-investment agreement. 

Captive and Semi-Captive Funds (GIPS private equity provisions are not applicable)
The private limited partnership is not the only investment vehicle that makes private
equity investments. Some vehicles are organized as captive vehicles or semi-captive vehi-
cles. Captive refers to a fund that only invests for the interest of its owner organization.
This parent may be a regular corporation, a financial corporation, insurance company,
university, and so on. The salient feature is that the fund only invests its parent’s capital—
there are no outside investors. Corporate venture groups of technology companies are
examples of this type of vehicle, although several insurance companies and investment
banks also have similar vehicles. 

The notable feature of this type of vehicle is that typically the vehicle is not a fixed-life
investment pool—it is “evergreen” (i.e., a fund with no fixed cost basis as the parent
can contribute additional capital or withdraw capital from the vehicle whenever it
chooses). This lack of a fixed cost basis complicates the cash flow calculations because
the cost basis fluctuates as the capital managed increases and decreases. The other
problem is that a fund of this type charges no management fee to its owner and does
not really have a “carried interest” profit split, although a few creative groups have
compensation schemes for the investment officers that work in a similar manner to car-
ried interest. 

Another type of hybrid vehicle, called a semi-captive fund, mixes capital from both out-
side investors and the parent organization. These funds typically charge a management
fee and carried interest to the outside investors and are usually closed-ended, as the num-
ber of investors is fixed, but a number of evergreen semi-captives also exist. 

As such, captive and semi-captive structures are not comparable to private fixed-life lim-
ited partnerships on a net-of-fees basis. Therefore, the scope of the GIPS private equity
provisions is in no way directed toward captive or evergreen funds within this industry.
These structures must follow the general provisions of the GIPS standards.

Open-End Funds (GIPS private equity provisions are not applicable)
Another investment structure is an open-end public entity that acts much like a publicly-
quoted mutual fund. The fund is a public investment vehicle traded on an exchange and
priced daily. These vehicles typically operate much like a mutual fund or publicly-traded
company and are not required to follow the GIPS private equity provisions, but must fol-
low the general provisions of the GIPS standards. 
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Funds/Partnerships vs. Composite 

Although most private equity investment vehicles are structured as limited partnerships or
closed-end pooled funds, the GIPS standards are structured around the concept of compos-
ites. A composite is an aggregation of portfolios with a similar investment style or strategy.
In relation to private equity, the composite is an aggregation of funds/partnerships with
the same strategy and “vintage year” (year of first capital drawdown). In most cases, a com-
posite will contain only one fund/partnership. If a firm has multiple funds/partnerships
with the same vintage year and strategy, they must be combined into a single composite.
A co-investment fund will most likely be placed in a separate composite from the underlying
linked fund. Accordingly, firms should realize that all provisions and guidance related to
composites apply to funds and partnerships. For example, when the Standards state that the
cumulative annualized SI-IRR (since inception—internal rate of return) must be presented
for the composite, because each composite will typically contain only one fund or partner-
ship, this will be the same as the annualized SI-IRR for the fund or partnership. It is impor-
tant to remember that the GIPS standards are primarily designed for presenting the firm’s
performance to prospective clients rather than reporting performance to an existing client.

It is also important for firms to realize that Provision 3.A.1 states in part that, “All actual,
fee-paying, discretionary portfolios must be included in at least one composite.” Firms
must understand that the GIPS standards are aimed at a firm-wide level of compliance
and not just selected composites/funds.

Within the private equity asset class, the GIPS concept of “carve-outs” is not applicable. A
carve-out is a subset of a portfolio’s assets used to create a track record that reflects a nar-
row segment of a broader mandate. In particular, it could be argued that a fund-of-funds
composite is invested across many separate strategies. Breaking out and showing the sub-
strategies as stand-alone composites would be misleading because a prospective investor
could not solely invest in the substrategies. Furthermore, the value added of a fund-of-
funds manager is to aggregate across various fund strategies. If a manager would like to
separately disclose the substrategies for comparison purposes, this information must be
presented as Supplemental Information (See the Guidance Statement on the Use of
Supplemental Information). 

Input Data 

As mentioned above, performance reporting is of little value unless the underlying valua-
tions are based on sound valuation principles. The GIPS Private Equity Valuation Principles
establish a broad foundation for valuing private equity assets. These broad principles can be
supplemented with more detailed valuation guidelines such as the harmonized European
guidelines. One of the goals of the GIPS standards is to improve comparability among firms.
The GIPS Private Equity Valuation Principles help to achieve that goal by requiring that
firms use the same fundamental principles as the core of their valuation methodology. The
concept of fair value used in the GIPS Private Equity Valuation Principles is the amount at
which an asset could be acquired or sold in a current transaction between willing parties in
which parties each acted knowledgeably, prudently, and without compulsion. Fair value does
not assume an intention or ability to sell at the date of valuation but is an estimate of the
likely exchange price involving subjective judgments, which must be based on reasonable
estimates of the company’s current and future performance.

The GIPS standards require that portfolios be valued monthly beginning 1 January 2001,
and beginning 1 January 2010, portfolios will be required to be valued at the time of any
large external cash flow. Because the Standards require a SI-IRR for private equity assets,
however, increased frequency in valuations will not result in increased accuracy of the
return calculation. The Standards only require that annual returns be presented and
therefore the only valuation that is needed is at the year-end. More frequent valuations
are generally required for client reporting purposes and are considered good business
practice. The GIPS private equity provisions recommend quarterly valuations because this
will allow firms to report performance on a more frequent basis. Firms that do not value
on at least a quarterly basis can only present performance through the prior year-end. 
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Calculation Methodology

An internal rate of return (IRR) reflects the effects of the timing of cash flows in a portfo-
lio. The IRR is required for private equity assets because the firm controls the cash flows
into and out of the portfolio. A time-weighted rate of return (TWRR) will not offer the
best measure for an investor to compare returns between private equity funds because the
TWRR will not capture the critical effects of cash flow management within the control of
the private equity manager. Although the GIPS private equity provisions advocate that the
IRR is the most accurate measure of performance for an individual private equity man-
ager, it may not be so at higher levels of aggregation. In the case where an investor (e.g., a
limited partner) is trying to calculate the return at a wider portfolio level, including a
number of private equity funds, that investor has no control over the timing of any cash
flows. In this situation of a wider portfolio, a TWRR is more applicable and will provide a
comparability measure at a portfolio level with other private equity portfolios as well as
other asset classes. It is inappropriate to directly compare IRR and TWRR figures to each
other. This clarification is provided in recognition that the main purpose for the GIPS pri-
vate equity provisions is to provide comparability between private equity firms and not
necessarily to standardize the performance presentation of the investors.

The IRR is the annualized implied discount rate (effective compounded rate) that
equates the present value of all of the appropriate cash inflows (paid-in capital such as
draw downs for net investments) associated with an investment with the sum of the pres-
ent value of all the appropriate cash outflows (such as distributions) accruing from it and
the present value of the unrealized residual portfolio (unliquidated holdings). For interim
cumulative return measurement, any IRR depends upon the valuation of the residual
assets. The subperiod IRR, r, is calculated as follows:

,

where CF is the cash flow for period i, n is the total number of cash flows, i is the period
of the cash flow, c is number of annual cash flow subperiods (e.g., c = 365 for daily cash
flows), and r is the subperiod IRR. The subperiod IRR is converted to the annualized IRR,
R, as follows:

As discussed in the section on investment structures, the predominant private equity
investment vehicle is the independent private fixed-life fund. The cash flows are easily
identified and enumerated as the fund has a fixed-cost basis of investment. It is reason-
able to assume that because this type of fund has a fixed life, the return on investment is
fairly easy to calculate. Because of the straightforward nature of the cash flows and
closed-end basis of the fund, there are rarely any intractable or mathematical problems,
such as multiple IRR’s or unbounded solutions that often arise from complicated cash
flow streams.

One of the reasons IRR is preferred is that this type of partnership generally has a fixed
number of investors and a fixed commitment basis and proceeds cannot be reinvested so
the cost basis of investment does not increase and decrease as it would with an evergreen
or open-end fund. An open-end fund can find its investment pool increased (decreased)
as investors invest (withdraw) more capital or by the addition (withdrawal) of investors. 

One of the basic tenets of performance attribution is that the manager not be
rewarded or penalized by decisions outside of their control. In an open-end fund as
mentioned previously, the timing of cash flows in and out of the fund is totally at the
discretion of the investors. As a result, a time-weighted return will (paradoxically)
remove timing of the cash flows out of the performance calculation. Accordingly,
open-end funds must follow the provisions of the general GIPS standards and report a
time-weighted rate of return.
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In a private equity independent, fixed-life fund, the decisions to raise money, take money
in the form of capital calls, and distribute proceeds are totally at the discretion of the pri-
vate equity fund manager. Therefore, timing is part of the investment decision process
and thus the manager should be rewarded or penalized by those timing decisions—thus
the need for a time-value of money measurement such as the IRR.

Firms are required to deduct carried interest, the investment management fee and any
transaction expenses when calculating net-of-fees returns. As noted above, the carried
interest can often have a greater impact than the actual investment management fees. In
the case of investment advisors that have discretion over the selection of venture capital or
private equity funds or partnerships for their clients, the investment advisor must calculate
all returns net of all the fund or partnership investment management fees and carried
interest. Investment advisor net-of-fees returns must, in addition, be net of all the invest-
ment advisor’s fees, expenses, and carried interest.

Composite Construction

It is only appropriate to create composites that show a firm’s capabilities or past perform-
ance with regard to a particular investment strategy. Firms must also separate funds with
different vintage years into different composites. The following hierarchy may be helpful
as firms consider how to define private equity composites:

Vintage Year
Strategy (venture, buyout, generalist, mezzanine, fund-of-funds, other private equity)

Substrategy (size of fund, stage, etc.)
Geography 

Firms must remember that the GIPS standards have formal requirements in place regard-
ing composite construction, which can be found in Section 3 of the Standards. (In order
to fully understand composite construction topics one should also read the Guidance
Statement on Composite Definition). Of most importance, “firms are required to include all
actual, discretionary, fee-paying portfolios (funds/partnerships) in at least one composite
that is managed according to a particular strategy or style.” Creating meaningful compos-
ites is critical to the fair representation, consistency, and comparability of performance
results over time and among firms. 

Disclosures 

Firms are required to disclose the vintage year of each composite. The vintage year is the
year in which the private equity fund or partnership first draws down or calls capital from
its investors. The disclosure of the vintage year increases comparability by allowing
prospective clients to understand the time frame when the fund was initiated. In addition,
firms are required to disclose the final realization date of a composite for all closed (dis-
continued) private equity composites. Similar to the vintage year statistic, the final realiza-
tion date also aids in determining the time frame that the partnership was in existence in
order to determine the appropriate comparability of one investment to another. Firms are
also required to disclose the investment strategy of the composite. 

Firms are required to disclose the composite’s unrealized appreciation or depreciation.
This disclosure helps prospective clients determine the potential for returns to change in
the future based on the potential changes in the valuation of the investments within the
composite. Firms must also disclose the total committed capital (or capitalization). Total
committed capital is the total value of capital that investors have agreed to invest.

In addition to requiring the use of the GIPS Private Equity Valuation Principles, the
Standards require the firm to disclose if it complies with any other valuation guidelines
(e.g., BVCA or EVCA). The valuation methodology disclosure is important to determine
the comparability of different returns and other important statistical information. If valua-
tion methodologies are substantially different, certain investments may not be able to be
compared to one another without very precise and appropriate valuation adjustments.
Firms are required to document their procedures for reviewing valuations and must dis-
close that those procedures are available upon request. 
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Presentation and Reporting

Firms are required to present the annualized Since Inception IRR (SI-IRR) for private
equity composites. The firm is required to present an annualized SI-IRR for each year since
the vintage year. Unless disclosed, calendar year period-ends are assumed. For example,
assume a composite has a vintage-year date of 1 January 1999. As shown in the table below,
the firm would present the SI-IRR for 1999, the annualized SI-IRR (covering 1999 and
2000) for 2000, the annualized SI-IRR (covering 1999–2001) for 2001, and the annualized
SI-IRR (covering 1999–2002) for 2002. Periods less than one year must not be annualized.

When presenting private equity performance, firms are required to present both gross-of-
fees and net-of-fees returns. Net-of-fees returns must be net of the investment manage-
ment fee, carried interest (the management firm’s portion of any realized gains as well as
the implied carried interest component of any unrealized gains in the portfolio), transac-
tion expenses, and any other fees. In general, in cases where an investor is not able to
negotiate the investment management and/or administrative fees, it may be most appro-
priate to present performance returns net of the nonnegotiable fees. In addition, if any
fees are paid outside of the fund vehicle, they still must be incorporated in the net-of-fees
return. Firms must disclose when fees are paid outside of the fund vehicle.

For each year presented, firms are required to report paid-in capital to date, total current
invested capital, and cumulative distributions to date. The paid-in capital to date is the
amount of the total committed capital that the firm has drawn down (called) from
investors. The total current invested capital is the amount of the paid-in capital that is
actually invested in private equity assets. The total distribution equals the total amount of
capital or income that has been returned to investors. This measure gives prospective
clients an understanding of the amount of initial invested capital returned to investors rel-
ative to other composites with similar vintage years and strategies.

The internal rate of return is not the only useful metric used to gauge performance. It
assumes, for example, that the residual value of a composite is totally liquid, whereas in
reality, the residual value is the unrealized (and often illiquid) portion of the composite.
For performance calculation there are one non-cash-flow item—residual value (net of
investment management fees and carried interest)—and two cash flow items—drawdowns
from limited partners (also referred to as capital calls or paid-in capital) and distributions
(cash and/or stock) to limited partners.

These three components can be used to calculate the internal rate of return assuming the
residual value is taken as a terminal cash flow value. Only part of the return, however, is
actually realized (i.e., the distributions). Accordingly, realization multiples (such as the
Distributions to Paid-In Capital or DPI) provide additional information as to how much of
the return has actually been realized and how much is still unrealized.

The Standards require firms to report the investment multiple (Total Value to Paid-In capital
or TVPI) and the realization multiple (DPI) for each year presented. The investment multi-
ple is calculated by dividing the residual value plus distributed capital by the paid-in capital.
The investment multiple gives prospective clients information regarding the value of the
composite relative to its cost basis. The realization multiple (DPI) is calculated by dividing the
cumulative distributions by the paid-in capital. The DPI is a measure of how much of the
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Gross-of-Fees Net-of-Fees 

Year SI-IRR (%) SI-IRR (%)

1999 –5.2 –8.2

2000 10.3 7.3

2001 29.6 25.6

2002 22.4 18.3
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return has actually been returned to investors. In the early life of an independent fixed-life
fund, the DPI will be zero until distributions are made. As the fund matures, the DPI will
increase. Once the DPI is greater than one, the fund has broken even. A DPI of greater than
one means that the fund has generated capital gains. In addition, firms must present the
ratio of Paid-In Capital to committed capital (or PIC multiple). This ratio gives prospective
clients information regarding how much of the total commitments have been drawn down.

The private equity provisions also require the presentation of the Residual Value to Paid-In
capital (RVPI). The RVPI is calculated as the residual value divided by paid-in capital. RVPI is
a measure of how much of the return is unrealized. As a fund matures, the RVPI will increase
to a peak and then decrease as the fund matures and eventually liquidates to a residual mar-
ket value of zero. At that point, the entire return of the fund has been distributed. 

If a benchmark is used, the private equity provisions require the presentation of a cumula-
tive annualized SI-IRR for that benchmark that reflects the same strategy and vintage year
as the composite. Firms must disclose the calculation methodology of the benchmark
(e.g., monthly cash flows) and if a custom benchmark is used, how that benchmark is con-
structed. If no benchmark is presented, then the firm must disclose why no benchmark is
appropriate. If a custom benchmark is used, then the firm must describe the benchmark
creation and rebalancing process.

Application:

1. What was the process for developing the GIPS private equity provisions and who was consulted?

The GIPS Private Equity Subcommittee was drawn from professionals around the world
with private equity experience in a range of industry roles. The provisions have circulated
for public comment amongst investors, private equity firms and organizations, as well as
other professionals with a private equity interest.

2. How do the GIPS private equity valuation provisions relate to those of regional private
equity organizations such as the EVCA, BVCA, PEIGG, etc.?

The GIPS standards seek to encourage convergence of performance standards globally
and find common ground in the difficult and subjective area of private equity valuations.
The GIPS private equity provisions include a commitment to the fair value approach and
provide guidance on a number of issues but do not seek to develop independently a full
set of guidelines on valuation methodology. 

3. If my firm only manages private equity must I comply with the GIPS standards in its
entirety to claim compliance?

The claim of compliance with the GIPS standards is voluntary. However, claiming compli-
ance requires adherence to all aspects of the Standards. Firms managing private equity
assets will want to pay particular attention to provisions contained in the Fundamentals of
Compliance section of the GIPS standards. 

4. Will the GIPS private equity provisions provide assurance of comparability between funds?

The provisions should ensure consistency in the presentation of the most important per-
formance measures. Interim valuations will remain subjective and precise comparability
cannot be assured. Marking to Fair Value is, however, designed to give a much more con-
sistent approach to valuation and thereby improve comparability.

5. Will the GIPS Standards private equity provisions be endorsed by trade associations?

Trade associations were consulted during the development of the private equity provisions
and they are expected to support the new provisions.

6. Do the GIPS private equity provisions override accounting requirements and standards?

The GIPS private equity provisions are a minimum level of reporting to investors. They do
not override any statutory obligation or accounting standard that may arise in any particu-
lar jurisdiction.
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7. How should tax payable be treated?

In general, any taxes payable by the investors should be ignored in calculating the returns
both net- and gross-of-fees. Some small withholding tax or income tax deducted prior to
receipt by the fund or payable by the fund may arise and the net- and gross-of-fees cash
flows should be reduced by these amounts.

8. How is fair value defined and how does this compare with accounting standards?

The concept of fair value used in the GIPS private equity provisions mirrors the fair value
principles used in international accounting standards. Fair value is the amount at which
an asset could be acquired or sold in a current transaction between willing parties in
which parties each acted knowledgeably, prudently, and without compulsion. Fair value
does not assume an intention or ability to sell at the date of valuation but is an estimate of
the likely exchange price involving subjective judgments, which must be based on reason-
able estimates of the company’s current and future performance. In sales of private com-
pany holdings, a buyer is likely to reflect in the price any restrictions applying to the asset,
including the extent to which liquidity can be achieved in any subsequent resale.

9. Can managers value investments on a cost basis and still be compliant with the fair value
approach?

A general policy of holding investments at cost is not compliant with the GIPS standards.
In some circumstances, cost is the best estimate of fair value, for example, where it reflects
a recent arm’s length transaction with no subsequent events or information affecting its
validity. There may also be circumstances where a fair value estimate is not reasonably
ascertainable and in these circumstances cost less a reduction for any value impairment is
the only practical option. 

10. Should early-stage venture investments be treated differently than more mature investments?

More mature investments with established profit, growth, and cash flow characteristics are
in practice easier to benchmark against quoted market multiples for valuation purposes
than are early-stage investments. In principle, early-stage investments should also be valued
at fair value, although it is recognized that there will be instances where fair value cannot
be estimated with any reasonable accuracy. In these instances, cost less estimated impair-
ment needs to be used. Where early stage investments have raised material amounts of fur-
ther funding on an arm’s length basis, this practice does provide a market-based value.

11. Please clarify the recognition of management fees and carried interest accrual.

In constructing cash flows for calculating performance, management fees should be rec-
ognized as dated cash flows accrued at the quarterly, annual, or other periodic date when
such management fees are payable. This method is in contrast to the occasional practice
or treatment in which management fees are simply subtracted from the ending net asset
value used in calculating performance. This latter treatment delays recognition of the
management fee and thus artificially increases the rate of return calculated by an IRR
calculation.

Carried interest accrual creates another problematic treatment. The net asset value used at
the end of the period for which performance will be made up of largely unrealized and
some realized investments yet to be distributed. The net asset value should have subtracted
actual carried interest for realized investments that have not been distributed and should
have fair value estimates of accrued carried interest subtracted for any investments that
have yet to be realized. The intent is to provide an estimate of what the limited partner
would receive if the unrealized portfolio were liquidated and distributed at the date of per-
formance calculation.

12. Must all private equity funds be included in at least one composite?

Yes. Firms are required to include all discretionary, fee-paying portfolios (funds/partner-
ships) in at least one composite that is managed according to a particular strategy or style.
Firms must also separate funds with different vintage years into different composites. 
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13. What are composites and how do they relate to private equity?

The GIPS private equity provisions follow the terminology of the broader GIPS standards
in using the concept of a composite. In practice, for most private equity investment firms,
secondary firms, and fund of funds, individual funds are raised from time to time with a
specific investment strategy and a vintage year defined by reference to the date of the first
investment drawdown of cash for either investment of fee. Thus, each fund is a composite,
and the terms are interchangeable. More complex situations may arise where managed
accounts exist, if these have the same mandate and vintage year, they should be aggregated.

14. How should side-by-side funds be handled? 

For funds that may have an auxiliary parallel or “side-by-side” fund vehicle, that vehicle
should be included in the performance calculation for the entire fund. An acid test for
deciding whether to include such a vehicle in the performance calculation is:

If a parallel or side-by-side vehicle’s capital is included to determine the entire fund’s capi-
talization (so called “capital under management”) then that parallel or side-by-side vehicle
should be included in the performance calculations of the entire parent fund. Performance
can be calculated separately for the fund vehicle as additional information but is required to
be included in the calculation for the parent.

15. What disclosures at the asset level are required by GIPS private equity provisions?

None.

16. Why show both gross-of-fees and net-of-fees returns?

The gross-of-fees return is designed to show how well the invested capital performed, with
the net-of-fees return reflecting the impact of management fees, performance fees (car-
ried interest), and certain other costs. The investor needs an appreciation of both to
understand the dynamics of the asset class.

17. What is a proper benchmark?

Investors in private equity are generally looking to outperform comparable quoted
indices. Examples of relevant benchmarks would be a small-capitalization index (covering
the same countries as the fund) for funds investing in comparably sized companies or a
quoted technology index for those investing in venture funds. The index chosen will need
to be a total return index (e.g., including dividends reinvested). The preferred calcula-
tion methodology involves notionally investing/divesting the fund cash flows into/out of
the appropriate index and using the index cash flows to calculate an IRR.

In addition, many private equity associations and some specialist performance measurement
firms provide data on median-and top-quartile performance for different classes of private
equity. These returns for the same vintage year can be useful benchmarks. Although bench-
marks are quite individual, the best benchmark for the composite should reflect the overall
composite strategy, not necessarily individual clients’ benchmark preferences. 

18. Which fees are not deducted from the gross-of-fees and net-of-fees returns?

All fees associated with making, managing, and divesting an asset (defined as transaction
expenses in the GIPS glossary) must be deducted from the gross-of-fees return. management
fees, carried interest and transaction expenses must be deducted from the net-of-fees return.
In line with the general GIPS provisions, fees relating to the expenses incurred in running
the fund itself, defined as administrative fees, and including custody fees and fund legal and
accounting fees, do not have to be deducted in calculating the gross- or net-of-fees returns. 
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VERIFICATION
Firms that claim compliance with the GIPS standards are responsible for their claim of
compliance, and for maintaining that compliance. Once a firm claims compliance with
the Standards, it may voluntarily hire an independent third party to verify its claim of
compliance. This third-party verification will increase the level of confidence in the firm’s
claim of compliance.

The primary purpose of verification is to provide assurance that a firm claiming compli-
ance with the GIPS standards has adhered to the Standards on a firm-wide basis.
Verification is performed with respect to an entire firm, not on specific composites.
Verification tests:

• whether the investment firm has complied with all the composite construction
requirements of the GIPS standards on a firm-wide basis; 

• whether the firm’s processes and procedures are designed to calculate and pres-
ent performance results in compliance with the GIPS standards.

Any independent third party can perform the verification. A firm cannot perform its own
verification. 

Verification adds value and credibility to the claim of compliance. Today, verification is
strongly encouraged and is expected to become mandatory in the future. The expectation
is that mandatory verification will be implemented by 2010. Leading up to 2010, all
aspects of the mandatory verification debate will be evaluated and the industry will be
provided sufficient time to implement any changes.

Cross Reference: GIPS Verification (Section 2-3), Guidance Statement on Verification
(Section 5-7), Provision 0.B.2, Provision 0.B.3, Provision 4.B.3
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GIPS ADVERTISING GUIDELINES 

PURPOSE OF THE GIPS ADVERTISING GUIDELINES
The Global Investment Performance Standards provide the investment community with a
set of ethical standards for firms to follow when presenting their performance results to
potential clients. The Standards serve to provide greater uniformity and comparability
among investment managers without regard to geographical location and to facilitate a
dialog between firms and their prospective clients about the critical issues of how the firm
achieved historical performance results and determines future investment strategies. 

The GIPS Advertising Guidelines attempt to serve as industry global best practice for the
advertisement of performance results. The GIPS Advertising Guidelines do not replace
the GIPS standards nor do they absolve firms from presenting performance presentations
that adhere to the requirements of the full GIPS standards. The guidelines only apply to
firms that already satisfy all the requirements of the Standards on a firm-wide basis and
claim compliance with the Standards. Firms that claim compliance can choose to advertise
that claim using the GIPS Advertising Guidelines.

The guidelines are mandatory for firms that include a claim of compliance with the GIPS
Advertising Guidelines in their advertisements. The guidelines are voluntary for firms that
do not include a claim of compliance in their advertisements. All firms are encouraged to
abide by these ethical guidelines. 

The claim of compliance is a firm-wide commitment to fair representation and full disclo-
sure. Although it is not required for firms to include the claim of compliance in any or all
of their advertisements, firms claiming compliance with the Standards should ensure that
all marketing materials, whether or not they contain the claim of compliance, are not mis-
leading, and adhere to the objectives of fair representation and full disclosure.

Firms that do not comply with the GIPS standards and firms that choose not to advertise
their claim of compliance should carefully consider any reference to the Standards in an
advertisement or presentation of performance. Referencing the GIPS standards in an
advertisement or presentation of performance in a context other than the claim of com-
pliance could be confusing to the public and should be avoided to eliminate the possibil-
ity of any misrepresentation or perceived misrepresentation.

Definition of Advertisement

For the purposes of these guidelines, an advertisement includes any materials that are dis-
tributed to or designed for use in newspapers, magazines, firm brochures, letters, media,
or any other written or electronic material addressed to more than one prospective client.
Any written material (other than one-on-one presentations and individual client report-
ing) distributed to maintain existing clients or solicit new clients for an advisor is consid-
ered an advertisement.

Once a firm claims compliance with the GIPS standards, Provision 0.A.11 requires that it
make every reasonable effort to provide all prospective clients with a full, complete pres-
entation that complies with all the applicable requirements of the Standards (not the
advertising provisions). The firm may not choose to whom they will provide a compliant
performance presentation. This requirement ensures that once a firm represents to the
investing public that it complies with the GIPS standards, it shows all prospective clients
an appropriate, full and complete compliant presentation.

Relationship of GIPS Advertising Guidelines to Regulatory Requirements

The GIPS Advertising Guidelines are guidelines that promote an ethical framework for adver-
tisements. They do not change the scope of the activities of local regulatory bodies regarding
the regulation of advertisements. Firms advertising performance results must also adhere to
all applicable regulatory rules and requirements governing advertisements. Firms are encour-
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aged to seek legal or regulatory counsel because it is likely that additional disclosures are
required. In cases where applicable law or regulation conflicts with the GIPS Advertising
Guidelines, the guidelines require firms to comply with the law or regulation. Firms must dis-
close any conflicts between laws/regulations and the GIPS Advertising Guidelines.

The calculation and advertisement of pooled unitized products, such as mutual funds and
open-ended investment companies, are regulated in most markets. These advertising guide-
lines are not intended to replace the regulations when a firm is advertising performance
solely for a pooled unitized product. However, should a GIPS-compliant firm choose to
advertise performance results, the firm must apply all applicable laws and regulations as
well as the GIPS Advertising Guidelines in order to include a claim of compliance with the
GIPS standards.

ADVERTISING GUIDELINES — REQUIREMENTS

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines MUST include the following:

1. A description of the FIRM.

Discussion: A description of the firm should include general information regarding the
firm claiming compliance with the GIPS standards. A description may be more abbrevi-
ated than the firm definition but includes all salient features of the firm. See Provision
0.A.2 for additional guidance on the definition of the firm.

Cross Reference: Provision 0.A.2

Application: 

Samples:

Sample 2 Asset Management Company is an independent investment management
firm established in 1997. Sample 5 Asset Management Company manages a variety of
equity, fixed-income, and balanced assets for primarily Swiss and European clients. 

Sample 3 Realty Management Firm (the “Firm”), a subsidiary of ABC Capital, Inc.,
is a registered investment adviser under the Investment Advisors Act of 1940. The
Firm exercises complete discretion over the selection, capitalization, asset manage-
ment, and disposition of investments in wholly-owned properties and joint ventures. 

Sample 4 Investments is the institutional asset management division of Sample 4 Plc
and is a registered investment advisory firm specializing in qualitative, growth-
oriented investment management.

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines MUST include the following:

2. How an interested party can obtain a presentation that complies
with the REQUIREMENTS of GIPS standards and/or a list and descrip-
tion of all FIRM COMPOSITES.

Discussion: An advertisement is considered any written material distributed to maintain
existing clients or solicit new clients for the firm. In order for potential new clients to
know how to obtain more information about the firm and its products, contact informa-
tion must be included in the firm’s advertisements so that a potential client (interested
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party) can obtain the complete composite presentation and/or the list and description of
the firm’s composites.

Cross Reference: Provision 0.A.12, Provision 0.A.13

Application: 

Sample: To receive a complete list and description of Sample 4 Investments’ compos-
ites and/or a presentation that adheres to the GIPS standards, contact Jean Paul at
+12 (034) 5678910, or write Sample 4 Investments, One Plain Street, Resultland
12KJ4, or jpaul@sample4inv.com.re.

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines MUST include the following:

3. The GIPS Advertising Guidelines compliance statement:

[Insert name of firm] claims compliance with the Global Investment
Performance Standards (GIPS®).

Discussion: The advertising guidelines only apply to firms that already satisfy all the
requirements of the Standards on a firm-wide basis and claim compliance with the
Standards. Firms that claim compliance can choose to advertise that claim using the GIPS
Advertising Guidelines. The guidelines are mandatory for firms that include the claim of
compliance with the GIPS Advertising Guidelines in their advertisements.

Application: 

Sample: Sample Four Investments claims compliance with the Global Investment
Performance Standards (GIPS®)

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

4. A description of the strategy of the COMPOSITE being advertised.

Discussion: Composite definitions can be lengthy and, because of the brevity of an adver-
tisement, it is not essential that the full (complete) composite definition be disclosed.
Instead, the description of the strategy should include brief information regarding the
composite’s definition. A description may be more abbreviated than the composite defini-
tion but includes all salient features of the composite.

Cross Reference: Provision 4.A.20

Application:

Samples:

The Global Equity Growth Composite strategy focuses on earnings, growth of earn-
ings, and key valuation metrics.

The Small-Cap Growth Composite includes all institutional portfolios invested in U.S.
equities with strong earnings and growth characteristics and small capitalizations. 
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The Large-Cap Growth Composite includes all institutional portfolios invested in U.S.
equities with strong earnings and growth characteristics and large capitalizations. 

The High-Yield Fixed-Income Composite includes all institutional portfolios
invested in high-yield debt securities. 

The GARP Equity Composite includes all institutional portfolios invested in growth
stocks that are reasonably priced and valued “cheap” compared with their peers. 

The Small/Mid-Cap Growth Composite includes all institutional portfolios invested
in U.S. equities with strong earnings and growth characteristics.

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also include
the following information (the relevant information MUST be taken/derived
from a presentation that adheres to the REQUIREMENTS of the GIPS standards):

5. Period-to-date COMPOSITE performance results in addition to either:

a. 1-, 3-, and 5-year cumulative annualized composite returns with
the end-of-period date clearly identified (or annualized period
since COMPOSITE inception if inception is greater than 1 and
less than 5 years). Periods of less than 1 year are not permitted
to be annualized. The annualized returns MUST be calculated
through the same period of time as presented in the corre-
sponding compliant presentation; or

b. 5 years of annual COMPOSITE returns with the end-of-period
date clearly identified (or since COMPOSITE inception if incep-
tion is less than 5 years). The annual returns MUST be calcu-
lated through the same period of time as presented in the cor-
responding compliant presentation.

Discussion: Firms advertising performance results must also adhere to all applicable regu-
latory rules and requirements governing advertisements. Firms are first required to pres-
ent period-to-date composite performance results. The firm may present period-to-date
performance either through a specified date, through the most recent month end, or
through the most recent quarter end, given a reasonable amount of time after the end of
the period-to-date for the calculation of performance.

In addition to the period-to-date composite performance, firms must choose to present
performance in accordance with one of the methods as described in 5.a OR 5.b above.

5.a requires presentation of annualized, or average annual compound returns, represent-
ing the geometric average return achieved over the defined period of more than one year.
Annualized performance is only permitted for periods of one year or more.

Annualized Return (%) = ([(1 + R)(1/n)] – 1) × 100,

where R is the cumulative return for the period, which is the geometrically linked returns
during the period, and n is the number of years in the period.

For example, a portfolio’s cumulative return for a five-year period is 150 percent. It has a
five-year average annual compound return, or annualized return, of 20.11 percent. ((1 +
1.50)(1/5)) – 1 = 0.2011 = 20.11 percent. If the 150 percent is earned over 12.5 years, its
12.5 average-annual compound return, or annualized return, is ((1+1.50)(1/12.5)) – 1 =
0.0761 = 7.61 percent.
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If the composite has more than a year of history but does not have a five-year perform-
ance history, the firm must present the since inception cumulative annualized return
(average annual compound return) in addition to the most recent one-year return. If
appropriate the firm should also present the three-year annualized return.

5.b, as described above, requires the firm to present the annual returns for the most
recent five years (or annual returns since inception if the composite has been in existence
less than five years). The annual returns must be the same as those presented in the cor-
responding compliant presentation. 

In addition, firms could choose to present annualized, annual, and/or cumulative returns
in the same advertisement. Firms should ensure consistency of time periods as described
in the provision above. The Guidance Statement on the Use of Supplemental Information
provides additional guidance.

Cross Reference: Guidance Statement on the Use of Supplemental Information, Provision
5.A.1, Provision 5.B.1

Application: 

Samples: 

Sample reflecting Provision 5.a (one-year, three-year, and five-year annualized returns)
for a corresponding compliant presentation with annual periods ending 31 Dec:

Sample reflecting Provision 5.b (5 years of annual returns) for a corresponding
compliant presentation with annual periods ending 31 Dec:

Sample reflecting Provision 5.a (one-year, three-year, and five-year annualized
returns) for a corresponding compliant presentation with annual periods ending
31 March and used in advertisements prior to availability of 30 June data:
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Sample 4 Investments: Global Equity Growth Composite Performance

Ending 31 Mar 04 Ending 31 Dec 03

3 Year 5 Year 
Results shown in US$ Period to Date Annualized Annualized

before fees* (3 months) 1 Year Return Return

Global Equity Growth –3.84% –19.05% –14.98% 0.42%

MSCI World Index –4.94% –19.54% –16.37% –1.76%

*Gross-of-Fees

Sample 4 Investments: Global Equity Growth Composite Performance

31 Dec 31 Dec 31 Dec 31 Dec 31 Dec 
Results are shown in US$ before fees* 2003 2002 2001 2000 1999

Global Equity Growth Composite –19.05% –17.05% –8.47% 31.97% 25.87%

MSCI World Index –19.54% –16.52% –12.92% 25.34% 24.80%

*Gross-of-Fees

Sample 4 Investments: Global Equity Growth Composite Performance

Ending 31 March 2005

3 Year 5 Year 
Annualized Annualized

Results are shown in HK$ and are net-of-fees 1 Year Return Return

Global Equity Growth Composite 24.1% -6.3% 2.7%

ACC Consulting Firm’s Universe of Global 17.9% -0.3% -0.9%
Equity Growth Managers



©1999–2007 CFA INSTITUTE GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK

159

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

6. Whether performance is shown gross and/or net of INVESTMENT

MANAGEMENT FEES.

Discussion: Firms advertising performance results must also adhere to all applicable regu-
latory rules and requirements governing advertisements. The GIPS standards require that
all performance must be calculated after the deduction of actual trading expenses and
permit firms to present investment performance results gross and/or net of investment
management fees. Currently, the GIPS standards recommend that firms present gross-of-
fees performance. Firms must clearly indicate within each presentation whether returns
are gross-of-fees or net-of-fees so that potential clients can better understand the informa-
tion presented. 

Cross Reference: Provision 1.B.2, Provision 2.A.5, Provision 2.A.7, Provision 4.A.6,
Provision 5.B.1

Application: 

Samples: “Results shown net-of- fees”; or, “Gross-of-Fees Returns”; or similar language

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

7. The BENCHMARK TOTAL RETURN for the same periods for which the
COMPOSITE return is presented and a description of that
BENCHMARK. (The appropriate COMPOSITE BENCHMARK return is the
same BENCHMARK TOTAL RETURN as presented in the corresponding
GIPS-compliant presentation.) If no BENCHMARK is presented, the
advertisement MUST disclose why no BENCHMARK is presented.

Discussion: Benchmarks are important tools that aid in the planning, implementation and
review of a portfolio’s investment policy. They also help facilitate discussions with prospec-
tive clients regarding the relationship between risk and return. As a result, the GIPS stan-
dards require firms to provide an appropriate benchmark return in all composite presen-
tations. In the instances where a benchmark is not provided, firms must explain why a
benchmark is not appropriate. 

The benchmark must be appropriately identified. The description should include all
salient features of the benchmark, and could be as brief as the name of the benchmark
for a readily-recognized index. 

Application: 

Samples: “The benchmark presented is the S & P 500”; or, “MSCI World Index”; or,
“The benchmark presented is the 30% S&P TSX; 70% Scotia Canadian Bond Index
Fund rebalanced monthly.”
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All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

8. The currency used to express returns.

Discussion: The GIPS standards require that firms disclose the currency used to express
performance. In cases involving currency changes because of the Euro conversion, please
refer to the Guidelines in Respect of the Impact of Euro Conversion. 

Cross Reference: Provision 4.A.4

Application:

Samples: “Valuations are computed and performance results are reported in
Canadian dollars.”; or, “Performance results are expressed in Euros”; or,
“Performance returns are presented in Sterling.”

All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

9. The description of the use and extent of leverage and derivatives if
leverage or derivatives are used as an active part of the investment
strategy (i.e., not merely for efficient PORTFOLIO management) of
the COMPOSITE. Where leverage/derivatives do not have a material
effect on returns, no disclosure is REQUIRED.

Discussion: The disclosure should contain sufficient detail so that current or prospective
clients can understand the pattern of returns and the risks from the leverage or deriva-
tives positions, if their use is material to the implementation of the strategy.

Cross Reference: Provision 4.A.5

Application:

Samples: “Portfolios in the composite may be leveraged to increase exposure to
150% of the account’s value”; or “The strategy includes the use of naked short sell-
ing, which greatly increases exposure to fluctuations in market prices.”
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All advertisements that include a claim of compliance with the GIPS
Advertising Guidelines and that present performance results MUST also
include the following information (the relevant information MUST be
taken/derived from a presentation that adheres to the REQUIREMENTS of
the GIPS standards):

10. When presenting non-compliant performance information for
periods prior to 1 January 2000 in an advertisement, FIRMS MUST

disclose the period(s) and which specific information is not com-
pliant as well as provide the reason(s) the information is not in
compliance with the GIPS standards.

Discussion: The GIPS standards allow firms to link non-GIPS-compliant performance to
their compliant history, provided that no noncompliant performance is shown for periods
beginning 1 January 2000. If the firm chooses to present noncompliant performance for
periods prior to 1 January 2000, the firm must disclose which periods are not in compli-
ance and the reasons the performance does not comply with the GIPS standards. This dis-
closure will allow prospective clients to make valid comparisons among performance pre-
sentations and consider the effects of noncompliance on the historical performance.

Cross Reference: Provision 4.A.10

Application: 

1. Firm A presents its performance history since its inception in 1990 and claims compliance
with the GIPS standards. The performance record since 1996 adheres to requirements of the
GIPS standards. However, the firm did not include accrued income in the return calcula-
tion for the period from 1990–1995. What disclosure is necessary to allow the firm to link
its pre-1996 noncompliant history with the ongoing compliant history?

Sample disclosure: “Performance results prior to 1 January 1996 are not in compliance
with the GIPS standards as the firm did not include accrued income for fixed-income
instruments when calculating the composite’s constituent portfolios’ returns.”

Firm A must disclose in its advertisement that the performance record from 1990–1995 is
not in compliance because accrued income was not included for fixed-income instru-
ments when calculating the composite’s constituent portfolios’ returns. This disclosure
allows potential clients to determine whether the firm’s performance results from
1990–1995 are representative and whether the results are comparable to the performance
of other firms that included accrued income during the same period. 

2. Firm B presents its performance history since its inception in 1996 and claims compliance
with the GIPS standards. However, the firm did not include all portfolios in composites for
the period prior to 2000. What disclosure is necessary?

Sample disclosure: “Performance results prior to 1 January 2000 are not in compliance
with the GIPS standards as the firm did not include all portfolios in composites on a firm-
wide basis.”

3-10
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GUIDANCE STATEMENT ON 
CALCULATION METHODOLOGY (REVISED)

Introduction

Achieving comparability among investment management firms’ performance presenta-
tions requires as much uniformity as possible in the methodology used to calculate portfo-
lio and composite returns. The uniformity of the return calculation methodology is
dependent on accurate and consistent input data, a critical component to effective com-
pliance with the GIPS® standards. Although the GIPS standards allow flexibility in return
calculation, the return must be calculated using a methodology that incorporates the
time-weighted rate of return concept for all assets (except Private Equity assets). For infor-
mation on calculating performance for these assets, see the separate Private Equity
Provisions and Guidance.

The Standards require a time-weighted rate of return because it removes the effects of
cash flows, which are generally client-driven. Therefore, a time-weighted rate of return
best reflects the firm’s ability to manage the assets according to a specified strategy or
objective, and is the basis for the comparability of composite returns among firms on a
global basis.

In this Guidance Statement, the term “return” is used rather than the more common
term “performance” to emphasize the distinction between return and risk and to encour-
age the view of performance as a combination of risk and return. Risk measures are valu-
able tools for assessing the abilities of asset managers; however, this Guidance Statement
focuses only on the return calculation.

Money- or dollar-weighted returns may add further value in understanding the impact to
the client of the timing of external cash flows, but are less useful for return comparison
and are therefore not covered by this Guidance Statement. 

Guiding Principles

Valuation Principles — The following are guiding principles that firms must use when
determining portfolio values as the basis for the return calculation:

• Portfolio valuations must be based on market values (not cost basis or book values).
• For periods prior to 1 January 2001, portfolios must be valued at least quarterly.

For periods between 1 January 2001 and 1 January 2010, portfolios must be val-
ued at least monthly. For periods beginning 1 January 2010, firms must value port-
folios on the date of all large external cash flows.

• For periods beginning 1 January 2010, firms must value portfolios as of calendar
month-end or the last business day of the month.

• Firms must use trade-date accounting for periods beginning 1 January 2005. (Note:
for purposes of the Standards, trade-date accounting recognizes the transaction on

Revised Effective Date: 1 January 2006
Adoption Date:   4 March 2004
Effective Date:    1 June 2004
Retroactive Application:  Not Required
Public Comment Period:  Aug – Nov 2002
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the date of the purchase or sale. Recognizing the asset or liability within at least 3
days of the date the transaction is entered into satisfies this requirement.)

• Accrual accounting must be used for fixed income securities and all other assets
that accrue interest income. Market values of fixed-income securities must include
accrued income. 

• Accrual accounting should be used for dividends (as of the ex-dividend date). 

Calculation Principles — The following are guiding principles that firms must use when cal-
culating portfolio returns:

• Firms must calculate all returns after the deduction of the actual trading expenses
incurred during the period. Estimated trading expenses are not permitted.

• Firms must calculate time-weighted total returns, including income as well as real-
ized and unrealized gains and losses. 

• The calculation method chosen must represent returns fairly, must not be mis-
leading, and must be applied consistently.

• Firms must use time-weighted rates of return that adjust for external cash flows.
External cash flows are defined as cash, securities, or assets that enter or exit a
portfolio (capital additions or withdrawals) and are generally client-driven.
Income earned on a portfolio’s assets is not considered an external cash flow.

• The chosen calculation methodology must adjust for daily-weighted external cash
flows for periods beginning 1 January 2005, at the latest. An example of this
methodology is the Modified Dietz method. 

• For periods beginning 1 January 2010, at the latest, firms must calculate perform-
ance for interim periods between all large external cash flows and geometrically
link performance to calculate period returns. (Note: as such, at 1 January 2010, or
before if appropriate, each firm must define, prospectively, on a composite-spe-
cific basis, what constitutes a large external cash flow.)  For information on calcu-
lating a “true” time-weighted return see below. 

• External cash flows must be treated in a consistent manner with the firm’s docu-
mented, composite-specific policy.

• Firms must calculate portfolio returns at least on a monthly basis. For periods
prior to 2001, firms may calculate portfolio returns on a quarterly basis.

• Periodic returns must be geometrically linked. 

Calculation Principles — The following are guiding principles that firms must use when cal-
culating composite returns:

• Composite returns must be calculated by asset weighting the individual portfo-
lio returns using beginning-of-period values or a method that reflects both
beginning-of-period values and external cash flows. 

• The aggregate return method, which combines all the composite assets and cash
flows to calculate composite performance as if the composite were one portfolio,
is acceptable as an asset-weighted approach.

• For periods prior to 1 January 2010, firms must calculate composite returns by
asset weighting the individual portfolio returns at least quarterly. For periods
beginning 1 January 2010, composite returns must be calculated by asset weight-
ing the individual portfolio returns at least monthly. 

• Periodic returns must be geometrically linked.

Cash Flow Principles — The following are guiding principles that firms must consider when
defining their Cash Flow policies:

• An external cash flow is a flow of cash, securities, or assets that enter or exit a
portfolio, which are generally client driven. When calculating approximated rates
of return, where the calculation methodology requires an adjustment for the
daily-weighting of cash flows, the formula reflects a weight for each external cash
flow. The cash flow weight is determined by the amount of time the cash flow is
held in the portfolio. 
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• When calculating a more accurate time-weighted return, a large external cash
flow must be defined by each firm for each composite to determine when the
portfolios in that composite are to be revalued for performance calculations. It is
the level at which a client-initiated external flow of cash and or securities into or
out of a portfolio may distort performance if the portfolio is not revalued. Firms
must define the amount in terms of the value of the cash/asset flow, or in terms
of a percentage of portfolio or composite assets. 

• The large external cash flow (described above) determines when a portfolio is to
be revalued for performance calculations. This is differentiated from a significant
cash flow, which occurs in situations where cash flows disrupt the implementation
of the investment strategy. Please see the Guidance Statement on the Treatment
of Significant Cash Flows, which details the procedures and criteria that firms
must adhere to and offers additional options for dealing with the impact of signifi-
cant cash flows on portfolios.

Time-Weighted Rate of Return

Valuing the portfolio and calculating interim returns each time there is an external cash
flow ought to result in the most accurate method to calculate the time-weighted rates of
return, referred to as the “true” Time-Weighted Rate of Return Method. 

A formula for calculating a true time-weighted portfolio return whenever cash flows occur is:

,

where EMVi is the market value of the portfolio at the end of sub-period i, excluding any
cash flows in the period, but including accrued income for the period. BMVi is the mar-
ket value at the end of the previous sub-period (i.e., the beginning of the current sub-
period), plus any cash flows at the end of the previous sub-period, where an inflow is posi-
tive and an outflow is negative, and including accrued income up to the end of the previ-
ous period. The cash inflow is included in the BMV (previous period EMV + positive cash
inflow) of the sub-period when the cash inflow is available for investment at the start of
the sub-period; a cash outflow is reflected in the BMV (previous period EMV + negative
cash outflow) of the sub-period when the cash outflow is no longer available for invest-
ment at the start of the sub-period.

The sub-period returns are then geometrically linked to calculate the period’s return
according to the following formula:

,

where RTR is the period’s total return and R1, R2… Rn are the sub-period returns for sub-
period 1 through n respectively.

Approximation of Time-Weighted Rate of Return

As mentioned in the Introduction, the GIPS standards require firms to calculate
returns using a methodology that incorporates the time-weighted rate of return con-
cept (except for Private Equity assets). The Standards allow flexibility in choosing the
calculation methodology, which means that firms may use alternative formulas, pro-
vided the calculation method chosen represents returns fairly, is not misleading, and is
applied consistently.

Calculating a true time-weighted rate of return is not an easy task and may be cost inten-
sive. For these reasons, firms may use an approximation method to calculate the total
return of the individual portfolios for the periods and sub-periods. The most common
approximation methods combine specific rate of return methodologies (such as the origi-
nal Dietz method, the Modified Dietz method, the original Internal Rate of Return (IRR)
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method, and the Modified IRR method) for sub-periods and incorporate the time-
weighted rate of return concept by geometrically linking the sub-period returns. 

Just as the GIPS standards transition to more frequent valuations, the Standards also tran-
sition to more precise calculation methodologies. Therefore, the GIPS standards require
firms to calculate approximated time-weighted rates of return that adjust for daily-
weighted cash flows by 1 January 2005 (e.g., Modified Dietz method) and will require the
calculation of a more accurate time-weighted rate of return with valuations occurring at
each large external cash flow as well as calendar month-end or the last business day of the
month for periods beginning 1 January 2010.

This Guidance Statement does not contain details on the different formulas for calculat-
ing approximate time-weighted rates of return. 

Composite Return Calculation

Provision 2.A.3 requires that composite returns must be calculated by asset weighting the
individual portfolio returns using beginning-of-period values or a method that reflects
both beginning-of-period values and external cash flows.

The intention is to show a composite return that reflects the overall return of the set of
the portfolios included in the composite. 

To calculate composite returns, firms may use alternative formulas so long as the calcula-
tion method chosen represents returns fairly, is not misleading, and is applied consis-
tently. 

According to the Beginning Market Value-Weighted Method the composite return, RBMV, can
be calculated using the formula:

,

where BMVi is the beginning market value (at the start of the period) for a portfolio, Ri is
the rate of return for Portfolio i, and BMVTOTAL is the total market value at the beginning
of the period for all the portfolios in the composite. 

The Beginning Market Value Plus Cash Flow-Weighted Method represents a refinement to the
asset-weighted approach. Consider the case in which one of two portfolios in a composite
doubles in market value as the result of a contribution on the third day of a performance
period. Under the asset-weighted approach, this portfolio will be weighted in the compos-
ite based solely on its beginning market value (i.e., not including the contribution). The
beginning market value and cash flow-weighted method resolves this problem by includ-
ing the effect of cash flows in the weighting calculation as well as in the market values.
Assuming that cash flows occur at the end of the day, the weighting factor for each cash
flow is calculated as:

,

where CD is the total number of calendar days in the period and Di,j is the number of cal-
endar days since the beginning of the period in which cash flow j occurred in portfolio i.

The beginning market value plus cash flow-weighted composite return, RBMV+CF, can be
calculated as follows:

,

where CFi,j is the cash flow j within the period for portfolio i (contributions to the portfolio
are positive flows, and withdrawals or distributions are negative flows) and Ri is the return
for portfolio i.
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The Aggregate Return Method combines all the composite assets and cash flows before any
calculations occur to calculate returns as if the composite were one portfolio. The method
is also acceptable as an asset-weighted approach.

Geometric Linking of the Periodic Composite Returns

To calculate the composite return over more than one (sub-)period, the composite return
over the total period is calculated by geometrically linking the individual composite sub-
period returns using the following formula:

,

where RCT is the composite return over the total period and RC1, RC2, and RCn are the
individual composite returns for the sub-periods 1, 2, and n, respectively.

Additional Considerations

Changes To The Methodology — Where appropriate, in the interest of fair representation and
full disclosure, firms should disclose when a change in a calculation methodology or valu-
ation source results in a material impact on the composite return.

Third-Party Performance Measurement — Firms may use portfolio returns calculated by a
third-party performance measurer as long as the methodology adheres to the require-
ments of the GIPS standards.

Different Valuation And/Or Calculation Method — Firms are permitted to include portfolios
with different valuation and/or calculation methodologies within the same composite (as
long as the methodologies adhere to the requirements of the GIPS standards). Firms must
be consistent in the methodology used for a portfolio (e.g., firms cannot change the
methodology for a portfolio from month-to-month).

Month End Valuations — Firms must be consistent in defining the (monthly) valuation
period. The valuation period must end on the same day as the reporting period. In other
words, firms must value the portfolio/composite on the last day of the reporting period
(or the nearest business day). Aggregating portfolios with different ending valuation dates
in the same composite is not permitted after 1 January 2006.

Trading Expenses — Returns must be calculated after the deduction of all trading expenses.
Trading expenses are the costs of buying or selling a security, and include brokerage com-
missions and any other regulatory fee, duty, etc. associated with an individual transaction.

Trade-Date Accounting — Firms must use trade-date accounting for periods beginning
1 January 2005. Trade-date accounting recognizes an asset or liability on the date the
transaction is entered into. Recognizing the asset or liability within at least 3 days of the
date the transaction is entered into satisfies the trade-date accounting requirement. As a
result, the account will recognize any change between the price of the transaction and the
current market value. 

Taxes — Firms must disclose relevant details of the treatment of withholding tax on divi-
dends, interest income, and capital gains. Returns should be calculated net of non-
reclaimable withholding taxes on dividends, interest, and capital gains. Reclaimable with-
holding taxes should be accrued.

Grossing-Up Or Netting-Down Of Investment Management Fees — Firms are allowed to include
portfolios with different grossing-up methodologies within the same composite. Firms
must be consistent in the methodology used for a portfolio (e.g., firms cannot change the
methodology for a portfolio from month-to-month). Please see the guidance on Fees for
the GIPS standards.

Large Cash Flows — The firm must have an established policy on defining and adjusting
for large cash flows and apply this policy consistently. Actual valuation at the time of any
large external cash flow is required for periods beginning 1 January 2010.
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Disclosures — Firms must disclose that additional information regarding policies for cal-
culating and reporting returns is available upon request. Generally, the firm’s policies
and procedures on calculating and reporting returns could serve as the basis for this
information.

Effective Date

This Guidance Statement was originally effective 1 June 2004 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

Firms are encouraged, but not required, to apply this guidance prior to the original
Effective Date of 1 June 2004; however, the original guidance must be applied to all pre-
sentations that include performance for periods on and after that date.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Key GIPS Provisions Specifically Applicable to Calculation Methodology

1.A.2 Portfolio valuations must be based on market values (not cost basis or book values).

1.A.3 For periods prior to 1 January 2001, portfolios must be valued at least quarterly. For
periods between 1 January 2001 and 1 January 2010, portfolios must be valued at
least monthly. For periods beginning 1 January 2010, firms must value portfolios on
the date of all large external cash flows.

1.A.4 For periods beginning 1 January 2010, firms must value portfolios as of the calendar
month-end or the last business day of the month.

1.A.5 For periods beginning 1 January 2005, firms must use trade date accounting.

1.A.6 Accrual accounting must be used for fixed-income securities and all other assets that
accrue interest income. Market values of fixed-income securities must include
accrued income.

1.A.7 For periods beginning 1 January 2006, composites must have consistent beginning
and ending annual valuation dates. Unless the composite is reported on a noncalen-
dar fiscal year, the beginning and ending valuation dates must be at calendar year-
end (or on the last business day of the year).

2.A Calculation Methodology — Requirements

2.A.1 Total return, including realized and unrealized gains and losses plus income, must
be used. 

2.A.2 Time-weighted rates of return that adjust for external cash flows must be used. Periodic
returns must be geometrically linked. External cash flows must be treated in a consis-
tent manner with the firm’s documented, composite-specific policy. At a minimum:

a. For periods beginning 1 January 2005, firms must use approximated rates of
return that adjust for daily-weighted external cash flows. 

b. For periods beginning 1 January 2010, firms must value portfolios on the date of
all large external cash flows.

2.A.3 Composite returns must be calculated by asset weighting the individual portfolio
returns using beginning-of-period values or a method that reflects both beginning-
of-period values and external cash flows.

2.A.4 Returns from cash and cash equivalents held in portfolios must be included in total
return calculations.

2.A.5 All returns must be calculated after the deduction of the actual trading expenses
incurred during the period. Estimated trading expenses are not permitted.

2.A.6 For periods beginning 1 January 2006, firms must calculate composite returns
by asset weighting the individual portfolio returns at least quarterly. For periods
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beginning 1 January 2010, composite returns must be calculated by asset weighting
the individual portfolio returns at least monthly.

2.A.7 If the actual direct trading expenses cannot be identified and segregated from a
bundled fee:

a. when calculating gross-of-fees returns, returns must be reduced by the entire bun-
dled fee or the portion of the bundled fee that includes the direct trading
expenses. The use of estimated trading expenses is not permitted.

b. when calculating net-of-fees returns, returns must be reduced by the entire bun-
dled fee or the portion of the bundled fee that includes the direct trading
expenses and the investment management fee. The use of estimated trading
expenses is not permitted.

2.B Calculation Methodology — Recommendations

2.B.1 Returns should be calculated net of nonreclaimable withholding taxes on dividends,
interest, and capital gains. Reclaimable withholding taxes should be accrued.

2.B.2 Firms should calculate composite returns by asset weighting the member portfolios
at least monthly.

2.B.3 Firms should value portfolios on the date of all large external cash flows.

Applications:

1. Does the firm violate the GIPS standards by reporting money-weighted rates of return to an
existing client for their portfolio (which contains no private equity assets)?

No, the Standards would not be violated if the firm reported money-weighted rates of
return to an existing client for their portfolio. The Standards are primarily based on the
concept of presenting the firm’s composite performance to a prospective client rather
than presenting individual portfolio returns to an existing client. The IRR (or money-
weighted return) represents the performance of the specific client’s fund holdings (i.e.,
influenced by the client’s timing and amount of cash flows) and measures the perform-
ance of the fund rather than the performance of the fund manager. Money-weighted
returns may add further value in understanding the impact to the client of the timing of
external cash flows, but are less useful for comparison purposes. 

IRRs are only required in the GIPS standards when calculating performance for private
equity assets where the investment firm controls the cash flows. 

2. The GIPS standards currently state that firms are required to use trade-date accounting as
of 1 January 2005. How should trade date be defined?

For the purposes of the GIPS standards, trade-date accounting is defined as “recognizing the
asset or liability within at least 3 days of the date the transaction is entered into.” Settlement-
date accounting is defined as “recognizing the asset or liability on the date in which the
exchange of cash, securities, and paperwork involved in a transaction is completed.”

When using settlement-date accounting, any movement in value between the trade date or
booking date and the settlement date will not have an impact on performance return
until settlement date; whereas for trade-date accounting, the change in market value will
be reflected for each valuation between trade date and settlement date. If the trade and
settlement dates straddle a performance measurement period-end date, then perform-
ance return comparisons between portfolios that use settlement-date accounting and
those that use trade-date accounting may not be valid. The same problem occurs when
comparing settlement-date portfolios and benchmarks.

The principle behind requiring trade-date accounting is to ensure there is not a signifi-
cant lag between trade execution and reflecting the trade in the performance of a portfo-
lio. For the purposes of compliance with the GIPS standards, portfolios are considered to
satisfy the trade-date accounting requirement provided that transactions are recorded and
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recognized consistently and within normal market practice—typically, a period between
trade date and up to three days after trade date (T+3). After 1 January 2005, all firms
must recognize transactions on trade date as defined herein.

3. Given the following information, calculate the rate of return for this portfolio for January,
February, March, and the first quarter of 2000, using a true time-weighted rate of return:

Solution:

January

February

1/31/00 – 2/19/00

2/19/00 – 2/28/00

1/31/00 – 2/28/00

March

2/28/00 – 3/12/00

3/12/00 – 3/31/00

2/28/00 – 3/31/00

Quarter 1

R
QT1

1 0 018 1 0 029 1 0 026 1 7 48= + × + × + − =( ) ( ) ( )( ). . . . %

R
Mar

= + × + − =( ) ( )( )1 0 017 1 0 009 1 2 62. . . %

R =
−

=( )570 000 565 000

565 000
0 88

, ,

,
. %

R =
−

=( )585 000 575 000

575 000
1 74

, ,

,
. %

R
FEB

= + × + − =( ) ( )( )1 0 008 1 0 021 1 2 92. . . %

R =
−

=( )575 000 563 000

563 000
2 13
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,
. %
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=( )513 000 509 000

509 000
0 79

, ,

,
. %

R =
−

=( )509 000 500 000

500 000
1 80

, ,

,
. %
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Market Value 
Date Market Value (€) Cash Flow (€) Post Cash Flow (€)

12/31/99 500,000

1/31/00 509,000

2/19/00 513,000 +50,000 563,000

2/28/00 575,000

3/12/00 585,000 –20,000 565,000

3/31/00 570,000
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GUIDANCE STATEMENT ON 
COMPOSITE DEFINITION (REVISED)

Introduction
Three of the most fundamental issues that a firm must consider when becoming compliant
with the GIPS® standards are the definition of the firm, the firm’s definition of discretion,
and the firm’s composite definition principles and guidelines. The definition of the firm is
the foundation for firm-wide compliance and creates defined boundaries whereby total
firm assets can be determined. The firm’s definition of discretion establishes criteria to
judge which portfolios should be in a composite to accurately reflect the application of the
firm’s investment strategy. Once the firm and discretion have been defined, composites can
be constructed based on the strategies implemented by the firm. Firms are reminded that,
under the GIPS standards, they must comply with all applicable laws and regulations.

A composite is an aggregation of individual portfolios representing a similar investment
mandate, objective or strategy and is the primary vehicle for presenting performance to
prospective clients. The firm must include all actual, fee-paying, discretionary portfolios
in at least one composite. In this way, firms cannot “cherry-pick” their best performing
portfolios to present to prospective clients. Non-fee-paying portfolios may be included in
the firm’s composites; however, firms are required to disclose the percentage of composite
assets represented by non-fee-paying portfolios as of the end of each annual period. If the
firm includes non-fee-paying portfolios in its composites, they are subject to the same
rules as fee-paying portfolios (e.g., the firm must not move the non-fee-paying portfolio
into and out of a composite without documented changes in client guidelines or the rede-
finition of the composite make it appropriate). Firms are permitted to include a portfolio
in more than one composite, provided it satisfies the definition of each composite.

Before defining composites, the firm must establish reasonable criteria that support the
fundamental principle of fair representation. A variety of criteria must be analyzed to
identify whether portfolios are similar and should be grouped together into a composite.

Guiding Principles

The GIPS standards encourage firms to develop objective criteria for defining composites.
The following are Guiding Principles that firms must consider when defining composites:

• Composites must be defined according to similar investment objectives and/or
strategies. Composites should enable clients to compare the performance of one
firm to another. The firm should also consider the definition and construction of
similar products found within the competitive universe. Composites must be repre-
sentative of the firm’s products and be consistent with the firm’s marketing strategy. 

• Firms must apply the criteria for defining composites consistently (e.g., the firm
may not select only certain, specific portfolios (i.e., “cherry-picking”) that meet
the composite definition, but must include all portfolios that satisfy the criteria for
inclusion). 

• Firms are not permitted to include portfolios with different investment strategies
or objectives in the same composite. The performance of such a composite is
meaningless. In the case where there are many portfolios with unique, defining

Revised Effective Date: 1 January 2006
Adoption Date:   13 March 2002
Effective Date:     1 April 2002
Retroactive Application:  Required
Public Comment Period: Sep – Dec 2001
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investment characteristics, it may be necessary for the firm to create numerous
single-portfolio composites.

• Portfolios must not be moved into and out of composites except in the case of
documented, client-driven changes in investment objectives or guidelines or in
the case of the redefinition of the composite. The historical record of the portfo-
lio must remain with the appropriate composite.

Discretion

Discretion is the ability of the firm to implement its intended strategy. If documented
client-imposed restrictions significantly hinder the firm from fully implementing its
intended strategy the firm may determine that the portfolio is non-discretionary. Non-dis-
cretionary portfolios must not be included in a firm’s discretionary composites. There are
degrees of discretion and not all client-imposed restrictions will necessarily cause a portfo-
lio to be non-discretionary. The firm must determine if the restrictions will, or could, inter-
fere with the implementation of the intended strategy to the extent that the portfolio is no
longer representative of the strategy. For example, if a client requests that the firm not pur-
chase any tobacco stocks in their portfolio, the firm should first consider if this restriction
will hinder the implementation of the intended strategy. If so, the firm could either classify
this portfolio as non-discretionary (and all other portfolios with this restriction) or could
choose to classify it as discretionary and create a composite for portfolios with tobacco
restrictions. Firms should, where possible, consider classifying these portfolios as discre-
tionary and grouping them with portfolios with similar restrictions in a separate composite. 

Firms must document, in writing, their policies and procedures used in establishing and
maintaining compliance with all the applicable requirements of the GIPS standards. As
such, each firm must document its definition of discretion and must apply the definition
consistently. Ideally, discretion is defined at the firm level, but may be defined at the com-
posite level or by asset class. Firms should also document the reasons for classifying a port-
folio as non-discretionary. It is the firm’s responsibility to ensure that all of its actual, fee-
paying discretionary portfolios are included in at least one composite. Accordingly, firms
should review each of their portfolios (both discretionary and non-discretionary) on a
regular basis to determine whether any portfolios should be re-classified. According to the
GIPS verification procedures, available in the GIPS standards at Section III. Verification, a
verifier must determine if the firm’s definition of discretion is appropriate and has been
applied consistently over time.

Examples of client-imposed restrictions that may cause a portfolio to be classified as non-
discretionary include, but are not limited to:

• Restricting trading activities due to conditional client approval,
• Restricting asset allocation (i.e., firm cannot alter asset allocation established by

client),
• Tax considerations (e.g., low-cost basis stocks, etc.),
• Limiting the sale of certain securities (e.g., sentimental holdings),
• Restricting the purchase of certain securities or types of securities (e.g., firm can-

not buy tobacco stocks, firm cannot buy futures, firm cannot buy securities below
a specific quality, etc.),

• Cash flow requirements (e.g., the client requires large cash distributions on a reg-
ular basis), or 

• Legal restrictions.

Few of these restrictions are reason to automatically classify a portfolio as non-discretionary,
as the firm must determine if the restriction will significantly hinder the implementation
of the intended strategy. In addition, the outsourcing of performance measurement or
record keeping by a third-party does not negate the firm’s responsibility related to compli-
ance and is not a sufficient reason to classify assets as non-discretionary.

In the case of client-restricted securities (e.g., low-cost basis stocks, held to maturity secu-
rities, etc.), the firm may choose to classify the restricted portion of the portfolio as non-
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discretionary (also commonly referred to as “un-managed” or “un-supervised”) and keep
the remaining discretionary portion of the portfolio in the composite, provided the
remaining portion is representative of the composite’s strategy. When considering if a
portion of a portfolio should be classified as non-discretionary, firms should consider if
the asset(s) affect the management of the portfolio’s investment strategy. All calculation
and composite construction requirements would apply to the remaining discretionary
portion of the portfolio. 

Non-discretionary portfolios are not permitted to be included in the firm’s composites
(i.e., composites consisting of discretionary portfolios). Some firms, however, may group
some or all of the firm’s non-discretionary portfolios together to simplify composite
administration. According to the Standards, this is not a composite and must not be
included on the firm’s list of composites. 

Minimum Asset Level

The GIPS standards contain two provisions that refer to a minimum asset level. GIPS pro-
vision 3.A.9 provides that if the firm sets a minimum asset level for portfolios to be
included in a composite, no portfolios below that asset level can be included in that com-
posite. GIPS provision 4.A.3 provides that a firm must disclose the minimum asset level, if
any, below which portfolios are not included in a composite. Firms may establish a mini-
mum asset level for a composite to identify portfolios that are too small to be representa-
tive of the intended strategy. Firms should not market a composite to a prospective client
who has assets to invest which are less than the composite’s minimum asset level. Firms
must disclose the minimum asset level of the composite, if one exists, in each respective
composite presentation and must consistently apply the minimum. Firms must document
and disclose changes to the minimum asset level and must not retroactively apply the new
limit. Portfolios below the minimum are not necessarily non-discretionary; however, asset
level can affect discretion.

Portfolios may fall below the minimum due to client withdrawals or depreciation in mar-
ket value. Firms must determine, as part of their policies regarding minimum asset levels,
which market value will be used to evaluate composite portfolios against the minimum
asset level (e.g., beginning market value, ending market value, beginning market value
plus cash flows, etc.). If a firm establishes a minimum, it must document its policies
regarding how portfolios will be treated if they fall below the minimum and must apply
these policies consistently. Firms should consider establishing a threshold for the applica-
tion of the minimum asset level and a minimum time period in order to minimize portfo-
lio movement into or out of a composite. For example, the firm establishes a range of +/-
5% of the minimum asset level when determining when to remove a portfolio from the
composite and/or the firm establishes that a portfolio must remain above/below the min-
imum for at least two periods prior to removal/addition. If a portfolio is removed from a
composite, the prior history of the portfolio must remain in the composite. Like all poli-
cies, once the firm establishes a policy regarding the minimum asset level it must be
applied consistently. Once a portfolio is removed, the firm must determine if the portfolio
meets any other composite definition and must include it in the appropriate composite(s)
in a timely and consistent manner. 

Firms should bear in mind that if all the portfolios in a composite fall below the mini-
mum level and, according to the firm’s policies, are removed from the composite, the per-
formance record of the composite would come to an end. If after a period of time, portfo-
lios move above the minimum or new portfolios are added to the composite, the prior
performance history of the composite should be shown but not linked to the on-going
composite performance results. 

Composite Creation Date

Firms must disclose the creation date of the composite, which is the date when the firm
first groups the portfolios to create a composite. This is not necessarily the earliest date
for which performance is reported for the composite (i.e., composite inception date).
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Composite Definition

Creating meaningful composites is critical to fair presentation, consistency, and comparabil-
ity of results over time and among firms. A composite’s definition must include detailed cri-
teria that determine the allocation of portfolios to composites and must be made available
upon request. Firms must document principles and polices related to composite definition. 

While investment strategies can change over time, in most cases firms should not change
the definition of a composite. Generally, changes in strategy result in the creation of a
new composite. In some very rare cases, however, it may be appropriate to redefine a com-
posite. If a firm determines that it is appropriate to redefine a composite, it must disclose
the date and nature of the change. Changes to composites must not be applied retroac-
tively. It is required that firms disclose any changes to the name of a composite.
Discontinued composites must continue to be listed on the firm’s list of composites for
five years after discontinuation. When requested, firms must provide a compliant presen-
tation for any composite on the firm’s list of composites. 

Firms are only permitted to move portfolios into and out of composites due to docu-
mented changes in client guidelines or in the case where the re-definition of a composite
make it appropriate. For purposes of the GIPS standards, documentation can include, but
is not limited to, letters, faxes, emails, and/or internal memorandums documenting con-
versations with clients. The historical record of the portfolio must remain with the appro-
priate composite.

Composite Definition Criteria

In addition to the Guiding Principles above, firms may choose to define their composites
according to relevant criteria and must document the definition of each composite,
including any criteria or constraints. It is constructive to consider a hierarchical structure
of criteria for composite definition that promotes primary and secondary strategy charac-
teristics. It is also important to understand the defining characteristics commonly found
in the marketplace for investment products. Comparability of similar strategies or prod-
ucts is a fundamental objective of the Standards and benefits current and prospective
clients when firms define strategies similarly, using clear and unambiguous terminology.

Suggested Hierarchy for Composite Definition

The following suggested hierarchy may be helpful as firms consider how to define composites.
Firms are not required to define their composites according to each level of the hierarchy. 

Investment Mandate
Composites based on the summary of strategy or product description.
Example: “Large-Cap Global Equities”

Asset Classes
Composites based on a broad asset class are the most basic and should be represen-
tative of the firm’s products. Firms may further define the asset class by country or
region. 
Example:  Equity, fixed income, balanced, real estate, venture capital, U.S. fixed income,
European equities, etc.

Style or Strategy
Firms may further define a composite based on the style or strategy in order to pro-
vide investors with additional insight and allow for increased comparability.
Example: Growth, value, active, indexed, asset class sector (e.g., telecommunications), etc.

Benchmarks
Firms may define composites on the basis of the portfolios’ benchmark or index
provided the benchmark reflects the investment objective or strategy and there are
no other composites with the same characteristics. This is often the case if the
benchmark also defines the investment universe. 
Example:  Swiss Market Index, S&P 500, Lehman Aggregate, etc.
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Risk/Return Characteristics 
Portfolios with different risk characteristics (e.g., targeted tracking error, beta,
volatility, information ratio, etc.) and return objectives may be grouped together
into different composites. 
Example: Japanese Equity Composite with a targeted excess return of 1% and targeted track-
ing error of 2% would be in a separate composite from a Japanese Equity Composite with a
targeted excess return of 3% and targeted maximum volatility of 6%.

Constraints/Guidelines

In addition to the fundamental criteria above, firms may choose to further define their
composites based on relevant client constraints or guidelines. The following are example
of constraints or guidelines that could result in materially different strategies and, there-
fore, justify separate composites.

Extent of the Use of Derivatives, Hedging and/or Leverage
In general, portfolios that use derivatives, leverage and/or hedging have a unique
investment strategy from those portfolios that do not utilize these techniques or
instruments. Accordingly, firms must consider whether portfolios that use leverage,
derivatives, and/or hedging should be included in separate composites from portfo-
lios that are restricted from using such instruments or strategies.

Treatment of Taxes
The firm should define separate composites for portfolios with specific tax treat-
ments if the treatment of taxes hinders the firm’s ability to implement a specific
investment strategy as compared to similar portfolios without specific tax treat-
ments. For example, the different tax situations of corporate or insurance clients
and private clients may require different investment strategies in terms of emphasiz-
ing growth versus yield or dividend versus interest income. If so, firms are required
to define separate composites appropriate to the different strategies.

Type of Client (e.g., pension fund, private client, endowment, etc.)
Client type alone must not be used as the primary criteria for defining a composite. In
some cases, the client type determines the investment strategy because of characteris-
tics that are unique to the client type. If portfolios of different client types have materi-
ally different investment strategies and/or styles that are specific to the type of client,
the firm must create separate composites representing each of the different strategies. 

Instruments Used (e.g., invest only in pooled vehicles versus individual securities)
If portfolios use specific instruments the firm may define separate composites.

Size of Portfolios 
Differences in portfolio size may result in meaningful, material differences in invest-
ment strategy and justify the creation of separate composites. For example, an index
strategy may be implemented via sampling (i.e., holding a sample of the index secu-
rities) for smaller portfolios, while the strategy may be implemented via a full repli-
cation of the index for larger portfolios. In this case, the strategy is actually differ-
ent based on the size of portfolio. 

Client Characteristics (e.g., cash flow needs, risk tolerances)
Firms may create composites based on multiple client characteristics. For example,
a firm may choose to create a composite composed of growth equity, taxable clients
that allow leverage and have a targeted tracking error of 4%. 

Portfolio Types (e.g. segregated (separate) portfolios, pooled portfolios (mutual funds)) 
Pooled funds, including mutual funds and unit trusts, may be treated as separate
composites or combined with other portfolios into one or more composites of the
same strategy, style, or objective.

Base Currency
Base currency must not be a criteria used for composite definition unless it is spe-
cific to the investment strategy. 
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Additional Considerations

• Multiple Asset Class Portfolios
Multi-asset or balanced portfolios are portfolios that consist of more than one
asset class. Composites should be constructed according to strategic ranges of
asset mixes provided in the client investment guidelines, not according to the tac-
tical percentage of assets invested in the different asset classes. Portfolios with
varying, but similar strategic asset allocations can be grouped together if they col-
lectively have the same strategy or style. Firms often have discretion to tactically
alter the asset allocation in an effort to add value. Portfolios must not be moved
into or out of composites due to changes in the tactical asset allocation. Only in
the case of client-documented strategic asset allocation changes can portfolios be
moved into different composites. 

• Inception Date
In general, firms are not permitted to create composites based solely on inception
date. However, in very specific situations, it may be appropriate to group portfo-
lios into composites according to inception date (e.g., venture capital composites,
after-tax composites, municipal bond composites). 

• Firms with multiple offices, branches, or investment divisions
Firms are only permitted to define different composites for offices, branches, or
investment divisions of a firm if the portfolios are managed according to invest-
ment objectives, styles or strategies that are unique to each particular office,
branch, or division. Thus, it is the style or strategy that determines the composite,
not the location or group. Composite definition cannot span multiple firms. For
additional guidance regarding how the firm can be defined, please refer to the
Guidance Statement on Definition of the Firm.

• Dispersion of the portfolio returns within a composite 
While dispersion is one measure to determine how consistently the firms has
implemented its strategy across the portfolios in the composite, it can only be
measured on an ex-post basis and, therefore, must not be used as a criterion to
define a composite. A dispersion figure may serve as a good indicator of whether
the criteria for composite definition are suitable and whether or not to redefine
the composite. There is no general rule for a maximum amount of composite dis-
persion. The firm should contemplate the definition of a broad, “inclusive” com-
posite with a wide dispersion of portfolio returns versus a narrow, “exclusive” com-
posite with a more narrow dispersion measure. 

• Treatment of Fees
Different types of management fees should not be used as criteria for composite
definition.

Effective Date

This Guidance Statement was originally effective 1 April 2002 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. Firms are required to
apply this revised guidance to all periods.

Key GIPS Provisions Specifically Applicable to Composite Definition

3.A.1 All actual, fee-paying, discretionary portfolios must be included in at least one com-
posite. Although non-fee-paying discretionary portfolios may be included in a com-
posite (with appropriate disclosures), nondiscretionary portfolios are not permitted
to be included in a firm’s composites.

3.A.2 Composites must be defined according to similar investment objectives and/or
strategies. The full composite definition must be made available on request.

3.A.3 Composites must include new portfolios on a timely and consistent basis after the
portfolio comes under management unless specifically mandated by the client.

4-2



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

176

3.A.4 Terminated portfolios must be included in the historical returns of the appropriate
composites up to the last full measurement period that the portfolio was under man-
agement.

3.A.5 Portfolios are not permitted to be switched from one composite to another unless
documented changes in client guidelines or the redefinition of the composite make
it appropriate. The historical record of the portfolio must remain with the appropri-
ate composite,

3.A.9 If a firm sets a minimum asset level for portfolios to be included in a composite, no
portfolios below that asset level can be included in that composite. Any changes to a
composite-specific minimum asset level are not permitted to be applied retroactively.

3.B.3 Firms should not market a composite to a prospective client who has assets less than
the composite’s minimum asset level.

4.A.2 Firms must disclose the availability of a complete list and description of all of the
firm’s composites.

4.A.3 Firms must disclose the minimum asset level, if any, below which portfolios are not
included in a composite. Firms must also disclose any changes to the minimum asset level.

4.A.22 If a firm has redefined a composite, the firm must disclose the date and nature of
the change. Changes to composites are not permitted to be applied retroactively.

4.A.23 Firms must disclose any changes to the name of a composite.

4.A.24 Firms must disclose the composite creation date.

Applications:

1. Firm A has a client that has multiple accounts (e.g., personal trust and a personal invest-
ment account) and manages these accounts as one “master” portfolio. For purposes of the
Standards, can Firm A treat these accounts as one portfolio and include them in an appro-
priate composite?

If multiple portfolios are managed as one “master” portfolio, the firm can treat this “mas-
ter” portfolio as any other portfolio and include it in an appropriate composite. Firms
must treat this as one portfolio for purposes of calculating the dispersion measure and the
number of portfolios within the composite. Firms must consider if account restrictions,
such as tax considerations, of any of the individual portfolios affect the overall asset alloca-
tion process or the implementation of the firm’s strategy for the “master” portfolio. Firm
must be careful not to double count assets (e.g., counting both the “master” portfolio and
underlying portfolio assets) when calculating composite and total firm assets.

2. If we currently have a composite for a particular strategy, and the strategy changes, can the
performance track record continue to be associated with the new strategy?  The change in
question is the addition of resources to the investment process. To be precise, we have added
a fundamental portfolio manager to a strategy that was previously run using a quantita-
tive (models) process. The new portfolio manager is an additional layer added on top to fur-
ther refine the stock picks. The quant models will still be used as before.

As most firms evolve, they modify their investment process through the use of new tech-
nologies and resources. It would seem clients would expect their firm to refine and
improve the investment process.

A composite is an aggregation of a number of portfolios into a single group that represents
a particular investment objective or strategy. The Standards require that composites must
be defined according to similar investment objectives and/or strategies. In the situation
you present, if the investment objective of the portfolios in the composite remains constant
as the firm modifies its investment process, the firm should not create a new composite. If,
however, the investment objective/strategy of the portfolios in the composite has changed,
the firm should create a new composite, and the performance track record starts for that
new composite when portfolios meeting the definition of the new composite are added to
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it. The firm should clearly document its decision and decision-making process in the event
the creation of a new composite is questioned by a verifier/regulator.

3. We are starting an investment strategy but currently do not have any clients. As such, we
would like to start the strategy with a proprietary portfolio. However, once we receive a client
account managed in this strategy (which may happen up to 2-3 years later) we will close the
proprietary portfolio. 

Can we create a composite and continue to use the historical performance of the proprietary
portfolio by simply adding any subsequent client accounts we receive to the composite?  The
composite would contain the historical performance of the proprietary portfolio but would
continue on with only the new client portfolios, just as a normal composite would. 

Yes, the situation you describe is appropriate. Performance of a proprietary portfolio (also
known as a seed or incubator fund) may be included in a composite if the fund is composed
of actual assets under management. As with any other terminated account, the performance
history of the proprietary portfolio will remain in the composite up to the last full measure-
ment period that the proprietary portfolio was under management. As other portfolios
managed to the same strategy are added to the composite, the historical performance of the
composite will continue to include the proprietary portfolio’s performance.

4. If a fund invests in publicly traded equities for both limited partnerships and for separately
managed accounts, should the manager set up different composites for each legal structure?

A composite should include all portfolios that are managed according to the same strat-
egy. Differences in legal structure alone would not warrant separate composite definitions.
However, it is up to the firm to decide how results can presented in the most meaningful
way, and if differences in legal structure cause the results of portfolios to differ, then the
manager would split limited partnerships and separately managed accounts into separate
composites.

5. Can a firm include a single portfolio in more than one of the firm’s composites?

Yes. The Standards state that firms must include all discretionary fee-paying portfolios in
at least one of the firm’s composites. Portfolios must be included in each composite for
which it meets the prescribed criteria for inclusion. For example, a firm may have an all-
cap equity composite and a large-cap equity composite. If the firm manages a portfolio
that meets the criteria for inclusion in the all-cap equity composite as well as the large-cap
equity composite, the firm must include the portfolio in both composites.

6. Why should each discretionary fee-paying portfolio be included in at least one composite? If
a portfolio represents a style we never plan to market in the future, why should we have to
include it in a composite?

The Standards are ethical guidelines for firms to follow when presenting their perform-
ance results. The Standards are based on the principles of fair representation and full dis-
closure. They are not marketing guidelines. 

The requirement for firms to include all fee-paying discretionary portfolios in at least one
composite ensures that firms record an accurate picture of the firm’s complete perform-
ance record. Without this requirement, there is a potential for firms to exclude poor per-
forming portfolios from the appropriate composites. Portfolios that might otherwise
belong in the composite could be grouped with “unmarketed” portfolios. Because the
intent of the Standards is to accurately and fairly represent firm performance, all fee-pay-
ing discretionary portfolios must be included in at least one of the firm’s composites. 

Firms are also required to disclose that a complete list of the firm’s composites is available
on each compliant presentation. Potential clients can review descriptions of all composites
to determine if any similarities exist. Prospective clients can also request to see additional
information on the firm’s historical performance record through other composites on the
list. These requirements exist to provide prospective clients with a complete picture of the
firm’s investment performance achieved on all accounts under the firm’s discretion.
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GUIDANCE STATEMENT FOR 
COUNTRY-SPECIFIC TAXATION ISSUES

Introduction

The purpose of the GIPS standards is to ensure accurate and consistent reporting of
investment performance in a fair, comparable format that provides full disclosure. The
GIPS standards create an ethical framework whereby investment performance results are
calculated and presented according to fundamental principles based on the principles of
fair representation and full disclosure. 

The GIPS standards do not address every aspect of performance measurement, valuation,
attribution, or coverage of all asset classes. However, the IPC anticipates that the GIPS
standards will evolve over time to include additional aspects of investment performance,
which include developing some basic principles to broadly address the effects of taxation
on investment performance. 

Background

Historically, the IPC endorsed two Country Version of GIPS that included additions relat-
ing to taxation issues — the AIMR-PPS standards and Italian Performance Presentation
Standards (IPPS). The AIMR-PPS standards include a section related to the calculation
and presentation of after-tax performance results. The IPPS standards include a section
related to grossing up performance for Italian withholding taxes. 

Topic

The IPC has questioned whether or not it would be possible to entirely eliminate the need
for County Versions of GIPS (CVG) and has determined to approach the subject by creat-
ing a guidance statement that initially incorporates the two country-specific sets of guid-
ance relating after tax performance reporting in a Guidance Statement under the GIPS
standards. This initial approach will allow to eliminate the CVGs in the US and Italy. 

Future Development

Beyond this initial guidance statement, the IPC is also considering developing some basic
principles to broadly address the effects of taxation on investment performance. These
tax-related provisions and/or guidance for the GIPS standards will be applicable to all
firms that claim compliance with the GIPS standards and choose to present pre-tax or
after-tax composite returns, regardless of the firm’s domicile. 

Because tax regulation is extremely divergent from country to country, the IPC pre-
sumes that these provisions and guidance will only consist of some basic, worldwide
accepted principles with the topic of comparability of performance results among man-
agers from different countries. At the same time the IPC acknowledges that some coun-
tries have a longer history in after-tax performance presentation and therefore have
developed detailed provisions and/or guidance relating to the topic. Based on the prin-
ciples of GIPS, the IPC fosters the notion of worldwide best practice and will aim to
adjust and include these pre-tax or after-tax performance presentation provisions in a
global framework. 
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Attachments:

I. United States After-Tax Guidance (Applicability, GIPS Requirements and
Recommendations); pages 3-7

II. Italian “Grossing-up” Taxation Guidance (Explanation, GIPS Requirements and
Recommendations); page 8
Appendix A. Additional Guidance on United States After-Tax Calculation and
Presentation; pages 9-48
Appendix B.Assogestioni formula for calculating the gross-of-tax value of the
shares of an Italian open-end fund; pages 49-53

I. GIPS United States After-Tax Guidance

Effective Date: 1 January 2005
Retroactive: No

Applicability

Firms that previously claimed compliance with the AIMR-PPS standards and chose to pres-
ent their composite performance results after the effect of taxes were required to comply
with the modified after-tax provisions and guidance as of 1 January 2005. They were devel-
oped giving consideration to U.S. tax codes and regulations.

As of 1 January 2005, if a firm:

(1) Previously claimed compliance with the AIMR-PPS standards, and/or claims
compliance with the GIPS standards; and

(2) chooses to present after-tax performance results to a client subject to U.S. tax-
ation (except when reporting to an existing client the performance of his
portfolio), 

the firm must abide by the GIPS Country-Specific Taxation Issues Guidance requirements
outlined below.1

The GIPS Country-Specific Taxation Issues Guidance supplements all of the required and
recommended elements of the GIPS standards. They were developed giving consideration
to U.S. tax codes and regulations available in 2002. 

The effective date of the GIPS Country-Specific Taxation Issues Guidance is 1 January
2005. Until that time, firms are strongly encouraged to follow these provisions but may
still calculate and report their after-tax performance according to the previous AIMR-PPS
after-tax provisions (1994 provisions). 

When reporting after-tax performance to an existing client, firms that are compliant with
the GIPS Country-Specific Taxation Issues Guidance may choose to include a claim that
the existing client’s portfolio return was calculated “in accordance” with the after-tax cal-
culation methodology of the GIPS Country Specific Taxation Issues Guidance — provided
the return satisfies the minimum requirements of the Standards. Firms that choose to
include such a claim must include the following statement alongside it:

“The after-tax returns shown are subject to the limitations of the specific cal-
culation methodology applied. Since the client’s actual circumstances and tax
rates determined after the fact may differ from the anticipated tax rates used
in this process, the reported returns may not equal the actual after-tax returns
for specific clients.”
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Requirements

A.1 Calculation Methodology

A.1.a. Firms must utilize a realized basis “pre-liquidation” calculation methodology,
namely a methodology equivalent to the After-Tax Modified Dietz Method,
the After-Tax Modified BAI (Linked Internal Rate of Return) Method or the
After-Tax Daily Valuation Method.

Modified Dietz Method for Calculating “Pre-Liquidation” After-Tax Return 

“Pre-Liquidation” = (End Value – Start Value – Sum of Portfolio Flows – Realized Taxes)
After-Tax Return (Start Value + Sum of Day-Weighted Portfolio Flows)

Modified BAI (Linked Internal Rate of Return) for Calculating “Pre-Liquidation”
After-Tax Return

The “Pre-Liquidation” After Tax Return is the value of R that satisfies the following equation:

End Value – Realized Taxes = [Fi (1 + R)W
i]

Daily Valuation Method for Calculating “Pre-Liquidation” After-Tax Return 

“Pre-Liquidation” = (End-of-Day Market Value – Start-of-Day Market Value – Realized Taxes)
After-Tax Return Start-of-Day Market Value

A.1.b. The tax liability or benefit must be recognized in the same period that the tax-
able event occurs. Managers who use daily valuation methods may account for
taxes either on the day when a taxable event occurs or at the end of the month.

A.1.c. Taxes calculated on income must be recognized on an accrual basis. 

A.1.d. Taxes calculated on income and realized capital gains or losses must be taken
into account regardless of whether taxes are paid from assets outside the
account or from the account assets.

A.1.e After-tax returns must consistently utilize over time and within each composite
either the “anticipated tax rates” or the maximum federal (or
federal/state/local/city) tax rate(s) applicable to each client. 

A.1.f. Firms must utilize the tax rates in effect for the period to which the after-tax
return calculation is applicable. 

A.1.g. The before-tax returns for composites that hold tax-exempt securities must be
presented without “grossing-up” tax-exempt income. 

A.1.h. Each portfolio in the composite must be given full credit for net realized
losses, as it is assumed these losses will be offset by gains at a later date or
from other assets.

A.2. Composite Construction

A.2. All fee-paying discretionary portfolios that are managed on a tax-aware basis (i.e.,
taking into account the client’s tax profile when conducting security buy and sell
decisions) must be included in at least one of the firm’s after-tax composites. 

A.3. Disclosures — Firms must disclose the following:

a. If applicable, the name of the before-tax composite from which the portfolios
that comprise the after-tax composite were drawn.

b. The after-tax composite as a percentage of the taxable portfolios that are
included the before-tax composite (from which the portfolios that comprise the
after-tax composite were drawn). 

c. The accounting convention used for the treatment of realized capital gains (e.g.
highest cost, lowest cost, FIFO, LIFO, specific identification, etc.).

d. A disclosure to read, “The after-tax returns shown are subject to the limitations of
the specific calculation methodology applied. Since the client’s actual circum-
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stances and tax rates determined after the fact may differ from the anticipated
tax rates used in this process, the reported returns may not equal the actual after-
tax returns for specific clients.”

e. The tax rate methodology (“anticipated tax rates” or maximum federal (or federal/
state/local/city) tax rates) utilized for the composite and the benchmark.

A.4. Presentation and Reporting

A.4.a. All before-tax input data, calculation, composite construction, disclosure and
presentation requirements as prescribed in the GIPS standards must be fol-
lowed for each after-tax composite (i.e., for each after-tax composite, the firm
must create a presentation that includes both the required before-tax and
after-tax performance returns and disclosures). 

A.4.b. If the after-tax composite is drawn from a before-tax composite that includes
taxable and tax-exempt portfolios, firms must report both the after-tax com-
posite presentation and the presentation of the before-tax composite (from
which the after-tax composite was drawn). 

A.4.c. After-tax returns must be reported on at least an annual basis for the compos-
ite. The effective date of the GIPS Country-Specific Taxation Issues Guidance
is 1 January 2005; therefore, after 2004, firms must present additional annual
performance so that by 31 December 2014, at the latest, firms that choose to
present after-tax results will have the required 10-year track record that com-
plies with the GIPS Country-Specific Taxation Issues Guidance. 

A.4.d. Firms must report a measure of the dispersion of individual component port-
folio returns around the aggregate composite return on an after-tax basis
(and a before-tax basis) for each annual period that after-tax returns are pre-
sented. The measure of dispersion must be calculated using the same method
for both the after-tax and before-tax performance returns.

A.4.e. Firms must report the percentage of unrealized capital gains as compared to
total after-tax composite assets as of the end of each reporting period.

A.4.f. Firms must report the dollar-weighted “anticipated tax rate” on ordinary
income for each composite or the maximum federal tax rate on interest and
dividend income of the portfolios in the composite. 

A.4.g. Firms must not link “non-compliant” after-tax performance results to per-
formance that meets the requirements of the GIPS Country-Specific Taxation
Issues Guidance, except to present it as information supplemental to a com-
pliant after-tax composite presentation. 

Recommendations

B.1. Calculation Methodology

B.1.a. It is recommended that after-tax performance be calculated based on each
client’s “anticipated tax rates” for interest, dividends, short- and long-term
capital gains, etc. However, if the “anticipated tax rates” are unknown, use of
the maximum federal (or federal/state/local/city) tax rate for the specific
investor category is permissible.

B.1.b. Additional non-discretionary supplementary return information may be pro-
vided for those withdrawals that are client directed and are beyond the control
of the manager that force the realization of non-discretionary capital gains. 

B.1.c. If after-tax returns are reported for benchmarks, adjustments should be made
for the actual or approximate Net Realized Gains incurred during the period.
When an approximation is used, a description of the method and the assump-
tions should be disclosed. 
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B.1.d. The accrued interest should include the amortization of premiums and the
accretion of discounts on all bonds if required by the client’s tax situation.
Firms should take into account the tax consequences of such items as the
original issue discount (OID), the market discount and the de minimus rules. 

B.1.e. Whether using the “anticipated tax rates” or the maximum federal tax rate, firms
are encouraged to apply tax rates to at least the first decimal place (e.g., 38.6%).

B.2. Composite Construction

B.2.a. In addition to investment objective or style, portfolios may be grouped into
composites based on client type, tax rate, and/or vintage year (or similar
proxy to associate portfolios with similar unrealized capital gains).

B.3 Disclosures

B.3.a. If employing a calculation methodology other than “pre-liquidation,” firms
may provide these returns as Supplemental Information. Firms must provide
a disclosure with an appropriate list of key assumptions used in calculating
the supplemental returns. 

B.3.b. If realized losses are greater than realized gains during the period, firms are
recommended to disclose the percentage benefit of tax-loss harvesting for the
composite. 

B.3.c. Firms should disclose their policies relating to the amortization of premiums
and accretion of discounts. 

B.4. Presentation and Reporting 

Firms are recommended to present the following:

a. Firms that present returns in accordance with the previous after-tax provisions
(1994 provisions) may continue to present those returns for periods prior to
1 January 2005. These results may also be linked to the after-tax performance
calculated under the restated after-tax provisions, provided all after-tax perform-
ance shown after 1 January 2005 adheres to the restated after-tax provisions. 

b. Any Supplemental Information the firm deems valuable.
c. Annual after-tax benchmark returns.

II. GIPS Italian “Grossing-up” Taxation Guidance

Effective Date: March 2002
Retroactive: No

In view of the specific features of Italian tax legislation, this document has been developed
to provide guidance that managers must comply with if they intend to present performance
of composites including Italian open-end funds grossed-up for Italian withholding tax.

Funds governed by Italian law are subject to a full-settlement withholding tax of 12.5%
that is applied to the difference between the value of the fund’s investments at the begin-
ning and end of the year. In the case of corporate investors this withholding tax is
reclaimable. Moreover, taxation has an impact on the calculation of the net share price
introducing a money weighted bias.

Firms which claim compliance with the GIPS standards and present the performance of
composites including funds governed by Italian law that have been grossed up must com-
ply with the GIPS Country-Specific Taxation Issues Guidance described below. 

6.A.1 Grossing-up of performance. Firms which present the performance of composites includ-
ing grossed-up portfolios (portfolios whose gross performances have been calculated based
on net official performances) must use a grossing-up formula consistent with the tax
regime in force in the reference period and must show the effects that the tax regime has
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on the net performance and how the formula applied takes them into account. If the
grossing-up formula is not widely adopted and accepted, the firm must give a detailed
description of the analytical model on which it is based and specify the hypotheses
adopted and its manner of working;

6.A.2 Construction of composites. No composite may contain portfolios whose performance
depends on different tax regimes unless the various performances are suitably grossed
up. If the grossing-up formula used is based on specific hypotheses regarding the effects
of the tax regime on the way the portfolio is managed, they must be described. Portfolios
managed on the basis of different hypotheses regarding the effects of the tax regime may
not belong to the same composite;

6.A.3. Grossed-up performances as supplementary information. Firms which present the per-
formance of composites including grossed-up portfolios must present net performance of
grossed-up portfolios as well;

6.B.1. Grossing-up of Italian open-end funds. It is recommended that portfolios made of
Italian open-end funds be grossed up using the widely adopted and accepted
Assogestioni formula, which is shown in Appendix B.

APPENDIX A.
ADDITIONAL GUIDANCE ON UNITED STATES 

AFTER-TAX CALCULATION AND PRESENTATION

The purpose of the following Interpretive Guidance is to provide insight on the require-
ments and recommendations of the AIMR-PPS standards and to ensure continuity for those
firms dependent on this Guidance.  All references to AIMR-PPS are simply to preserve his-
torical compliance documentation and do not conflict with GIPS standards compliance. 

A. Applicability and Scope of the AIMR-PPS After-Tax Provisions
B. Effective Date of Provisions and Historical After-Tax Performance Record
C. Calculation Methodology

i. Definitions of After-Tax Return 
ii. “Anticipated Tax Rates”

iii. Retroactive Tax Changes 
D. Composite Construction

i. Applications Demonstrating Relationships Between Before- and After-Tax
Composites

E. Disclosures
i. Tax-Loss Harvesting

F. Presentation and Reporting
i. Sample AIMR-PPS Compliant Presentation for an After-Tax Composite

ii. Presenting Net-of-Fees After-Tax Returns (Expensing Investment
Management Fees)

G. Treatment of Non-Discretionary Capital Gains
H. After-Tax Benchmarks

i. After-Tax Return Indices
ii. Shadow Benchmark Portfolios

iii. Potential Uses of Marked-to-Liquidation Return Benchmarks
I. Supplemental Return Calculation Methodologies
J. Comparison of After-Tax Return Measures
K. Measures of Tax Efficiency

i. Tax Efficiency Measures Based on After-Tax and Before-Tax Returns
ii. Tax Efficiency Measures That Are Not Return-Based

L. Model Request-For-Proposal Questions
M. Challenges 

i. Systems Software Issues
ii. Accounting Issues

N. Glossary of Terms
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A. Applicability and Scope of the AIMR-PPS After-Tax Provisions

The after-tax provisions are voluntary, as investment management firms that follow the
AIMR-PPS standards are not required to present after-tax composite performance results.
Under the current after-tax rules (1994 rules), firms are only required to follow the after-
tax provisions outlined in the AIMR-PPS standards when including the claim of compli-
ance on an after-tax composite presentation. In other words, if a firm chooses to present
after-tax performance results that do not include the claim of compliance, the AIMR-PPS
standards are not explicitly clear and do not mandate that firms follow the after-tax provi-
sions in those situations.

However, after 1 January 2005, firms that claim compliance with the AIMR-PPS standards
and choose to report after-tax performance results (except when reporting an existing
client’s portfolio performance) must comply with all of the after-tax requirements. This
volunteerism is consistent with the overall AIMR-PPS standards and the hope is that firms
will embrace the after-tax provisions with the expectation that they will be increasing the
credibility of the information that they are providing to clients and prospects. 

The after-tax provisions apply to firms that claim compliance with the AIMR-PPS stan-
dards and choose to present their performance results after the effect of taxes. These
after-tax provisions (Section II.9. of the AIMR-PPS standards) supplement all of the
required and recommended elements of the AIMR-PPS standards (outlined in Section II
of the AIMR-PPS standards). Firms that comply with the AIMR-PPS standards are also
reminded that compliance requires adherence to all applicable laws and regulations. 

The after-tax provisions were developed giving consideration to U.S. tax codes and regula-
tions available in 2002. The AIMR-PPS Implementation Committee recognizes that firms
who manage assets on a tax-aware basis for clients subject to Canadian tax regulation may
not be able to apply the after-tax requirements as specified. 

Therefore, to avoid potential conflicts between the after-tax provisions and Canadian tax
codes and regulations, firms managing these “Canadian taxable portfolios” are exempt
from the requirements of the after-tax provisions. They are encouraged to adopt the after-
tax requirements whenever possible. Meanwhile, the Implementation Committee is work-
ing to develop specific guidance that considers Canadian tax codes.

B. Effective Date of Provisions and Historical After-Tax Performance Record

The effective date of the “restated after-tax provisions” is 1 January 2005. Until the restated
provisions become effective, firms should begin to commit resources and design perform-
ance software to incorporate these future changes to the after-tax provisions. Firms are
strongly encouraged to implement the restated after-tax provisions prior to their effective
date. Firms may choose to retroactively apply these restated after-tax provisions on or
before their effective date of 2005 in order to develop a longer historical track record.

On 1 January 2005, firms may but are not required to produce a 10-year history of com-
pliant after-tax returns, as required by the AIMR-PPS standards for before-tax compos-
ites.  Instead, from 1 January 2005, going forward, firms that choose to show after-tax
results must build a cumulative year-to-year compliant after-tax track record so that by
31 December 2014, at the latest, firms that choose to present after-tax results will have
the 10-year record required under the AIMR-PPS standards. To facilitate the transition
from the previous after-tax provisions to the restated after-tax provisions, firms who
chose to present their after-tax results in compliance with the AIMR-PPS standards and
calculated after-tax returns according to the previous after-tax provisions (1994 provi-
sions) may continue to present their compliant historical after-tax performance results
(under the previous provisions) alongside their ongoing after-tax performance results
(under the restated provisions) for periods up to the end of 2004. However, perform-
ance for periods after 1 January 2005 must be calculated and presented according to
the restated after-tax provisions. Further, the performance results under the previous
provisions (1994 provisions) up to the end of 2004 may also be linked with the results
under the restated provisions beginning in (or before) 2005. 
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Firms must not link “non-compliant” after-tax performance results to performance that
meets the requirements of the AIMR-PPS standards (either the 1994 after-tax provisions
or the restated after-tax provisions), except to present it as information supplemental to a
compliant after-tax composite presentation. 

C. Calculation Methodology

i. Definitions of After-Tax Return

The AIMR-PPS provisions require that all returns, including after-tax returns, be time-
weighted returns. This enables the evaluation of a manager’s performance over time and
permits the comparison of different managers who have different patterns of portfolio
inflows and outflows during the measurement period.

The before-tax return measures the rate of change in value, with appropriate adjustment
for any portfolio inflows and outflows. The after-tax return subtracts a measure of net
taxes incurred during the period from the before-tax return.  Taxes might not be paid in
the period when they are incurred. There are a number of methods for computing an
after-tax return, and they differ primarily in the way they measure taxes incurred during
the measurement period.

The two principal methods of computing after-tax returns on portfolio accounts are
known as the “Pre-Liquidation” (or “Realized Basis”) and the “mark-to-liquidation” meth-
ods.  A third method, the “post-liquidation” approach, is also sometimes used in the con-
text of mutual fund reporting, although it does not generalize well to other settings. It is a
special case of the “mark-to-liquidation” approach.

The “pre-liquidation” method has two aspects. First, it calculates the before tax return on
a portfolio using the total market value at the beginning and at the end of the measure-
ment period, as well as information on any intervening inflows or outflows from the port-
folio. Second, it subtracts any taxes that the taxpayer must pay when he files his tax
return for the measurement period. These taxes would include taxes on dividends and
interest income, as well as taxes on net capital gains realized from security sales. The
“pre-liquidation” method does not include any charge for taxes that may be incurred in
the future, even if those taxes are ultimately attributable to changes in security prices
during the measurement period. In particular, there is no accounting for the future capi-
tal gains taxes that may be due on capital gains that Accrue, but are not realized, during
the measurement period. By ignoring such future taxes, the “pre-liquidation” method
may understate the total tax burden on security returns during the measurement period.

The “mark-to-liquidation” method uses a different approach. It computes the after-tax
value of the portfolio at the beginning of the measurement period, net of taxes, under
the hypothetical assumption that all securities in the portfolio are liquidated. It also com-
putes the end-of-period value of the portfolio, once again net of taxes, in this case assum-
ing that all securities are liquidated at the end of the measurement period. Any portfolio
inflows or outflows are valued on a net-of-tax basis. If cash is contributed, the after-tax
value of the portfolio inflow equals its before-tax value. If appreciated securities are con-
tributed to the account, however, the after-tax value of the portfolio inflow equals the
value of these securities net of any capital gains tax that would be due if the securities
were sold. The “mark-to-liquidation” after-tax return equals the change in the after-tax liq-
uidation value of the portfolio, plus the net after-tax value of the portfolio inflows or out-
flows to the account, as a percentage of the start-of-period net-of-tax liquidation value.
Although the “mark-to-liquidation” method would appear to be more conservative by tak-
ing into account all capital gain taxes (i.e., all Unrealized Gains are taxed), even on unre-
alized profits, it may be distorted by using a smaller denominator since the amount
assumed to be invested in later periods is only the original cost, not the full amount of
assets under management.

The so-called “post-liquidation” return that is discussed in the mutual fund context is a
special case of the “mark-to-liquidation” return. It corresponds to the “mark-to-liquidation”
return for a single measurement period, in which the portfolio is created with cash at the
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beginning of the period. The “mark-to-liquidation” starting value of the portfolio is there-
fore equal to the before-tax value in this case. The “post-liquidation” approach also
assumes that the portfolio is completely liquidated at the end of the measurement period,
and that any taxes due at that point are paid. The end-of-period portfolio value for the
“post-liquidation” return is therefore the same as that in the “mark-to-liquidation” return.
The difficulties with the “post-liquidation” return are (1) it cannot be linked for multiple
periods because doing so would create duplicate taxation of the same events, and (2) it
cannot sensibly be applied in situations in which the portfolio is created with securities
rather than cash. Applying it in this case will overstate the tax burden on returns during
the measurement period. Some of the Tax Liability that will be associated with liquidating
the portfolio at the end of the measurement period will be attributable to Unrealized
Capital Gains that were included in the value of the securities at the beginning of the
measurement period.

The AIMR-PPS after-tax provisions require that after-tax returns be reported on a “pre-
liquidation” basis. The “pre-liquidation” approach captures the fact that taxes deferred
to the future have a smaller present discounted value than taxes paid today. The “mark-to-
liquidation” method makes no distinction between managers who do, and who do not,
realize capital gains as they Accrue, despite the fact that a manager who defers realization
will typically generate a higher after-tax return for taxable investors.  It is possible, how-
ever, that “mark-to-liquidation” or “post-liquidation” returns may also be needed as supple-
mental information, for example to satisfy local regulations or to provide useful portfolio
information for taxable clients.

Taxable clients may also be interested in the after-tax internal rate of return generated by
investment managers. Internal rate of return measures can be generated either under the
assumptions used to calculate “pre-liquidation” returns, or under the assumptions that
lead to “mark-to-liquidation” returns. Single-period internal rate of return measures calcu-
lated using the “mark-to-liquidation” methodology, and using the “pre-liquidation”
methodology, can be compounded over time to compute a cumulative internal rate of
return. Such compounding would not be feasible with returns calculated using the “post-
liquidation” methodology.

To provide more specific guidance on the calculation of after-tax returns, the formulae
below describe the calculation of “pre-liquidation” and “mark-to-liquidation” returns. In
these expressions, “taxes” refers to “net taxes” — they can be either positive or negative.
Negative taxes would be associated with situations in which capital losses exceeded capital
gains, and the value of the tax reduction associated with the net capital loss was also larger
than the Tax Liability for dividends and interest income. Similarly, portfolio flows can be
either positive or negative. These flows may consist of cash or of securities. Finally, the
terms “capital gains tax rate” and “income tax rate” should be interpreted as a series of
tax rates depending on the length of holding period and/or the type of security providing
the income.

Pre-Liquidation Methods

Modified Dietz Method for Calculating “Pre-Liquidation” After-Tax Return 

“Pre-Liquidation” = (End Value – Start Value – Sum of Portfolio Flows – Realized Taxes)
After-Tax Return (Start Value + Sum of Day-Weighted Portfolio Flows)

This expression is equivalent to:

“Pre-Liquidation” = Before-Tax –                               Realized Taxes                              
After-Tax Return Return (Start Value + Sum of Day-Weighted Portfolio Flows)

In this expression, Realized Taxes = (Realized Gains) * (Capital Gains Tax Rate) +
(Taxable Interest and Dividend Income) * (Income Tax Rate). Realized taxes are an
expense, but the formulae assume that cash is not withdrawn from the portfolio in order
to pay the taxes. For this reason, taxes are not included in the portfolio flow adjustment
in the denominator.
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Modified BAI (Linked Internal Rate of Return) for Calculating “Pre-Liquidation”
After-Tax Return

The “Pre-Liquidation” After Tax Return is the value of R that satisfies the following equation:

End Value – Realized Taxes = [Fi (1 + R)W
i]

Where the portfolio flows, Fi, are the same as those used in the Modified Dietz Method
with one important exception: the market value at the start of the period is also treated as
a cash flow, that is, Start Value = F0. The weight, Wi, is the proportion of the total number
of days in the period that cash flow Fi has been held in (or out of) the portfolio. The for-
mula for Wi is 

where CD is the total number of calendar days in the period and Di is the number of cal-
endar days since the beginning of the period in which cash flow Fi occurred. 

Daily Valuation Method for Calculating “Pre-Liquidation” After-Tax Return 

With the daily valuation method, it is possible to simplify by accounting for net portfolio
flows at the end of the day. 

“Pre-Liquidation” = (End-of-Day Value – Start-of-Day Value – Realized Taxes)
After Tax Return Start-of-Day Value

Mark-To-Liquidation Methods (as supplemental information only)

The “mark-to-liquidation” returns are calculated very similarly, but substitutes “Liquidation
Value” for “Value”, where 

Liquidation Value = Market Value – (Unrealized Gain) * (Capital Gains Tax Rate) 

Modified Dietz Method for Calculating “Mark-To-Liquidation” After-Tax Return 

(End-of-Period Liquidation Value – Start-of-Period 
Liquidation Value – Sum of Liquidation 

“Mark-to-Liquidation” =                  Value of  Net Flows – Realized Taxes)                    
After-Tax Return (Start-of-Period Liquidation Value + Sum of Day-Weighted 

Portfolio Flows at Liquidation Value)

Daily Valuation Method for Calculating “Mark-To-Liquidation” After-Tax Return 

(End-of-Day Liquidation Value – 
“Marked-to-Liquidation” = Start-of-Day Liquidation Value – Realized Taxes)
After Tax Return  Start-of-Day Liquidation Value

EXAMPLE 1

The methodology for calculating after-tax returns is illustrated by this example, which
assumes the measurement period is one month and that the distribution of gains and
income is made on the 10th day.

Starting Market Value $10.00
Starting Cost Basis (long-term holding period) 5.00
Realized Long-term Capital Gains Distributions 1.75
Realized Short-term Gains and Income Distributions 0.75
Change in Market Value 0.50
Ending Market Value 10.50
Ending Cost Basis (long-term holding period) 5.00

Maximum Federal Tax Rate on Long-term Gains 20.0%
Maximum Federal Tax Rate on Dividends and Short-term Gains 39.6%

W
CD– D

CDi

i=
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Before-tax Return 36.0%
After-tax “Pre-liquidation” Return 28.2%
After-tax “Mark-to-liquidation” Return 30.7%

In this example, since the distributions are made on the 10th day of a 30-day month,
the market value needs to be adjusted, and the weighting factor in the denominator
is 20/30 = 0.667. The before-tax return is 3/[10 – (1.75 + 0.75) * 0.667] = 36.0%.
(If the distributions had been reinvested at month end, there would have been no
cash flows during the period and the before-tax return would have been (1.75 +
0.75 + 0.5)/10 = 3/10 = 30.0%.)

The “pre-liquidation” after-tax return subtracts the taxes that are associated with
capital gain realizations and income. The realized taxes amount to (0.20 * 1.75) +
(0.396 * 0.75) = 0.647. The “pre-liquidation” return is (3.00 – 0.647)/(10.00 –
1.667) = 28.2%. 

For the “mark-to-liquidation” after-tax return, the liquidation values at the start and
end of period are needed. The unrealized taxes at the start are 0.2 * (10 – 5) = 1.0
and the starting liquidation value is 9.0. The unrealized taxes at the end are 0.2 *
(10.5 – 5) = 1.1 and the ending liquidation value is 9.4. The change in liquidation
value is 0.4. The “mark-to-liquidation” after-tax return is (1.75 + 0.75 + 0.4 –
0.647)/(9 – 1.667) = 30.7%. 

ii. “Anticipated Tax Rates”

The AIMR-PPS after-tax provisions are based on the client’s “Anticipated Tax Rate(s)” for
interest, dividends and short- and long-term capital gains or losses. The “Anticipated Tax
Rates” should be the tax rates that an investment manager expects a taxable client to face
on returns generated during the prospective reporting period for each applicable asset
class (“Anticipated Tax Rates” = federal tax rate + [state tax rate * (1 – federal tax rate)] +
[local tax rate * (1 – federal tax rate)]). These tax rates should include the impact of
applicable state and local income taxes for each portfolio.  The “Anticipated Tax Rates”
should be determined at the beginning of the reporting period as they should be the tax
rates that guide the investment manager in the decision-making process throughout the
period. Since actual client circumstances and tax rates may differ from those anticipated
at the beginning of the year, the “Anticipated Tax Rates” are not necessarily equal to the
client’s actual tax rate. The “Anticipated Tax Rates” (including those for state and local
levels) should be readily known from client specific investment policy guidelines, and
therefore easily applied in determining after-tax returns. Obviously, these “Anticipated
Tax Rates” should also have had a significant impact on the investment strategy that
was utilized in managing the portfolio to maximize tax efficiency. However, if the
“Anticipated Tax Rates” are not known, which may be the case in situations such as wrap
accounts, use of the Maximum Federal Tax Rate for the specific investor category is per-
missible (or federal/state/local/city tax rates). Use of the “Anticipated Tax Rates” allow
firms to use the same after-tax returns when reporting to individual clients and construct-
ing composites. 

It may be necessary to consult with a qualified accountant to calculate the “Anticipated
Tax Rates.” Also, care should be taken in combining the various tax rates. Since state and
local income taxes are typically deductible in the process of calculating federal taxes, the
total Anticipated Tax Rate is slightly lower than that implied by simply summing the fed-
eral, state, and local tax rates. Moreover, applying the combined “Anticipated Tax Rates” is
most appropriate for fixed income accounts, especially when accounts in the composite
are subject to less than the Maximum Federal Tax Rate, as taxable bonds may be pur-
chased by portfolio managers to achieve optimal after-tax returns for such investors. 

The following table shows the “Anticipated Tax Rates” (including the adjustment for the
deductibility of state income taxes) on various asset components of a portfolio in the year
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2000 for an individual that is subject to tax rates of 39.6% on federal income and short-
term capital gains, 20.0% on federal long-term capital gains and 9.0% on all state income,
with state income tax being deductible for federal purposes. The total Tax Liability or
Benefit for the portfolio would simply be the sum of the individual Tax Liability or
Benefits for each of the respective asset classes shown.    

The next two examples (Example 2 and Example 3) demonstrate acceptable methods for
calculating a Dollar-Weighted Anticipated Tax Rate for the composite. Example 2 dollar-
weights the individual portfolio Anticipated Tax Rates to determine a monthly tax rate
while Example 3 dollar-weights the monthly composite Anticipated Tax Rates to deter-
mine an annual tax rate. 

EXAMPLE 2

Example 2 provides a detailed calculation of a composite Anticipated Tax Rate for a speci-
fied reporting period. 

Tax Rates for After-Tax Return Reporting for Tax-Efficient Balanced Composite
January 20XX

Beginning 
Client Tax Rates of Period %

Portfolio State Federal State Local Anticipated Assets Assets Contribution

ABC Michigan 35.0% 4.4% 1.0% 38.9% $    2,013,970 18.1% 7.0%
DEF Iowa 38.6% 9.0% 0.0% 44.1% $    2,500,334 22.5% 9.9%
GHI Illinois 30.0% 3.0% 0.0% 32.1% $    1,516,973 13.7% 4.4%
JKL California 38.6% 9.3% 0.0% 44.3% $    2,967,458 26.7% 11.8%
MNO New York 38.6% 6.9% 2.0% 44.8% $    2,111,325 19.0% 8.5%
Total $  11,110,060 100.0%

Dollar-Weighted Anticipated Tax Rate: 41.7%

iii. Retroactive Tax Changes

Incorporating retroactive changes in tax rates for calculation purposes will depend on
what rates the portfolio manager believes are in effect at the time portfolio decisions are
made. Typically, if Anticipated Tax Rates are used, retroactive tax changes should not be
reflected in the return calculation. However, if the firm uses the Maximum Federal Tax
Rates, retroactive tax changes should be reflected in the return calculation.

4-3

ANTICIPATED 
ASSET CLASS TAX RATE EXPLANATION

Taxable Income and Dividends 45.0% 39.6% + (9.0% * (1 – 39.6%)) = 45.0%

Short-term capital gains 45.0% 39.6% + (9.0% * (1 – 39.6%)) = 45.0%

Long-term capital gains 25.4% 20.0% + (9.0% * (1 – 39.6%)) = 25.4%

Treasuries 39.6% Taxed at federal level only

State deductible municipals 0.0% No federal or state taxes incurred

State non-deductible municipals 5.4% Taxed at state level only; deductible from
federal 9.0% * (1 – 39.6%) = 5.4%
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EXAMPLE 3

Calculation of Annual Tax Rate
With change in the Federal Tax Rate Effective 1 June

Composite
Month Anticipated Tax Rate Assets Contribution

Jan 41.7% $  11,110,060 3.0%
Feb 41.6% $  11,329,786 3.1%
Mar 41.8% $  11,739,064 3.2%
Apr 41.7% $  11,254,069 3.1%
May 41.5% $  11,361,798 3.1%
Jun 39.6% $  11,467,425 3.0%
Jul 39.7% $  14,500,467 3.7%
Aug 38.5% $  14,579,342 3.7%
Sep 39.7% $  13,900,678 3.6%
Oct 39.8% $  14,263,007 3.7%
Nov 39.4% $  14,006,392 3.6%
Dec 39.6% $  14,139,672 3.6%

Total $ 153,651,760 
Dollar-weighted Anticipated Tax Rate: 40.3%

D. After-Tax Composites

According to the before-tax provisions of the AIMR-PPS standards, all fee-paying discre-
tionary portfolios must be included in at least one of the firm’s composites. Similarly,
firms that choose to present their performance results after the effect of taxes must
include all fee-paying discretionary portfolios that are managed on a tax-aware basis (tak-
ing into account the client’s tax profile when conducting security buy and sell decisions)
in at least one of the firm’s after-tax composites. 

For the purposes of the AIMR-PPS standards, an after-tax composite is conceptually a sub-
set of portfolios from a before-tax composite that is created to represent a specific tax-
efficient investment mandate. Due to the unique circumstances surrounding taxable
accounts, it may be necessary to separate the portfolios within a before-tax composite
(that represents a broad investment mandate) into several smaller after-tax composites in
order to accommodate clients’ different tax structures and risk tolerances. In the same
way, a before-tax composite may already be constructed to take into account the different
tax-related issues and cannot be further separated; therefore, the before-tax and after-tax
composite will consist of the same member portfolios. (See Example 4 for graphical repre-
sentation of the relationships that can exist between before-tax and after-tax composites.) 
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EXAMPLE 4 – Relationships Between Before-Tax and After-Tax Composites

All firms must follow the Guidance Statement on Composite Definition, which outlines
several guiding principles and interpretive guidance for defining discretion and determin-
ing the construction of composites (www.aimr.org/standards). 

Since nuclear decommissioning trusts, corporate funds, post retirement medical trusts, prop-
erty and casualty insurance company investment portfolios, and portfolios for high net worth
individuals have differing objectives with respect to funding liabilities as well as different tax
rates, they are likely also to require different investment strategies in terms of emphasizing
tax-exempt versus taxable income and/or income versus long-term capital appreciation.
Therefore, depending on the applicable circumstances, firms are encouraged to construct
separate composites appropriate to the different strategies. In addition, even when after-tax
performance is adjusted for Non-Discretionary Capital Gains, multiple composites may be
necessary within the same strategy to accommodate clients’ different tax structures and risk
tolerances. The unique circumstances of taxable accounts, therefore, necessitate careful con-
struction of composites. In addition to the fundamental composite definition criteria (e.g.,
investment mandate, asset class, style or strategy, risk/return characteristics), firms should
consider the following tax-related criteria when defining after-tax composites:

• the tax rate(s), 
• the client class or type (individual, property & casualty, corporate, nuclear decom-

missioning, etc.), 
• the inception dates of the portfolios in the composite (a composite should

include portfolios with similar starting dates so that Realized and Unrealized
Capital Gains are somewhat similar), 

• the separation of portfolios that have substantial net Unrealized Capital Gains
from those that have limited net Unrealized Gains, and 

• the state of domicile or residence.
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The methodology for calculating after-tax composites is the same as for before-tax returns;
namely, calculating the asset-weighted return for the portfolios that comprise the compos-
ite within each period and then calculating the time-weighted rate of return by geometri-
cally linking returns over time. 

i. Applications Demonstrating Relationships Between Before- and After-Tax Composites

The following applications provide examples of the concepts and principles underlying the
relationships between before and after-tax composites and demonstrate potential ways to deal
with each situation. (Some of the examples below represent only possible solutions to the
issues presented based on the information provided. Other solutions may also be possible.)

APPLICATION 1: Tax Aware and Non-Tax Aware Portfolios Combined in One
Composite Historically

Firm XYZ has claimed compliance with the AIMR-PPS standards since its inception in
1995. Firm XYZ has managed its large-cap value strategy since that date and has annual
before-tax returns for the Large-Cap Value Composite from 1994 through 2002. 

Regarding after-tax composite returns, Firm XYZ has been asked to present them on occasion,
but it has chosen never to comply with the AIMR-PPS after-tax provisions. In 2003, Firm XYZ
reviewed the modifications to the after-tax provisions of the AIMR-PPS standards and interpre-
tive guidance and determined it would need to calculate and present after-tax performance
results according to the AIMR-PPS standards after 2005 in order to maintain compliance. 

Instead of waiting until 2005 to implement the changes, the firm took the original Large-Cap
Value Composite (which consisted of both portfolios that are managed on a tax aware basis and
tax exempt portfolios) and in 2003 created three Tax-Aware Large-Cap Value Composites
according to the after-tax guidance to reflect different tax-related criteria. From 2003, going for-
ward, the firm decided to maintain the original Large-Cap Value Composite as well as the three
Tax-Aware Large-Cap Value Composites. See Example 1.A for a schematic representation. 

Example 1.A

Two years later, in 2005, Firm XYZ receives a request from a prospective client to see their
Tax-Aware Large-Cap Value Composite. Example 1.B demonstrates a sample presentation
of one Tax-Aware Large-Cap Value Composite with the accompanying original Large-Cap
Value Composite presentation.

4-3
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Example 1.B

Application 2: Only Tax-Aware Portfolios Included in the Composite Historically

Firm ABC has claimed compliance with the AIMR-PPS standards since its inception in
1996. Firm ABC has managed its core equity strategy for taxable clients since that date
and has annual before-tax returns for its Core Equity Composite from 1996 through 2002.
In the past, it was not able to satisfy the requirements of the AIMR-PPS standards for
reporting after-tax composite returns.

In 2003, Firm ABC decides to implement the newly modified after-tax provisions of the
AIMR-PPS standards. They determine their composites are created according to the after-
tax guidance and have the infrastructure in place to present after-tax composite results
from 2003 going forward to 2005. See Examples 2.A and 2..B for graphical representations
of Firm ABC’s Core Equity Composite and a sample presentation.

Example 2.A 4-3

Tax-Aware Large-Cap Value Composite Presentation*

2003 2004

After-Tax Return X.XX% X.XX%

Before-Tax Return X.XX% X.XX%

…

…

Large-Cap Value Composite Presentation*

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Before-Tax
Return

X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX%

…

 Not a complete presentation.
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Example 2.B

E. Disclosures

i. Tax-Loss Harvesting

One method that is commonly used to improve after-tax returns is the process of “Tax-
Loss Harvesting.” It involves intentionally harvesting a loss in a portfolio — i.e., purposely
selling a security and incurring a loss that is used to offset a gain (either within the same
portfolio or elsewhere). In most cases, if the sum of the losses is greater than the total
amount of gains for the tax year, the residual amount of the loss can be carried forward to
the next tax year. Most managers attempt to harvest losses at the end of the tax year, but
some specialize in continually harvesting losses throughout the year. 

The benefits of “Tax-Loss Harvesting” can be substantial, especially during significant mar-
ket corrections, and may result in the need for additional disclosure to explain the impact
of harvesting. Specifically, firms are recommended to disclose the percentage benefit of
Tax-Loss Harvesting for the composite if realized losses are greater than realized gains
during the period (see example 5). 

EXAMPLE 5
Recommended Disclosure — Percentage Benefit Received For Tax-Loss Harvesting 

For the Year 2000

Accounts Assets ($’s)

Beginning Market Value: 5 $   25,000,000 
Contributions/Withdrawals: 10 50,000,000 
Ending Market Value: 15 68,250,000 
Total Short-Term Losses Realized 11,250,000 
Total Short-Term Gains Realized 10,000 
Total Long-Term Losses Realized 1,000,000 
Total Long-Term Gains Realized 357,500 
Net Short-Term Losses/Gains × 42.6%* 4,788,240 
Net Long-Term Losses/Gains × 23.0%*          147,775
Benefit of Tax-Loss Harvesting: $    4,936,015 
% Benefit: 10.59%
Tax-Loss Harvesting (taking losses purposely to offset current or future capital gains by
this or other portfolios) plays a meaningful role to enhance after-tax returns. This strategy
is most beneficial in periods of higher than normal market volatility and declining mar-
kets. When this occurs and there is significant growth of new accounts to the composite
results may be achieved that may not be representative of future after-tax returns. The
percentage benefit (dollar benefit of Tax-Loss Harvesting/((beginning market value +
ending market value)/2)) for the year 2000 was 10.59%.

*Anticipated Tax Rates for the composite were 42.6% for ordinary income/short-term
capital gains/losses and 23.0% for long-term capital gains/losses. This assumes a federal
tax rate of 39.6% and a 5.0% state tax rate.

4-3

ABC Tax-Aware Core Equity Composite Presentation*

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
After-Tax Return X.XX% X.XX% X.XX%

Before-Tax
Return

X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX% X.XX%

…

Note:  No accompanying composite report is required, since the historical before-tax returns are
captured in this composite’s presentation.

 Not a complete presentation.
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F. Presentation and Reporting

Additional information may be required to analyze a manager’s ability to add value on an
after-tax basis. When both before-tax and after-tax returns are provided, investors can ana-
lyze both the investment performance, as well as the impact of taxes.

Professionals evaluating taxable managers should realize that after-tax performance analysis is
both a science and an art. The “scientific” aspects are manifested in the discrete require-
ments and details, while the “artisan” aspects recognize that cash flows, substantial Unrealized
Capital Gains, and composite definitions can have a significant impact on after-tax results.
Thus, firms should be very careful and thoughtful in determining the parameters and
assumptions for composites. Also, evaluators are encouraged to consider supplemental infor-
mation to gain an appreciation for a manager’s ability to add value on an after-tax basis. 

Another area requiring careful evaluation of after-tax performance is the dispersion or vari-
ability of returns of accounts in a composite. For taxable accounts, a taxable manager may act
in the best interests of clients to achieve superior after-tax returns, but beneficial actions may
lead to a greater level of dispersion than an evaluator would feel comfortable with if applying
standards appropriate for tax-exempt account composites. This would be especially true
when the manager, who inherits a portfolio with a large Unrealized Capital Gain position,
immediately sells security positions to conform to a model portfolio which would create an
excessive tax burden.  Even after taking careful steps, practitioners must realize the disper-
sion of returns is likely to be much greater for taxable accounts than for tax-exempt accounts.

The specified requirements must be followed in order to state compliance with the AIMR-
PPS standards. However, the specific format of the attached sample presentation is not
required. It serves as one example of a presentation that meets the requirements of the
AIMR-PPS standards. Managers are encouraged to provide the additional information
listed as recommendations to fully satisfy the needs of current clients and prospects. 

i. Sample AIMR-PPS Compliant Presentation for an After-Tax Composite XYZ U.S.
Equities After-Tax Composite

XYZ Investment Firm has prepared and presented this report in compliance with the
Performance Presentation Standards of the Association for Investment Management and
Research (AIMR-PPS®), the U.S. and Canadian version of the Global Investment
Performance Standards (GIPS®). AIMR has not been involved with the preparation or
review of this report.

4-3
2004 2005 2006 2007 2008

Required: (if compliant with AIMR-PPS standards and showing 
after-tax performance)

After-Tax Total Return (%) 21.99 31.03 25.02 22.02 -6.17

After-Tax Composite Dispersion (%) 3.1 5.1 3.7 3.2 2.4

Before-Tax Total Return (%) 24.31 34.02 27.33 24.03 -8.44

Before-Tax Benchmark Total Return (%) 22.95 33.35 28.58 21.04 -9.01

Before-Tax Composite Dispersion (%) 2.9 3.3 2.6 1.8 1.5

% of Unrealized Capital Gains to Composite Assets 9 25 37 43 19

% of Taxable Portfolios Included in Both the U.S. Equities  75 78 81 79 82
After-Tax & Before-Tax Composites

Dollar-Weighted Anticipated Tax Rate 44.2 44.3 44.5 44.1 43.9

Number of Portfolios 26 32 38 45 48

Total Assets at End of Period (US $millions) 165 235 344 445 420

Percentage of Firm Assets 33 36 39 43 37

Total Firm Assets (US $millions) 500 653 882 1,035 1,135

Recommended:

After-Tax Return Adjusted for Non-Discretionary Capital Gains (%) 21.99 31.07 25.25 24.12 -5.99

After-Tax Benchmark Return (%) 21.78 32.05 27.78 20.21 -9.37

Percentage Benefit from Tax Loss Harvesting 0.00 0.00 0.00 0.00 3.51
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Notes:
1. XYZ Investment Firm is a global portfolio investment manager that invests in

U.S. and Non-U.S. Equities and Fixed Income securities. XYZ Investment Firm
is defined as an independent investment management firm that is not affiliated
with any parent organization.

2. Results for the full historical period are time weighted. 
3. The “XYZ U.S. Equities After-Tax Composite” was drawn directly from the “XYZ

U.S. Equities Composite” (before-tax).
4. Valuations are computed and returns are based on US Dollars.
5. The dispersion of annual before-tax and after-tax returns is measured by the

range between the highest- and lowest- performing portfolios in the composite.
6. Performance results are presented before management and custodial fees but

after all trading commissions. 
7. A management fee schedule for this product is as follows:

$500,000-$2,500,000 0.65%
$2,500,000-$5,000,000 0.45%
$5,000,000 — and above 0.30%

8. The composite was created in September 2003.
9. After-tax returns are computed using “Anticipated Tax Rates.”

10. The benchmark is the Vanguard U.S. 500 Stock Index Fund. After-tax perform-
ance on the benchmark is computed using a 37.6%* tax rate on net short-term
realized capital gains and dividend income. From May 2005-December 2008, a
20.0% tax rate on net long-term capital gains is used. Prior to May 2005, a
28.0% tax rate on net long-term realized capital gains is used.

11. The after-tax returns shown are subject to the limitations of the specific calcula-
tion methodology applied and are not to be used for tax reporting purposes.
Since the client’s actual circumstances and tax rates determined after the fact
may differ from the anticipated tax rates used in this process, the reported
returns may not equal the actual after-tax returns for specific clients.

12. Highest cost is the accounting convention used for treatment of realized capital
gains.

13. A complete list of firm composites and performance results is available upon
request.

∗ 37.6% is the proposed maximum federal tax rate for 2004

ii. Presenting Net-of-Fees After-Tax Returns (Expensing Investment Management Fees) 

It is important to note that while a separate account and a mutual fund can have the same
before-tax return, tax rates, amount of capital gains and level of income generated during
the period, a different net-of-fees after-tax return can be calculated for the two types of
accounts. This is a result of the fact that the mutual fund can offset income by the invest-
ment management fee paid on the portfolio whereas the separate account cannot offset any
income. If portfolios within a composite are able to offset some or all of the income earned
by the amount of the investment management fee paid (as is the case with some pooled
funds or mutual funds), firms are encouraged to disclose this practice to prospective clients.
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EXAMPLE 6

Mutual Fund Separate Account

Before-tax Gross-of-Fees Return: 10.00 10.00
Investment Management Fees 1.00 1.00
Net-of-Fees Return 9.00 9.00

Taxes:
Short-term Capital Gains 1.00 1.00
Tax at 38.6% (rate for 2002) -0.39 -0.39

Long-term Capital Gains 1.00 1.00
Tax at 20.0% (rate for 2002) -0.20 -0.20

Dividends (ordinary income) 2.00 2.00
Offset of Expenses 1.00 0.00

Taxable Dividends 1.00 2.00
Tax at 38.6% (rate for 2002) -0.39 -0.77

Total Tax -0.97 -1.36

Net-of-Fees After-Tax Return 8.03% 7.64%

G. Treatment of Non-Discretionary Capital Gains 

The equations used to calculate the pre-liquidation after-tax return assumes that all capi-
tal gain realizations were at the discretion of the manager. When returns are combined
into a composite, it may be necessary to make an adjustment to the return for those capi-
tal gains taxes that were incurred because of client-initiated withdrawals. This will allow
comparability among managers. 

This equation can be modified to include an adjustment term that removes the effect of
client-initiated gain realizations. The adjustment term credits the manager for taxes that
were not at his discretion.  By reducing the tax payments, the adjustment factor should
always have the effect of raising the measured after-tax return. 

One way to adjust the after-tax return for client-initiated withdrawals would be to add back
the capital gains Tax Liability associated with the precise set of asset sales that were used to
satisfy the client’s withdrawal. This approach to measuring after-tax returns, however, would
create perverse incentives for managers. They would have an incentive to liquidate highly
appreciated assets whenever clients requested withdrawals. By lowering the stock of
Unrealized Gains in the client’s portfolio, such sales would tend to raise the manager’s sub-
sequent after-tax return performance by reducing future capital gain realizations.

To avoid such opportunities for gaming the performance results, the recommended
adjustment term does not depend on the actual ratio of realized gains to assets sold, but
rather on the ratio of total portfolio Unrealized Gains to the entire value of the portfolio.
This “gain ratio” is defined below. It equals the sum of realized gains (during the measure-
ment period) and Unrealized Gains (at the end of the measurement period), divided by
the sum of net client withdrawals (during the measurement period) and total portfolio
value (at the end of the measurement period).

Gain Ratio = (Realized Gains + End-of-Period Unrealized Gains) .
(Net Client Withdrawals + Ending Asset Value)

The adjustment factor equals the capital gains tax that would be due if the manager
responded to the client’s withdrawal request by proportionately liquidating all securities
in the portfolio. This Tax Liability depends on the capital gains tax rate, the amount of
the client-initiated withdrawal, and the gain ratio. It can be written as:

Adjustment Factor = Capital Gains Tax Rate * Net Client Withdrawal * Gain Ratio.

The net client withdrawal in the adjustment factor equation is defined as the net with-
drawal after subtracting both taxable and tax-free income, as well as any other positive
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cash inflows actually received during the measurement period. The income measures used
to define the net withdrawal should be measured on an “as-paid” basis which excludes
Accruals or income not remaining in the portfolio since those amounts would not be
available to meet client cash withdrawals.

The adjustment factor can be combined with the foregoing measure of after-tax returns to
construct a modified after-tax return that reflects only the tax effects that were within the
manager’s control. The Adjusted After-Tax Return equation below shows this after-tax per-
formance measure: 

Adjusted (End Value – Start Value – 
After-Tax = Sum of Net Cash Flows – Taxes + Adjustment Factor) .
Return (Start Value + Sum of Day-Weighted Cash Flows)

This equation does not describe the client’s results after the payment of actual taxes.
Those results would depend on the precise assets that the manager sold to meet the
client’s withdrawal.

Investment managers should always act in accordance with the best interests of their
clients. The procedure for calculating after-tax returns outlined in the Adjusted After-Tax
Return equation (above) does not offer managers any benefit from selling positions with
meaningful gains when such selling may prove detrimental to the client’s tax burden.
Since the adjustment factor depends on the capital gains taxes that would be generated by
selling a fractional component of the entire portfolio, and not on the actual capital gains
taxes associated with the assets actually sold.

H. After-Tax Benchmarks

There are currently no after-tax benchmarks for evaluating the after-tax performance of a
portfolio. Some practitioners have devised customized ways to present such comparisons,
but there is substantial variation both in the methods used and in the details of imple-
mentation. AIMR encourages the industry to conduct more research in developing after-
tax benchmarks and to disclose the methods that are used to construct these benchmarks. 

At the outset, one must recognize that benchmarks for after-tax reporting need to strike a
balance between simplicity and flexibility for application in a wide range of contexts. True
after-tax performance depends on the investor’s sequence of investment flows. After-tax
returns depend on when the cost basis was established and how the cash flows evolve. Two
portfolios that have precisely the same current holdings will have different after-tax
returns if they were initiated at different points in time and if they had different cost bases
or cash flows. It is therefore impossible to envision a precise after-tax benchmark return
each period that is applicable to all portfolios, even if they are managed the same. This is
an important conceptual issue, since before-tax benchmarks are not subject to adjust-
ments for tax basis and cash flows. 

This customization to the investor is what sets after-tax performance evaluation apart from
before-tax evaluation. Like before-tax performance evaluation, the evaluator begins with a
benchmark that is appropriate for the manager being evaluated. This means that the
benchmark should reflect the investment approach, or style, of the manager. For exam-
ple, customized blends of commonly available style indexes make reasonably good bench-
marks for most equity managers. Similarly, bond manager benchmarks should capture the
quality and duration of the portfolio, sector allocations and the use of derivatives. Once
an appropriate before-tax benchmark is established for the manager, the job of incorpo-
rating taxes and client effects into the benchmark can begin. In other words, a good after-
tax benchmark will have all of the properties of a good before-tax benchmark, plus one
more important property: it will reflect the tax status and actions of the client.

There are two broad approaches to constructing after-tax benchmarks. The first tries to
develop and report an after-tax version of standard benchmark indices. Such after-tax
returns would be easy to use, since practitioners could simply look them up in a table.
Using such indices requires strong (and, for some taxable clients, potentially inappropri-
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ate) assumptions about the investor’s returns and cash flows. The second approach, which
involves the development of a “Shadow Portfolio,” abandons the goal of a single bench-
mark return that can fit all situations. Instead, it develops a benchmark return that is tai-
lored to the manager’s style and the individual investor’s cash flows and cost basis and tax
rates. This approach allows for more complex modeling of the investor’s returns and
flows. However, it is probably not useful for a composite because of the difficulty in creat-
ing a Shadow Portfolio covering multiple client portfolios at once. These two approaches
to benchmark computation can be complementary, and in many cases both approaches
will be useful.

i. After-Tax Return Indices

The first conceptual approach to benchmarking is to publish an after-tax version of stan-
dard benchmark indexes, for example those currently published by Standard and Poor’s.
Using historical data on capital gains, dividends, and the weights of different securities in
various indices, it is possible to simulate the evolving after-tax value of an indexed portfo-
lio and hence its returns. In such a simulation, taxes would be withdrawn, and dividends
re-invested, each month. Published tables following such an approach would presumably
assume a single initial investment left to appreciate over time from different starting
dates. If tables of such benchmark returns were used to evaluate performance, it would be
necessary to aggregate across styles and over different sets of returns for a given measure-
ment period. These returns would correspond to portfolio investments at different histori-
cal dates, and the styles would represent the style blend the manager is implementing. In
this way, the benchmark calculation would reflect the manager’s approach, or style, and
the historical cash flow experience of an investor’s specific portfolio. In addition, after-tax
performance measures of this type would need to be adjusted for non-discretionary cash
flows both into, and out of, the portfolio. 

The principal attractions of this approach are that it relies on published, standardized
data for computing benchmark returns, and that several portfolio managers who are
benchmarked to the same index can be easily compared. The difficulties with this
approach are the multiplicity of tables that might be needed to compute the appropriate
benchmarks (one would need tables for different tax rates, and for different dates of port-
folio inception), the complexity of the calculations that underlie the benchmark returns
(and the associated difficulty of “checking” these calculations for individual practitioners),
and the need to continually maintain historical data on stock prices and returns. Again,
all of these complexities are in addition to those confronted in before-tax calculations.

The guidelines for after-tax returns for actual benchmarks of securities are the same as
presented for separate account composites. 

ii. Shadow Benchmark Portfolios

The second approach to computing after-tax benchmark returns uses “Shadow Portfolios”
to estimate what an investor would have achieved, after taxes, if he had invested passively
in his benchmark index. Shadow portfolios begin by identifying the appropriate before-
tax benchmark, i.e. “the index”. This approach then computes the after-tax returns on the
index by replicating the investor’s cash flows, cost basis, and tax rate. This “benchmark
portfolio” approach could be implemented by tracking a simulated paper portfolio that
corresponds to the index. Calculating the return on the Shadow Portfolio requires infor-
mation and assumptions on several aspects of the portfolio. With respect to accounting
data, these include information on the beginning of period market value and cost basis
for the portfolio, the tax rates applicable to income from the portfolio, as well as portfolio
cash flows.  For the benchmark portfolio, one needs to know the capital gain realization
rate, the portfolio’s income receipts, and the total return.

Choosing a Shadow Portfolio that is a real mutual fund may be problematic if the fund
incurs fees and tracking deviations from the index. In general, taxes incurred by a mutual
fund are affected both by the actions of the investors, through deposits and withdrawals,
and by the actions of the portfolio manager, through turnover and stock selection.
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The rationale for creating a customized Shadow Portfolio rather than using a mutual fund
benchmark is that customized portfolios can today generally be created on demand. Such
Shadow Portfolios could be created as a custom mutual fund, or constructed as blends of
exchange traded securities, that offer the returns on the benchmark portfolio. In such
cases, the returns on these securities could be adjusted for taxes and these returns could
be used for the benchmark return.

The appeal of the Shadow Portfolio approach is that the investor obtains a measurement
of his actual after-tax performance that closely approximates what he would have achieved
after taxes in a passive benchmarked index. Procedures for computing Shadow Portfolio
returns could be standardized so results can be replicated by others with access to the rel-
evant data on cash flows and tax rates. AIMR expects the use of the Shadow Portfolio
approach to take time and effort by the industry, but believes that the effort is worth it.

One downside to the Shadow Portfolio approach is that it requires relatively complex
computations and assumptions. Another is that investors who are benchmarked to the
same index can have different after-tax benchmark returns for a given period. This could
create some confusion among clients and managers.

When evaluators develop their own customized measures of benchmark returns, many dif-
ferent assumptions are needed, and these assumptions can affect the ultimate returns.
AIMR suggests that in computing after-tax returns on a benchmark portfolio, the capital
gain realization rate (as defined above) for the benchmark portfolio should be used to
determine capital gains tax liabilities. Although the capital gain realization rate is not
always available for broad market indices, it is currently reported for mutual funds. It is
possible to approximate the gain realization rate for benchmark portfolios using the gain
realization rate for equity index mutual funds that track the same benchmark. 

iii. Potential Uses of Marked-to-Liquidation Return Benchmarks

When the separate income and capital gain information necessary to calculate an after-tax
benchmark return is not available, the alternative approach of computing the marked-to-
liquidation return may provide comparative information that is useful for taxable fixed
income clients.  This method assumes that both the portfolio and the index are fully
taxed on both their Realized and Unrealized Capital Gains. If this method is used, its inac-
curacies must be disclosed.

I. Supplemental Return Calculation Methodologies

As with measures of tax efficiency, there are a number of ways of measuring the after-tax
return of a portfolio. Some of these, such as the pre-liquidation and marked-to-liquidation
measures, have been considered and compared in the foregoing discussion. There are
other approaches as well. 

To develop a general approach for comparing different approaches to calculating after-
tax returns, it is helpful to recognize that rates of return measures are all based on meas-
ures of changes in portfolio value. This change in value, for the special case in which
there are no cash flows, is defined as: 

Change in Value = 
(V(t1) – (V(t0))
–––––––––––––- .

V(t0)

Where V(t0) and V(t1) are the beginning-of-period and end-of-period values of the portfo-
lio, respectively. There are three ways to measure each of these values: the current market
value on a pre-liquidation basis, the current market value net of the Tax Liability associ-
ated with Unrealized Gains (marked-to-liquidation), and the “true economic value” (TEV)
that is defined as the pre-liquidation value of the portfolio less the Contingent Tax
Liability (CTL). This is similar to the subtraction of the entire Unrealized Gain/Loss from
market value in the marked-to-liquidation method. The CTL is the present value of future
tax payments embodied in the current Unrealized Gain/Loss. Several authors have com-
mented on methodologies to calculate the CTL, but there is not as of yet one accepted
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methodology, hence the partial-liquidation method is presented as supplemental informa-
tion. Unlike the marked-to-liquidation method which subtracts only from ending market
value, the partial liquidation method views all market values, both beginning and end, as
net of the CTL. This in essence acknowledges the free leverage that is employed by defer-
ring taxes. The pre- and marked-to-liquidation methods are summarized and the “True
Economic Value” method is detailed below.

Pre-liquidation method

Omitting the contingent tax liability, the value of Vm is the current market value of the
portfolio. This value overstates true value if there are Unrealized Capital Gains in the port-
folio. At such time as a security is sold for a gain and taxes withdrawn, Vm will be reduced. 

Marked-to-liquidation method

At the other extreme, if the portfolio were to be liquidated immediately and the simplify-
ing assumption was made that all gains, long- and short-term, are taxed at the tax rate tg,
then the marked-to-liquidation value would be V1 = Vm – tg(Vm – Vc). This liquidation
value would be used as the ending wealth measure in the return calculation. In the case
of an investor with no desire to liquidate, the liquidation value understates true value.

“True Economic Value” Method

Both of the foregoing definitions fall short because in general they over-simplify the Tax
Liability. In general the “true” economic value (TEV) of the portfolio — a market value
net of the contingent tax liability (CTL) — will depend on many factors, including the
investment horizon, the final disposition of the assets, future tax rates, future returns, and
the rate at which capital gains are expected to be realized. It can be useful to think of the
TEV (Vf) as a simple weighted average of the two extremes, Vl and Vm, i.e., V1 = (ƒ * V1) +
((1 – ƒ) * Vm). The weighting factor in this expression, ƒ, is between zero and one (see
article “Measuring and Evaluating Portfolio Performance After Taxes”, Journal of Portfolio
Management, vol. 24 no. 2, (Winter 1998) by David Stein, PhD for further justification).
Substituting for Vl using the expression from the marked-to-liquidation case allows one to
restate the true economic value as if it were a partial-liquidation value with the partial liq-
uidation measured by f tg, when there are no cash flows, as 

V1 = Vm – (ƒ * tg (Vm – Ve)).

It is possible for a firm to compute the TEV value, Vf, in this simplified form, as long as it
discloses the choice of weighting factor f that is being used. This represents an approxima-
tion to what one would obtain from a calculation of the CTL. This framework is submitted
as a temporary substitute and crosscheck for an accepted CTL calculation methodology.
In general, either the manager or the investor might choose f.

For example, a simple choice of f = 0.5 splits the difference between, the two extremes Vl
and Vm. Note that f = 0 corresponds to the pre-liquidation value, and f = 1 corresponds to
the marked-to-liquidation value of the portfolio. Using a simple present value model, it
can be shown that this corresponds to a choice, using one of the contemplated CTL calcu-
lation methodologies, of a horizon at 20 years, a 10% rate of realization of capital gains, a
10% market return environment, and liquidation at the horizon. Other methodologies
would encompass the use of different assumptions.

The typical range of f is between 0.4 and 0.9. The value of f is higher than 0.8 when the
gain realization rate is above 60%, or when the horizon is less than about 5 years. In gen-
eral, with a high rate of gain realization: use a high f; with a long horizon: use a low f; with
a high return expectation on the market: use a low f. Different methodologies for calcu-
lating the CTL will result in different ranges of the partial-liquidation function, f. Most
would produce a varying f value over time.

J. Comparison of After-Tax Return Measures

Different results can be calculated when there is a large imbedded Unrealized Capital
Gains position, which requires different calculation approaches. What are the pros and
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cons of the pre-liquidation, marked-to-liquidation and partial-liquidation approaches?
Note that they are all straightforward to compute, given AIMR-PPS after-tax computations.
The partial-liquidation return requires a more complex explanation and the requirement
to specify a factor f. However, it adds to the understanding of after-tax performance. 

The following table compares the after-tax performance of three managers using the
three different after-tax return measures — the pre-, marked-to-, and partial-liquidation
returns. The initial portfolio is the same in each case: an initial market value of $100.00,
with a cost-basis of $50.00. Each manager achieves the same 10.00% before-tax return over
one year with no dividends, and the capital gains tax rate is 20.00%. Manager 1 liquidates
the initial portfolio and re-invests the proceeds for one year, manager 2 holds the initial
portfolio unchanged for one year, and manager 3 realizes $10.00 of losses. 

Numbers in bold are inputs to the calculation, while other numbers are calculated.

aThe CTL value here is calculated as a weighted average of the liquidation and mar-
ket values, with the weight on liquidation value being 0.43, and the weight on the
market value being 0.57.

Since the returns of all three final portfolios are the same, most would agree that man-
ager 3 has the best after-tax return, followed by manager 2 and then by manager 1. Let us
compare how the three after-tax return measures assess the managers.

The pre-liquidation return puts the managers in the right order. By realizing the capital
gain, manager 1 has eliminated the before-tax return of 10.00%; this is the high cost of
turnover for this taxable portfolio. Manager 2 has preserved the before-tax return, while
manager 3 has added value through tax management. However, returns based on pre-
liquidation value penalize manager 1 too heavily — although he has realized gains of
$10.00, he has increased the cost basis of the portfolio, and future liquidations will be less
costly. Similarly, too much credit has been given to manager 3 who has reduced the cost
basis of the final portfolio and has made future turnover more costly.

The marked-to-liquidation return suggests that all three managers have performed equally
well. It assumes that the tax penalty on realized gains is the same as that on Unrealized
Gains, and it gives no credit to a manager who accelerates the realization of losses and
defers capital gains.

The partial-liquidation return recognizes the realized Tax Liability (or credit) as well as
the future Tax Liability on Unrealized Gains. 

Comparing partial-liquidation returns to pre-liquidation returns for each manager,
Manager 1 has a higher partial-liquidation return (3.59%) than pre-liquidation return
(0.00%), reflecting the higher cost basis of the final portfolio. Similarly, manager 3 has a
lower partial-liquidation return than pre-liquidation return, because the Unrealized
Capital Gain is higher in the final portfolio.

4-3

Manager 1 Manager 2 Manager 3

Initial market value 100.00 100.00 100.00
Initial cost basis 50.00 50.00 50.00
Initial liquidation value 90.00 90.00 90.00
Initial CTL valuea 95.70 95.70 95.70

Investor taxes -10.00 0.00 2.00
Expected flows 10.00 0.00 -2.00

Final market value 110.00 110.00 110.00
Final cost basis 100.00 50.00 40.00
Final liquidation value 108.00 98.00 96.00
Final CTL valuea 109.14 104.84 103.98

Pre-liquidation return 0.00% 10.00% 12.00%
Marked-to-liquidation return 8.89% 8.89% 8.89%
Partial-liquidation return 3.59% 9.55% 10.74%
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K. Measures of Tax Efficiency

The tax burden on a taxable investor’s returns depends both on the investor’s charac-
teristics and the choices made by the investment manager. The investor’s marginal tax
rates on both ordinary income and on realized capital gains, as well as specific features
of the investor’s tax situation such as the presence of loss-carry forwards or the applica-
bility of the alternative minimum tax, affect the tax burden. The manager’s decisions
about whether to invest in securities that generate dividends and interest or capital
gains, and when to realize Accrued capital gains, also affect the investor’s tax burden.
Because managers do affect the tax burdens faced by their clients, there is substantial
demand for quantitative measures that describe the manager’s contribution to the
investor’s tax burden.

The heterogeneity of investors makes it difficult to develop a measure that would apply in
all circumstances and to all investors, but there are many statistical measures that are cur-
rently used to summarize tax-related aspects of investment performance. These measures
are often described as measuring a portfolio’s “tax efficiency.” This is a difficult term,
because in discussions of efficiency (for example in thermodynamics) one usually thinks
of measuring the performance of something relative to an idealized benchmark. In the
absence of an after-tax benchmark portfolio return, however, it is hard to judge whether a
manager has done well, or done badly, with respect to tax management. 

This point can be illustrated with a simple example. Consider a portfolio with substantial
Unrealized Losses on individual securities, with a before-tax return of 10.00% during the
measurement period. Assume that the manager realizes no gains, and that none of the
underlying securities pays a dividend, so that the investor does not face any Tax Liability
associated with the 10.00% before-tax return. Does this mean that the manager was
extremely tax efficient? Not necessarily, since it might have been possible to realize losses
that would have reduced the investor’s tax burden on other investments. This example
underscores the difficulty of judging the quality of tax management simply from informa-
tion on measured returns.

There are many different approaches to measuring the “tax efficiency” of a portfolio. The
most attractive ones are based on comparisons of the before-tax and after-tax returns on a
portfolio, although even those measures are not ideal. There are a number of other meas-
ures, that are based on summary statistics about the portfolio or the manager’s behavior,
that are less informative about tax management issues.

i. Tax Efficiency Measures Based on After-Tax and Before-tax Returns

The most informative measures of how managers are affecting their client’s after-tax
returns are based on comparison of the before-tax and after-tax returns. Such compar-
isons can be based on the tax rates facing a hypothetical taxable investor — for many
purposes an investor facing the highest federal marginal tax rates might be used. The
difference between the before-tax return (Rbt) and the after-tax return (Rat) is one meas-
ure that provides some insight on how the manager’s actions affect investor Tax Liability.
This difference is likely to be most informative when it is used to compare the actions of
managers with similar investment mandates, for example with respect to style or sector
allocation.

One simple summary statistic is just the tax burden on the portfolio, which is defined as
the difference in before-tax and after-tax returns:

Tax Burden = Rbt – Rat.

Returns in this case are measured in percentage points, i.e. as 8 percent. This difference
embodies all of the information on how taxes affect returns, but for some presentation
purposes it may be less attractive than other measures. The difference will tend to be
larger, for example, during periods of high returns, even though the tax management of a
portfolio may be independent of the level of returns.
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A second summary measure that partially moves toward avoiding this problem is the rela-
tive wealth ratio. This is defined as:

.

This measure shows the amount of after-tax wealth that an investor who invested one dol-
lar at the beginning of the period would have at period-end, relative to the before-tax
wealth at the end of the period. When returns are measured in decimal percentage terms,
for example with R = 0.10, then 1 + R describes the end-of-period wealth that an investor
will have, per dollar of initial wealth invested. The relative wealth measure is the calcula-
tion of two such relative wealth measures, re-scaled by subtracting unity to make it easier
to present. The measure can be rewritten as:

.

Notice that the Relative Wealth Measure2 depends on the tax burden measure as outlined
above, i.e. on the difference between before-tax and after-tax returns. 

One appealing feature of the relative wealth measure is that by scaling the difference
between pre- and after-tax returns by a factor that depends on the portfolio’s before-tax
return, it makes it easier to compare the tax burden on portfolios with different before-
tax returns. As defined in the Relative Wealth Measure1 or Relative Wealth Measure2, how-
ever, this calculation will often be negative in periods with positive before-tax returns,
since the after-tax return is likely to fall below the before-tax return. Additionally, the rela-
tive wealth measure is an accurate calculation for tax efficiency when using the “post liqui-
dation” method, as adopted by the SEC for mutual fund after-tax reporting. 

Both the tax burden and the relative wealth measure are more useful statistics of tax bur-
dens than the “capture ratio”, which is defined as:

.

The logic of the capture ratio is that it describes the after-tax return received by the
investor, as a fraction of the before-tax return. However, when the before-tax return is
negative, this measure is poorly defined. While the capture ratio may work well in rising
markets, it is less versatile than either the tax burden or the relative wealth measure.

Neither the tax burden nor the relative wealth measure provides a completely satisfactory
calculation of the degree to which a manager has managed a portfolio to achieve the best
possible after-tax returns. Neither takes account of the potential losses that the manager
might have realized, or of the investment options that the manager might have pursued
but did not. These are difficult problems to surmount, however, and these measures do
offer some insight on a manager’s tax performance.

To illustrate the use of these measures, consider the following two examples:

Concept Example 1 Example 2

Before-Tax Return + 25.0% – 10.0%
After-Tax Return + 21.0% – 8.0%
Tax Burden – 4.0% + 2.0%
Relative Wealth Measure – 32.0 + 22.0
Capture Ratio 84.0% 80.0%

Note that the capture ratio reflects quite different information in the two cases. When
both before-tax and after-tax returns are positive, a lower value of the capture ratio
reflects a poorer performance on the part of the manager. When both values are negative,
however, a lower value is beneficial to the investor, since it indicates that he has not
shared in as much of the loss on an after-tax basis as on a before-tax basis.

Capture Ratio =
R

R
at

bt

Relative Wealth Measure =
(R – R )

(1+ R )2

at bt

bt

⎡

⎣
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ii. Tax Efficiency Measures That Are Not Return-Based

There are many other measures that are sometimes suggested as indicators of tax effi-
ciency. None is completely satisfactory, and AIMR does not suggest that any of these meas-
ures be used to gauge the quality of tax management for taxable clients. Nevertheless, it is
useful to catalogue these measures and to note their potential drawbacks.

The “turnover ratio” is often cited as an indicator of a manager’s attention to tax manage-
ment issues. This ratio is calculated by dividing the lesser of purchases or sales by the aver-
age value of portfolio assets during the period. The turnover ratio suffers from several
drawbacks, including the lack of information on whether sales were designed to realize
losses that could actually improve the portfolio’s after-tax return. It also makes no attempt
to control for factors in the marketplace that might induce higher or lower levels of
turnover, such as the level of corporate control transactions. There are many variants of
the turnover rate, with different modifications, but all suffer from the absence of a link
between turnover and investor after-tax returns.

Many measures of tax efficiency focus on the manager’s realization of capital gains. The
“Capital Gain Realization Rate” is a more attractive measure of tax efficiency than
turnover is, since it focuses on the extent to which asset sales result in taxable capital
gains. The capital gain realization rate (CGRR) is defined as total gains realized during a
measurement period, divided by the potential gains that could have been realized during
the period. It is only well defined in cases where the underlying portfolio has potential
realizable gains. A related concept, the capital loss realization rate (CLRR), can be
defined for cases in which a portfolio has Net Unrealized Losses rather than Gains.

Potential gains in a given measurement period are the average of two terms: (1) the
amount of outstanding gains (or losses) at the start of the period and (2) the sum of real-
ized net gains during the period and the amount of outstanding gains (or losses) at the
end of the period. When this sum is positive, the capital gain realization rate (CGRR) is
defined as:

.

To illustrate the use of this ratio, consider a case in which a portfolio is worth $10,000 at
the beginning of the measurement period, with a purchase basis of $7,500. During the
measurement period, the assets appreciate in value, so that they are worth $12,000 just
before the period-end, at which point the manager sells $2,000 worth of securities and
generates a capital gain of $1,000. The proceeds from the sale are re-invested in assets
with a basis of $2,000, so the end-of-period basis is $8,500. In this case, the Net Realized
Gain is $1,000, the start-of-period amount of Unrealized Gains is $2,500, the end-of-period
amount of Unrealized Gains is $3,500, and the capital gain realization ratio is:

.

The manager chose to realize 28.6% of the portfolio’s Unrealized Gains during the meas-
urement period.

The capital gain realization rate is only a useful concept in situations when the portfolio
being analyzed has potential Unrealized Capital Gains. This will be the case whenever the
denominator (i.e. the sum of net gains realized during the period and the amount of
Unrealized Gains at the beginning and end of the period) is greater than zero. (In the
unlikely case of this sum being precisely equal to zero, the capital gain realization rate
would involve a division by zero, and therefore would be undefined.) It is possible for the

CGRR =

$1,000
($2,500 +  $1,000 +  $3,500)

2
= 0.286 or 28.6%
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capital gain realization rate to be negative, since a manager might realize losses even
when a portfolio has Net Unrealized Capital Gains. This is an artifact of heterogeneity in
the returns on different securities. Even when a portfolio has Net Unrealized Gains, there
can be some securities with Unrealized Losses, and vice versa.

When the potential gain realization for a portfolio takes a negative value, then rather than
computing the capital gain realization rate, it is appropriate to compute the capital loss
realization rate (CLRR). This ratio is defined in the same way as the CGRR above. If the
manager realizes net losses during the period, and the portfolio has Net Unrealized
Losses, then the CLRR will be positive. A negative value of the CLRR will indicate that the
manager has realized gains on a portfolio with Net Unrealized Losses.

The capital gain realization rate and the capital loss realization rate provide some infor-
mation on the extent to which manager actions are affecting the tax burden on taxable
clients. In most cases, higher values of the CGRR will translate into higher tax burdens,
and lower after-tax returns, for taxable investors. This pattern is reversed when using the
capital loss realization rate: higher values of the CLRR indicate that the manager has real-
ized a larger fraction of the losses on a portfolio with net losses, and that will usually be
associated with lower taxes and higher after-tax returns for taxable investors. These simple
statements may not apply in all cases, and the manager must be aware of that possibility.
For example, a taxable investor might have tax loss carry-forwards that postpone the uti-
lization of tax losses realized during the current period. The capital gain realization rate is
preferable to turnover as an indicator of how a manager’s actions affect investors’ tax bur-
dens, since a manager could have high turnover either as a result of loss harvesting or as a
result of trading stocks with Accrued gains. 

Three variants of the capital gain realization rate are sometimes used in practice. One
divides capital gain realizations during the measurement period by the amount of portfo-
lio assets. This is less informative than the gain realization rate, since it takes no account
of the amount of gains or losses in the portfolio that might have been realized. A second
variant known as the “Capital Gains Ratio” divides capital gains realized during the meas-
urement period by the maximum amount of capital gains that could have been realized.
This ratio also becomes uninformative when the portfolio has Unrealized Losses rather
than Unrealized Gains. It is also based on comparing actual experience with a “liquidation
based” measure of the portfolio’s return, even though the portfolio management problem
is explicitly an ongoing, multi-period problem. Finally, there is a “Modified Capital Gains
Ratio” that is defined as:

.

This ratio has many of the same drawbacks as the Capital Gains Ratio, since it is in effect
comparing actual realizations with a liquidation scenario.

Yet another tax efficiency measure based on capital gain realizations is sometimes known
as the “accountant’s ratio”. It equals the ratio of short-term capital gains realized during
the measurement period to total capital gains realized during the period. The logic
behind this measure is that if a manager is realizing many short-term gains, the manager
may not be considering the tax consequences of trading decisions. While there may be
some information in this measure, it does not consider the broader question of the level
of capital gain realizations. It therefore provides only a partial perspective on the portfolio
manager’s sensitivity to tax management issues.

A final measure of tax efficiency is the “Capital Gains Tax Efficiency Measure”. This meas-
ure calibrates the capital gains taxes paid on the portfolio on a scale that ranges from the
lowest amount of taxes that might have been paid, if all losses had been realized but gains
had been deferred, to the highest amount of potential taxes, if all gains had been real-
ized. To identify these two polar cases, define: 

Modified Capital Gains Ratio =
1+

(Net Realized Gains)
Total Asset Value

1+
(Net Realized Gains +  Unrealized Gains)

Total Asset Value
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Maximal Capital Gains Taxes on All Unrealized Gains at 
Capital Gains = Beginning of Period + Short-Term Capital Gains Taxes 

Taxes on All Gains Accruing During the Period.

The first term in this expression, capital gains taxes on unrealized beginning-of-period
gains, would include both short-term and long-term gains if the beginning-of-period
portfolio included assets with both types of gains. The second term would be calculated
assuming that all gains accruing during the period were realized while they were short-
term. These gains might be calculated on an aggregate basis for the portfolio, for exam-
ple as the end-of-period market value of the portfolio, less the initial market value plus
the sum of within-period cash flows, investment income, and realized gains. They could
also be calculated, when record-keeping permits, by summing the gains on only those
positions with accrued gains within the period. The second approach would provide a
more accurate measure of maximal potential taxes, since it would not allow any offset-
ting of Unrealized Gains and Losses. If the two components of the “maximal capital gains
tax” are greater than or equal to zero, the capital gains tax measure should also be
greater than or equal to zero.

A parallel calculation can be done to assess the minimal potential capital gains taxes on a
portfolio: 

Minimal Deduction for Realizing All Unrealized Capital Losses at 
Capital Gains = Beginning of Period + Deduction for Short-Term Capital Loss

Taxes on All Losses Accruing During the Period.

Each of the deductions in the Minimal Capital Gains Tax equation should be negative
or zero, so the minimal capital gains tax defined by this equation is less than or equal
to zero. 

The capital gains tax efficiency measure compares actual capital gains taxes with the maxi-
mal and minimal taxes. Actual taxes are defined as the short-term capital gains tax rate
times any net short-term realized gains, plus the long-term capital gains tax rate times any
net long-term realized gains. If a manager realizes net short-term losses or net long-term
losses, it is possible for the actual capital gains tax liability to be negative. The capital gains
tax efficiency measure is defined as:

Capital Gains Tax             (Maximal Capital Gains Taxes – Actual Taxes)            .
Efficiency Measure

= 
(Maximal Capital Gains Taxes – Minimal Capital Gains Taxes)

Since minimal capital gains taxes are less than or equal to zero, the denominator of
this expression is a positive number at least as great as maximal capital gains taxes.
This ratio indicates how much of the difference between the maximal and the minimal
capital gains Tax Liability was actually incurred as a result of the manager’s trading
decisions.

L. Model Request-For-Proposal Questions

The following model request-for-proposal (RFP) questions may be used by consultants,
plan sponsors, and others in soliciting after-tax investment results as well as by investment
managers responding to such requests. Requesters may choose to use some or all of these
questions.

1. Please provide the criteria employed to formulate after-tax composites.
2. Please provide the methodology for calculating after-tax returns or the source of

the information for the benchmark. In addition, list all assumptions necessary to
calculate the after-tax returns for the benchmark.

3. If employing a calculation methodology other than “pre-liquidation” as supple-
mental information, please provide a list of all assumptions.

4. Please include all taxable account composites for this particular investment strat-
egy. Be sure to include relevant notes that distinguish the composites from one
another.
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M. Challenges

i. Systems and Software Issues

After-tax performance reporting and composite construction requires enhancements to
the firm’s systems and accounting software.

To accurately compute after-tax returns firms must take into consideration the tax impli-
cations in the next section “Accounting Issues.” The following accounting information is
needed: acquisition dates of securities, cost basis of securities, the amount of distributable
income, short- and long-term capital gains calculated for tax purposes.

Accounting systems are generally designed to serve a particular segment of the industry.
For example, a mutual fund system provides net asset values (NAVs), taxable income and
capital gains distributions. An insurance system emphasizes amortization and accretion of
fixed income securities and provides regulatory reports. An investment management com-
pany selects an accounting system to satisfy their high priority needs. Unfortunately, tax-
lot accounting is not always a functional option of a firm’s software. Since accounting is
the heart of the daily operation, the costs of changing an accounting system include soft-
ware, implementation and training, a lengthy conversion time, and reworked links to
other systems such as trading, compliance, analytical, reporting, and performance.

Since a firm may use different tax elections for different clients, a performance system
should be flexible enough to calculate after-tax returns based on various combinations of
the tax requirements. Many current performance systems are not cost-of-transaction
based. Certain systems that do incorporate tax-lot accounting may need to be enhanced to
include acquisition dates, tax elections based on different security types, transaction based
calculations, and calculations to take into account for the impact of taxes or tax credits.

ii. Accounting Issues

The items noted below are intended to assist firms in evaluating the tax implications asso-
ciated with certain securities and securities transactions. The recognition and classification
of ordinary income or realized gains and losses is determined by applicable tax regula-
tions. Providing a comprehensive list of considerations would not be practical, and the dis-
cussion items listed below are not intended to supersede any regulations particular to spe-
cific situations or the environment in which a firm may operate. Firms should consult a
qualified certified public accountant or a consultant with performance reporting and tax
expertise in situations where the regulations require additional analysis or interpretation. 

Interest and dividend income must be included in a portfolio’s market value in the same
manner for both before-tax and after-tax performance reporting. The amount of income
and realized gains or losses should be determined based on the tax rules applicable to the
client. One exception is that the AIMR-PPS standards recommend that dividend income
be recorded on the ex-dividend date, which would generally be required for tax purposes.
(Note: The AIMR-PPS standards state for periods beginning 1 January 2005, Accrual
accounting must be used for dividends as of the ex-dividend date). 

Interest income must be accounted for on an Accrual basis and should take into consider-
ation adjustments to cost basis through Amortization and accretion. The cost basis of
fixed income securities purchased at a price other than par value should be adjusted for
Amortization and accretion as required by the applicable tax code when calculating after-
tax returns. 

Amortization of premiums on taxable bonds is elective. (Code Sec. 171) If elected,
Amortization should be calculated using the yield-to maturity method for bonds issued
after 27 September 1985.  For tax-exempt bonds, Amortization of premiums is required.
Usually, no deduction is allowed for tax purposes, but the tax basis of the bonds is still
reduced. Special rules apply to debt securities that are callable or convertible. The effect
of Amortization is a decrease in the security’s tax basis with a corresponding increase in
unrealized appreciation or a decrease to unrealized depreciation and a reduction to cur-
rent income.
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The rules relating to accretion of discounts are segregated between original issue discount
(“OID”) and market discount. OID is the excess of the stated redemption price at matu-
rity over its issue price. The amount of OID recognized and the required methodology for
accretion are determined based on the type of security and the date of issuance. In gen-
eral, many securities will fall under the following requirements:

• Tax-exempt securities issued subsequent to 27 September 1985 use the yield to
maturity method when calculating OID accretion.

• Taxable securities issued after 1 July 1982 accrete OID using the constant interest
method.

• Special rules apply to non-government short-term obligations.

A debt instrument with a fixed maturity of greater than one year at the time of issuance
and purchased in the secondary market after 30 April 1993, at less than par could include
market discount. The amount of market discount is determined after taking into consid-
eration any OID at the time of acquisition. Additional considerations are required for tax-
able securities issued on or prior to 30 April 1993. An investor can elect to accrete market
discount using a ratable or constant interest method (Code Sec. 1276(b) (1), (2)). Market
discount may be accreted currently or deferred until the disposition of the related secu-
rity. If the election is made to defer accretion of market discount, the impact is a recharac-
terization of capital gain to ordinary income upon disposition. No adjustment is made if
the security is sold at a loss. Current accretion of OID and market discount will result in
higher interest income with a corresponding increase to the cost basis of the security. 

OID and market discount are considered to be zero, and therefore would not require
accretion, if such amounts were deemed to be de minimus. A de minimus discount is
defined as an amount less than one quarter of one percent of the stated redemption price
at maturity, multiplied by the number of complete years to maturity. Special rules apply to
certain securities that are subject to accelerated principal collection (i.e. REMICs and
CMOs). The de minimus rule is not applicable to OID for tax-exempt securities.

The tax implications of interest income earned from (“tax-exempt”) municipal securities
and U.S. government obligations must be taken into consideration when computing after-
tax returns. In general, interest income from direct obligations of the U.S. Government is
not subject to state income tax. In most instances, interest income from non-AMT “tax-
exempt” municipal securities is tax-free at the federal level as well as in the issuing state
but subject to applicable income tax in all other states. In some circumstances, interest
income on “tax-exempt” municipal bonds classified as alternative minimum tax (AMT)
bonds may be subject to state and federal income taxes.  However, capital gains on both
“tax-exempt” municipal bonds and U.S. Government obligations are subject to federal
taxes as well as applicable state income taxes, regardless of the state of issuance.

There are several classifications of special situation securities, such as “taxable” municipal
bonds, “triple tax-free” bonds issued by some agencies, protectorates, or other instrumen-
talities of the U.S. Government. Investors should consult qualified tax counsel for addi-
tional guidance if there is any uncertainty regarding the tax status of these securities.

The Dividend-Received Deduction may impact dividend income earned from domestic
corporations. Since dividends have already been taxed at least once (as income to the issu-
ing corporation), a C corporation may deduct 70% of the dividends received or Accrued
from domestic corporations. (Code Sec. 243(a)(1)) The deduction is 80% for dividends
received or Accrued from a 20% (or more) owned corporation. (Code Sec. 243(c)(2))
Finally, members of an affiliated group (as specially defined) that file separate returns
may deduct 100% of the dividends received from other group members if certain require-
ments are met. (Code Sec. 243(a)(3), (b))

Dividends from registered investment companies (“RICs”) — mutual fund dividends — are
eligible for the dividends-received deduction but only to the extent of the amounts the RIC
received from domestic corporations that it would have been allowed to treat as dividends
in computing its own dividends-received deduction if it had been a regular corporation.

4-3



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

210

(Code Sec. 243(d)(2), Code Sec. 854(b)(4)) Dividends from otherwise qualifying stock,
which has been held for less than 45 days, may not be eligible for the deduction.

Dividends received on certain public utility preferred stock are eligible for the dividends-
received deduction, but the deduction is reduced if the utility was entitled to a dividends-
paid deduction on those dividends. (Code Sec. 244(a))

Investment management firms should have the option to include the effect of foreign tax
credits, as they can have a material effect on the calculation of after-tax returns. In the
return calculation, the dividend should be reduced by the applicable tax rate and then
increased by the amount of the tax credit. 

Security dispositions will generally result in realized gains and losses that are taxed at dif-
fering rates depending on the amount of time such security was owned. Currently, hold-
ing periods of more than one year are considered long-term while those of one-year or
less are considered short-term. (Code Sec. 1222(1), (2), (3), (4)) Holding periods are
determined based on the trade date of investment transactions. They are computed in
terms of calendar months, not days, and begin on the day after the acquisition and ends
on the day of disposition. Various tax rules can impact the timing of when a gain or loss is
recognized and the characterization of the gain or loss as long or short term.

Special rules apply to gains and losses incurred from certain transactions that involve a
foreign currency. “Section 988” transactions require analysis of the gain or loss that is
related to a fluctuation in exchange rates. Foreign currency gains and losses attributable
to section 988 transactions are treated as ordinary income for tax purposes. Realized gains
and losses from the sale of equity securities are not subject to the rules, however, complex
rules are applicable when determining the nature of gains and losses associated with the
sale of any debt security denominated in a foreign currency.  

A short sale occurs when an investor borrows a stock (or other property) from a lender
and simultaneously sells the security to a third party. At a later date, the investor provides
a similar security necessary to “cover” the original transaction and closes the short posi-
tion. A short sale results in a capital gain or loss only if the property used to close the sale
is a capital asset, i.e. a hedging transaction results in ordinary income or loss. 

Provisions enacted by the Taxpayer Relief Act of 1997 around “constructive sales”, have,
for the most part eliminated the tax deferral benefits of short sales. Prior to the Act, cer-
tain hedging strategies such as short sales against the box, forward contracts, and notional
principal contracts could be used to lock in gains on appreciated financial positions with-
out immediate recognition of income. Subject to certain exceptions, a constructive sale of
an appreciated financial position will require the taxpayer to recognize a gain as if the
position were sold at its fair market value as of the date of the constructive sale and imme-
diately repurchased. 

Certain financial instruments which are traded and priced daily, e.g. regulated futures con-
tracts (RFC’s), certain foreign currency contracts, non-equity options and dealer equity
options, are referred to as section 1256 contracts and are subject to two specific rules:

• The mark-to-market rule which treats that instrument as sold on the last day of a
taxpayer’s taxable year, and

• The 60-40 rule treats 60 percent of any capital gain or loss from such deemed sale
or an actual sale as long term and 40 percent as short-term, regardless of how
long the instrument has been held.

Then, when the section 1256 contract is actually terminated, it will also result in a taxable
gain or loss. However, if delivery of the underlying property is taken, the tax basis of the
property received is decreased or increased by the gains or losses already recognized.
These instruments may also be subject to the straddle rules outlined in section 1256. 

The tax treatment of nonlisted (primarily equity) purchased options, e.g. puts and calls,
depends largely upon the holding period:
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• If a put or call is sold or lapses, any gain or loss is long-term or short-term depend-
ing on the holding period of the option. 

• If a call option is exercised, its cost is added to the taxpayer’s basis of the securities
purchased. 

• If a put option is exercised, its cost reduces the amount of the proceeds received
upon sale of the underlying securities. 

• If, however, the put is acquired at a time when the underlying stock has been held
for one year or less, then any gain upon termination of the put is short-term, and
the holding period of the underlying stock may be forfeited through the date of
termination of the put.

• Purchased options may be subject to the straddle rules.

The tax treatment of nonlisted (primarily equity) written options, e.g. puts and calls, is
parallel to purchased options and depends largely upon the holding period:  

• If a put or call is closed out or lapses, any gain or loss is short-term.
• If a call is exercised, the premium received is added to the sale proceeds and capi-

tal gain or loss is calculated based on the holding period of the stock.
• If a put is exercised, the premium received decreases the basis in the stock

acquired. The holding period of the stock begins on the date of its purchase, not
the date the put was written.

• Written options may be subject to the straddle rules.

Tax straddles are defined as offsetting positions for which the fair values are expected to
fluctuate inversely to each other. An offsetting position results whenever holding one or
more other positions has substantially diminished the risk of loss attributable to holding
another position. Complex tax rules (Code Sec. 1092) must be considered when deter-
mining if any realized losses should be deferred and the resultant characterization of real-
ized gains and losses between short and long term.

A wash sale loss is any loss sustained upon a sale (or other disposition) of stock or securi-
ties where within a period beginning 30 days before the date of the disposition and end-
ing 30 days after that date (a total of 61 days), the taxpayer has acquired (or has entered
into a contract or option to acquire) substantially identical stock or securities (Code Sec.
1091). Such losses are deferred for tax purposes and increase the cost basis of the security
that was purchased. Similarly, losses recognized from short sales are not allowed if identi-
cal securities are sold within the 61-day period referred to previously. Wash sales apply to
all classes of taxpayers (individuals, corporations, etc.) except securities dealers where
losses may be regularly sustained in the normal course of business. Finally, an acquisition
by gift, bequest, inheritance, or tax-free exchange that is made within the 61-day period
does not bring the wash sale rule into play.

The calculation of before-tax and after-tax performance depends largely on the tax treat-
ment of income and gains or losses, as well as complex rules around Amortization and
accretion requirements. As previously noted, the definitions and regulations associated
with the items discussed above include general summaries of complex tax regulations.
Qualified tax counsel should always be consulted regarding the treatment of specific
transactions as they relate to the calculation of after-tax performance.

N. Glossary of Terms

Amortization/Accrual Basis the recognition of transactions ratably over the period to
which they apply, without regard to the receipt or payment
of related cash. For example, Amortization is applicable to
the premium paid versus par on the purchase of a bond
and accrual is applicable to the discount versus par on the
purchase of a bond and also to the interest payments
received on a bond.

Anticipated Tax Rates the tax rates that an investment manager expects a taxable
client to incur on returns generated during the prospective
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reporting period for each applicable asset class. These tax
rates should include the impact of applicable state and
local income taxes and should be determined at the begin-
ning of the reporting period.

Dollar-Weighted the money-weighted average of the monthly composite 
Anticipated Tax Rate Anticipated Tax Rates for a given period. 

Maximum Federal Tax Rate the highest income tax rate in effect for the applicable
client according to the Federal tax code for a given meas-
urement period. 

Net Realized Gains the net amount of realized gains and realized losses.
References to net realized gains should be interpreted to
mean the net amount of realized capital gains/losses.

Non-Discretionary those realized capital gains/losses incurred as a result of a 
Capital Gains client-directed transaction.

Realized Basis the after-tax return that reflects the net Tax Liability or 
Pre-Liquidation Return Benefit associated with the accrued taxable income and net

realized gains that occurred during the measurement period
(without considering the tax implications of unrealized gains).

Shadow Portfolio a portfolio that replicates the cash flows and structure (e.g.,
cost basis, and tax rate(s)) of the respective index being
used as a benchmark. 

Tax Liability or Benefit those taxes or benefits incurred in a given period resulting
from the recognition of income and realized capital
gains/losses, without regard to when (or if) the taxes will be
paid. Also referred to as the tax burden or realized taxes.

Tax-Loss Harvesting the process of intentionally realizing capital losses in order
to offset realized capital gains in the portfolio in which the
transaction took place or in another client portfolio.

Unrealized Capital Gains the difference between market value and cost of securities
owned, at a given point in time. If market value exceeds
cost, the net amount will be positive (unrealized gains). If
cost exceeds market value, the net amount will be negative
(unrealized losses). References to unrealized capital gains
should be interpreted to mean the net amount of unreal-
ized capital gains/losses.

APPENDIX B.
ASSOGESTIONI FORMULA FOR CALCULATING THE 

GROSS-OF-TAX VALUE OF THE SHARES OF AN ITALIAN
OPEN-END FUND

This appendix contains a description of the Assogestioni formula for calculating the gross
value of the shares of an Italian open-end fund, which makes it possible to gross up the
net value of shares in order to eliminate the effects of Italian taxation.

1. Introduction

As regards the method of taxing open-end funds, it is worth noting that, apart from Italy,
most countries do not tax the operating results of open-end funds directly but require the
related income to be included in individual taxpayers’ income tax returns. Other things
being equal, this difference in the tax treatment of fund revenues influences the mecha-
nisms for determining the net value of shares and hence the measures of performance
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based on that value. For this reason it is desirable to establish a method for grossing up
the net values of the shares of Italian funds, so as to eliminate the effects of taxation on
the performance of Italian open-end funds. Funds set up under Italian law are subject to
a withholding tax of 12.5% on the difference between the initial and final values of the
investments made during the year.2 Each funds tax liability is calculated daily and an
equivalent amount set aside in a tax provision until payment is made the following year.
Fund shares are consequently quoted net of taxation. 

The gross share price of an Italian open-end fund is defined as the price at which the
shares would be quoted if all the effects of the taxation of the income the fund receives
gross were eliminated.3 This appendix contains a description of the formula used to
obtain the gross share price and a series of notes on when and how it can be applied.

2. Option 1 - The Assogestioni formula

Consider the case of a generic Italian open-end fund that calculates its share value every day.
Let Ni be the net share price and χi the number of shares outstanding on day i. In addition,
let Ti be the tax liability accrued. It should be noted that Ti is the amount that is set aside
for tax purposes but which is still part of the fund’s assets and therefore still available to the
manager until the day set for settlement. The variable STi is defined as the sum of the tax
liabilities accrued but not yet settled at the end of day i .4 Let Pi be the amount per share of
any income distributed on day i. Lastly, let Li be the gross share price of the fund at time i. 

It can be shown that:

(1)

2.1 The tax lever effect

If the fund receives only income subject to full-settlement withholding tax τ = 12.5%, it
can be shown that:

(2)

Putting gives:

(3)

which expressed in terms of the rate of change, becomes:

(4)

Equation (3) shows that the net share price on day i is the previous day’s net share price
revalued at the gross rate of growth Ni–1 (1 + gi) minus the direct effect of taxation on the
operating result, 

Ni–1g iτ, plus which can be interpreted as the indirect effect of taxation 

produced by the tax liability accrued but still to be settled on day i–1. The indirect tax
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2The tax base is the increase in a fund’s net assets, i.e. the sum of all the positive and negative changes that
occur during the year (taxation of the net operating result). If the operating result is negative, the loss can be
carried forward as a tax loss for four years.

3Italian funds receive certain categories of income net of full-settlement tax. The grossing-up of such tax is for-
bidden by Recommendation 2.B.1.

4STi +1 = STi + Ti +1 – TLi+1 where TLi+1 denotes the tax liability settled at the end of day i + 1.
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effect is the result of the management of the tax liability/claim in the period preceding its
settlement. The term STi–1 in equation (1) corrects the indirect tax effects on the basis of
the assumption that the manager manages a quantity of available assets given by the sum
of the fund’s net assets and the tax liability accrued but not yet settled.5

3. Option 2 - Modified Assogestioni formula

However, the Assogestioni formula can be modified and applied where the manager man-
ages only the fund’s net assets and invests the additional resources consisting of any out-
standing tax liability in a liquidity account.6 In this case in fact it is sufficient to put STi–1 =
0 in (1), giving, if Pi = 0:

(5)

in other words, on the assumption that the manager manages only the fund’s net assets
(whether these are larger or smaller than the assets effectively available), the gross per-
formance is equal to the net performance corrected for a tax factor equal to the direct
effect of the full-settlement tax on the fund’s net assets. If the fund receives only income
subject to the full-settlement tax τ, it can be shown that:

≅1.143πi (6)

Since the Assogestioni formula gives a gross share price that depends on the assumptions
made regarding the way in which the funds concerned invest their tax liability/claim, the
manager defines its composites on the basis of a criterion of homogeneousness in this
respect and calculates the gross share prices using the appropriate formula (with or with-
out the ST term). Full information must be provided on this process.

4. Examples

Some examples are given below of the application of the Assogestioni formula to a real
fund, with a comparison of the results obtained with the various admissible assumptions
(with or without the ST term) and a summary of the effects on the gross share prices.
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5If the fund is in credit, the available assets are equal to the difference between the net assets and the tax claim
accrued.
6If the fund has a tax credit, the manager borrows a corresponding amount.

STi–1
i Ni χi STi Ti Ni–1 χi Li L ′i πi gi g ′i

0 15.354 107,238,499 104,910,713 15.354 15.354

1 14.638 107,520,608 93,910,207 –11,000,506 0.064 14.585 14.536 –4.66% –5.01% –5.33%

2 13.981 108,167,138 83,766,409 –10,143,798 0.059 13.878 13.790 –4.49% –4.84% –5.13%

3 13.434 108,762,321 75,259,129 –8,507,280 0.055 13.290 13.173 –3.91% –4.24% –4.47%

4 13.697 108,593,174 79,336,650 4,077,522 0.052 13.573 13.468 1.96% 2.13% 2.24%

5 14.137 106,372,795 86,031,584 6,694,934 0.054 14.046 13.963 3.21% 3.48% 3.67%

6 14.190 706,689,691 86,837,669 806,086 0.057 14.103 14.023 0.37% 0.41% 0.43%

7 14.128 106,408,433 85,899,764 –937,906 0.058 14.036 13.953 –0.44% –0.47% –0.50%

8 14.440 107,151,308 90,671,107 4,771,344 0.057 14.371 14.305 2.21% 2.39% 2.52%

9 14.848 107,840,436 96,955,615 6,284,508 0.058 14.810 14.767 2.83% 3.05% 3.23%

10 15.198 108,345,644 102,370,059 5,414,444 0.060 15.186 15.164 2.36% 2.54% 2.69%
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More generally, it can be shown that the following inequalities hold:

Where the net performance of the fund is positive and there is an unsettled tax liability
and the manager is assumed to invest these resources in the same way as the fund’s net
assets, the performance of the gross share price g is better or worse than that of the net
share price π depending on the relative size of the direct tax effect (measured by the 

relationship ≅ 0.143) with respect to the size of the indirect tax effect (measured 

by the relationship ).

If the direct effect prevails over the indirect effect (the first two columns), the perform-
ance of the gross share price g is better than that of the net share price π.7 Conversely, if
as a result of large redemptions,8 the indirect effect prevails over the direct effect (the last
column on the right), the performance of the net share price is better than that of the
gross share price owing to the preponderance of the tax lever effect. The other cells of
the table complete the various possible combinations of net performance, tax position
(debit or credit), and ways of managing the tax component (g and g ′) and provide an
overall picture of the relationships between the different quantities. 

The example that follows presents the case of the fund referred to above that acquires a
tax credit 

(ST < 0) following a period in which the overall performance was negative:
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STi–1
i Ni χi STi Ti Ni–1 χi Li L ′i πi gi g ′i

202 12.249 83,928,658 -47,252,978 –1,686,879 –0.044 11.720 11.808 –1.13 –1.35% –1.29%

203 12.096 83,618,163 –49,079,242 –1,826,265 –0.046 11.544 11.639 –1.25 –1.50% –1.43%

204 12.484 83,454,179 –44,452,499 4,626,743 –0.049 11.989 12.066 3.21 3.85% 3.67%

205 12.582 82,936,752 –43,287,143 1,165,356 –0.043 12.102 12.174 0.79 0.94% 0.90%

206 12.736 82,813,152 –41,466,486 1,820,658 –0.042 12.278 12.345 1.22 1.46% 1.40%

207 12.952 82,657,123 –38,914,844 2,551,642 –0.039 12.526 12.584 1.70 2.02% 1.94%

208 12.772 82,679,756 –41,045,077 –2,130,233 –0.036 12.319 12.384 –1.39 –1.65% –1.59%

209 12.700 82,742,838 –41,898,670 –853,593 –0.039 12.237 12.304 –0.56 –0.67% –0.64%

210 12.950 82,735,638 –38,936,391 2,962,279 –0.040 12.524 12.581 1.97 2.34% 2.25%

211 12.888 82,719,496 –39,670,805 –734,414 –0.036 12.452 12.512 –0.48 –0.57% –0.55%

212 12.958 82,698,102 –38,848,916 821,889 –0.037 12.533 12.590 0.54 0.64% 0.62%

7In this case the net share price “suffers” from the tax levied more than it benefits from the effects of the invest-
ment of the unsettled tax liability.
8A sudden reduction in the number of shares χi may push the ratio above the level given by .
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The last example shows the results of a simulation of the effects of a sudden withdrawal of
resources on the net and gross measures of performance. The simulation was carried out
keeping the data on gross share prices shown in the previous tables unchanged and 

imposing a rapid fall in the number of shares. From day 210 the ratio is equal to 

more than 1, so that the indirect tax effect prevails over the direct tax effect and the
movements in the net share price are approximately twice as large as those in the gross
share price.
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1
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STi–1
i Ni χi STi Ti Ni–1 χi Li L ′i πi gi g ′i

202 99.058 127,788,962 –11,414,402 –20,696,753 0.001 98.922 98.909 –1.13% –1.29% –1.29%

203 97.822 131,465,585 –34,629,595 –23,215,193 –0.001 97.510 97.499 –1.25% –1.43% –1.43%

204 100.951 131,694,530 24,246,418 58,876,013 –0.003 101.085 101.063 3.2% 3.67% 3.66%

205 101.746 132,274,844 39,255,347 15,008,930 0.002 101.992 101.972 0.79% 0.90% 0.90%

206 102.994 133,652,299 63,099,414 23,844,067 0.003 103.419 103.403 1.23% 1.40% 1.40%

207 104.749 133,757,018 96,631,506 33,532,092 0.005 105.423 105.416 1.70% 1.94% 1.95%

208 103.283 134,313,433 68,500,346 –28,131,160 0.007 103.749 103.730 –1.40% –1.59% –1.60%

209 102.698 140,972,585 56,715,084 –11,785,262 0.005 103.080 103.058 –0.57% –0.64% –0.65%

210 106.921 507,455 57,021,225 306,141 1.088 105.400 107.901 4.11% 2.25% 4.70%

211 105.868 504,734 56,945,292 –78,933 1.057 104.823 106.687 –0.98% –0.55% –1.13%

212 107.049 509,382 57,031,254 85,962 1.056 105.473 108.047 1.12% 0.62% 1.28%
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GUIDANCE STATEMENT ON DEFINITION OF 
THE FIRM (REVISED)

Introduction

Three of the most fundamental issues that a firm must consider when becoming compli-
ant with the GIPS® standards are the definition of the firm, the firm’s definition of discre-
tion, and the firm’s composite definition principles and guidelines. The definition of the
firm is the foundation for firm-wide compliance and creates defined boundaries whereby
total firm assets can be determined. The firm’s definition of discretion establishes criteria
to judge which portfolios should be in a composite to accurately reflect the application of
the firm’s investment strategy. Once the firm and discretion have been defined, compos-
ites can be constructed based on the strategies implemented by the firm.

The GIPS standards must be applied on a firm-wide basis. As the first step in complying
with the Standards, the firm must be defined fairly and appropriately. Compliance with
the GIPS standards relies on a clear and consistent definition of the firm. The Standards
require that the definition of the firm be disclosed on the composite presentations, and
the verification principles require that verifiers determine if the firm is, and has been,
appropriately defined.

In addition, the definition of the firm delineates the universe of “all” portfolios that must
be included in total firm assets under management. Fundamental to the Standards is the
premise that all actual, fee-paying discretionary portfolios must be included in at least one
composite.

As merger and acquisition activity can affect the definition of the firm, the Guidance
Statement on Performance Record Portability should also be considered.

Guiding Principles

When defining the firm, it is important to consider the following:

• How the firm holds itself out to the public.
• The firm definition must be appropriate, rational and fair.
• Firms are encouraged to adopt the broadest, most meaningful definition of the

firm.
• Firms must not use the definition of the firm as a substitute for defining compos-

ites (e.g., defining the firm too narrowly, as to only encompass one product).

Defining the Firm

The Standards require that firms must be defined as an investment firm, subsidiary, or
division held out to clients or potential clients as a distinct business entity.

A distinct business entity is a unit, division, department, or office that is organizationally
and functionally segregated from other units, divisions, departments, or offices and
retains discretion over the assets it manages and should have autonomy over the invest-
ment decision-making process.

4-4
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Possible criteria that can be used to determine this include: 

• being a legal entity, 
• having a distinct market or client type (e.g., institutional, retail, private client, etc.), or
• using a separate and distinct investment process.

As previously stated, firms are encouraged to adopt the broadest, most meaningful defini-
tion of the firm and consider how it is held out to the public. The scope of this definition
should include all geographic (country, regional, etc.) offices operating under the same
brand name regardless of the actual name of the individual investment management com-
pany. These include, but are not limited to:

• All offices operating under the same brand name (e.g., XYZ Asset Management),
• Other names resulting from mergers, acquisitions, etc., trading under a different

name for branding purposes,
• Financial service holding companies defined as one global firm with multiple

brands, several legal entities, multiple offices, investment teams, and investment
strategies,

• An investment management firm with one brand, but multiple strategies and
investment teams,

• All offices trading under a globally recognizable trading name with
regional/country specific additions (e.g., XYZ Asset Management Asia),

• Investment management firms in most countries must register with one or more
governmental agencies or regulators. The GIPS standards recognize a regulatory
registration as a possible definition of a firm for purposes of compliance, but also
require firms consider the manner in which they are holding themselves out to
the public when determining the firm definition.

Additional Considerations

In addition to the Guiding Principles listed above, firms should consider the following
when defining the firm:

• The Standards require that when the firm jointly markets with other firms, the
firm claiming compliance with the GIPS standards must be sure that it is clearly
defined and separate relative to any other firms being marketed and that it is
clear which firm is claiming compliance.

• The Standards recommend that if a parent company contains multiple defined
firms, each firm within the parent company is encouraged to disclose a list of the
other firms contained within the parent company.

• The use of a third party (e.g., custodian, broker/dealer, etc.) to perform record
keeping or performance measurement is not a valid reason for excluding assets
from the definition of the firm. 

• Systems incompatibilities cannot be used as a reason for excluding assets from the
definition of the firm (i.e., a firm cannot make the claim of compliance for only
those assets that are measured and monitored on compatible systems). 

Inception of the Firm/Redefinition of the Firm

In some cases, due to corporate restructuring and merger and acquisition activities, the
changes within the firm may be so significant that it is held out to the public as a new
firm. The new firm must determine if there is a continuation from the prior firm or if the
restructuring is so substantial that it is essentially a new firm.

Changes in investment style or personnel are not valid reasons for redefining the firm,
unless the changes are such that the firm is held out to the public in a significantly differ-
ent way. A simple name change is not sufficient reason to redefine the firm and restart
the performance record. In some cases, a firm definition may change without the firm
losing its performance history. Please refer to the Guidance Statement on Performance
Record Portability for related guidance. In all cases, the underlying principles of the
Standards must be considered: fair representation and full disclosure. If a firm is rede-
fined, Provision 4.A.21 requires that the firm disclose the date and reason for the redefini-
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tion. The Standards require that changes in a firm’s organization are not permitted to
lead to alteration of historical composite results. 

Total Firm Assets

The definition of the firm also determines the boundaries for determining total firm
assets. This includes all assets for which a firm has investment management responsibility
and includes assets managed outside the firm (e.g., by subadvisors) for which the firm has
discretionary authority. The Standards state that total firm assets must be the aggregate of
the market value of all discretionary and non-discretionary assets under management
within the defined firm. This includes both fee-paying and non-fee-paying assets. 

Assets to which the Standards cannot be applied are not to be considered by firms when
claiming compliance and are not to be included in total firm assets. Such assets include
investment vehicles that are based on cost or book values rather than market values.

Subadvisors

Some firms utilize a subadvisor to manage part or all of a particular strategy. For example,
if a firm specializes in managing equities, it might hire a subadvisor to manage the fixed
income portion of its balanced portfolios. The Standards require that firms must include
the performance of assets assigned to a subadvisor in a composite provided the firm has
the authority to allocate the assets to a subadvisor.

If a firm has discretion over the selection of the subadvisor (i.e., can hire and/or fire), the
firm must claim the subadvisor’s performance as part of its performance history and
include the assets in the firm’s total assets. Because the subadvisor has discretion over the
actual investment of the assets and the firm has discretion over the selection of the subad-
visor, both the firm and the subadvisor are able to claim the performance of the assets as
their own. The firm is able to claim this performance because the sub-advised portion of
the portfolio is essentially viewed as an asset (similar to purchasing a mutual fund within
the portfolio) and the firm must be held responsible for its decision to utilize a subadvi-
sor. The firm can only include the subadvisor’s performance record relevant to those
assets assigned by the firm. If a firm does not have discretion over subadvisor selection, it
must not include the subadvisor’s performance in its performance history.

The Standards require that beginning 1 January 2006, firms must disclose the use of a
subadvisor(s) and the periods a subadvisor(s) was used.

Effective Date

This Guidance Statement was originally effective 1 April 2002 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

Firms claiming compliance prior to 1 January 2006 were required to retroactively apply
the original guidance for all periods prior to 31 December 2005; however, the revisions to
this guidance (effective 1 January 2006) are not required to be retroactively applied.
Firms have until 1 January 2006 to redefine themselves as necessary to comply with this
Guidance Statement. 

All firms coming into compliance on or after 1 January 2006 must apply this revised guid-
ance to all periods.

Key GIPS Provisions Specifically Applicable to Definition of the Firm:

0.A Definition of the Firm — Requirements

0.A.1 The GIPS standards must be applied on a firm-wide basis.

0.A.2 Firms must be defined as an investment firm, subsidiary, or division held out to
clients or potential clients as a distinct business entity.

0.A.3 Total firm assets must be the aggregate of the market value of all discretionary and
nondiscretionary assets under management within the defined firm. This includes
both fee-paying and non-fee-paying assets.
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0.A.4 Firms must include the performance of assets assigned to a subadvisor in a composite
provided the firm has discretion over the selection of the subadvisor.

0.A.5 Changes in a firm’s organization are not permitted to lead to alteration of historical
composite results.

0.B Definition of the Firm — Recommendations

0.B.1 Firms are encouraged to adopt the broadest, most meaningful definition of the
firm. The scope of this definition should include all geographical (country, regional,
etc.) offices operating under the same brand name regardless of the actual name of
the individual investment management company.

0.A Document Policies and Procedures — Requirements

0.A.6 Firms must document, in writing, their policies and procedures used in establish-
ing and maintaining compliance with all the applicable requirements of the GIPS
standards.

Applications:

1. An investment management firm uses a subadvisor to manage a portion of the assets for a
strategy that the firm manages. Should the assets managed by the subadvisor be excluded
from the composite performance?

If the firm has discretion over the selection of the subadvisor, then the assets managed by
a subadvisor on behalf of the firm must be included in the firm’s composite performance
and total firm assets. Once the assets are given to a subadvisor to manage, the firm will
not have control over exactly how those assets are invested by the subadvisor.
Nevertheless, the firm chose to invest the assets by placing them with a subadvisor and has
the discretion to hire or fire the subadvisor. 

The firm can only include the subadvisor’s performance record relevant to those assets
assigned by the firm. 

2. According to this Guidance Statement, “Assets to which the Standards cannot be applied are
not to be considered by firms when claiming compliance and are not to be included in total
firm assets. Such assets include investment vehicles that are based on cost or book values
rather than market values.” Does this mean that cash substitutes, such as CDs and money
market funds held in portfolios, are not to be considered by firms when claiming compliance
and are not to be included in total firm assets?

Money market funds, CDs and other cash substitutes ARE to be considered by firms when
claiming compliance and are to be included in total firm assets. A market value for these
assets can be determined. 

3. Previously, our firm was a department within a larger organization. Recently, the depart-
ment was able to complete a buy-out, and we are now an independent investment advisor.
What must the firm do in order to continue the claim of compliance?

A firm’s definition reflects how it holds itself out to the public. As the department was pre-
viously within the larger organization, if the department claimed compliance as a separate
firm without the parent organization being included in that firm definition, there may
not need to be any changes. The department may have been and may continue to be a
distinct business entity held out to the public as such. It may be necessary for the depart-
ment to disclose any significant events that would help prospective clients interpret the
performance record.

However, if the department and parent organization were historically combined in the
same firm definition for purposes of claiming compliance, the definition of the firm has
changed with the buy-out and the claim of compliance with the Standards must be
reevaluated.
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4. An investment management firm has a Euro-zone fixed income composite that contains the
following three portfolios:

a. a fund that is invested in European bonds with net assets of 20,
b. a fund that is invested in bonds of one country of the Euro-zone with net assets of 30,

and
c. a private portfolio invested entirety in the 2 above mentioned funds. Net assets of this

portfolio are 10. 

How should GIPS 5.A.1.c be interpreted?
• Is it correct to say that the number of portfolios of the composite described above is 3? 
• Is it correct to say that the amount of assets in the composite is 20+30+10=60?
• Is it correct to say that the total firm’s assets is 50 or that the total firm’s assets is 60

(in the case this firm only owns that one composite)?

The question is that of eliminating double counting assets. Is it correct to say that showing the
above composite’s asset level of 60 is not misleading to the reader? (The firm will also disclose
what % the composite represents of the firm’s assets, therefore showing 110% of firm’s assets
means that some assets are counted more than once. For example, because the management of
the private portfolio above is not geared towards choosing the securities in the portfolio, but
rather geared towards realizing the proper asset allocation between both funds.)

The GIPS standards are based on the principles of fair representation and full disclosure.
Double counting assets would not fairly represent the firm’s assets. The composite would
have 3 portfolios and have net assets of 50. If there are no other assets within the firm,
then total firm assets would be 50.
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GUIDELINES IN RESPECT OF THE IMPACT 
OF EURO CONVERSION

Preamble

The guidelines below refer only to the “in” currencies and will in due course extend to
other currencies, if/when they convert to Euro.

These guidelines should be observed by all persons responsible for managing investment
funds, whether segregated client funds or mutual funds (e.g., UCITS, SICAVs, unit trusts,
OEICs and similar pooled investment or savings products) or providers of performance
measurement services or indices.

Continuity of investment performance can be achieved for clients and funds within any
domestic markets, but it is more difficult to prepare acceptable historical data for cross-
border marketing. Two worked examples are attached in appendix, which should help to
clarify the issues.

The Euro exists as an actual currency since 1 January 1999. At that time, eleven curren-
cies and the ECU converted to the Euro (see worked example A). Other currencies are
expected to convert to the Euro in the future (see worked examples A and B). For each
currency, ECD (Euro Conversion Date) will designate the date of the conversion to the
Euro, which may be 1 January 1999 or later. 

Overriding Principles

1. For an individual client, the conversion to Euro should not have any effect on
historical performance data or accounting information. The historical facts for
that client have not changed.

2. The Euro does not exist as an actual currency until 1 January 1999. Therefore it
is impossible to create any valid historical information in Euro, whether of funds,
individual securities, indices or exchange rates.

3. Historical performances which were validly comparable before ECD should
remain comparable afterwards. Such comparisons should preserve rank ordering
among fund returns.

4. Fund performances which were not validly comparable before ECD cannot
become retrospectively comparable by virtue of the creation of / conversion to
the Euro. 

Presentation of Historical Data

5. For a number of purposes (not restricted to performance measurement) it will
be desirable to present time series which cover periods before and after ECD.
The data after ECD may be presented in Euro but a major issue is how to present
the data prior to ECD. In all cases, the presentations must show the original cur-
rency of the historical data.

6. Total return data for periods prior to ECD can be geometrically linked with post-
ECD returns, but the original currency of the historical data must be disclosed.
Although time series of total returns in different member currencies may con-
verge prior to ECD, the individual histories must be kept separate, in accordance
with overriding principle number 4.

Adoption Date:   5 Dec 2001
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7. Nominal amounts such as price, value, net asset value, dividends or earnings pose
a particular difficulty. For convenience, it is likely that an individual client will
wish to see historical values converted to Euro at the fixed conversion rate for his
individual local currency. Otherwise any time series would have a discontinuity at
ECD. However, due to overriding principle number 2, the history so converted
must not be described as being in Euro. The correct form of words would be: 

“French Francs (or Greek Drachma) converted to Euro at the fixed conversion rate”

or use the International Organisation for Standardisation (ISO) endorsed currency
abbreviations, eg:

<<FRF(EUR)>>, or <<GRD(EUR)>>

8. Computer systems used for investment accounting and/or performance measure-
ment may store the historical data in whichever way is practical for the particular
application. However, it will always be necessary to keep track of the original cur-
rency of any data, even if it is converted at the ECD Euro conversion rate to make
subsequent analysis easier. Otherwise it will be too easy to breach overriding prin-
ciple number 4.

9. Many index providers and quantitative analysts are already calculating and pre-
senting data in “synthetic Euro” terms, covering periods before 1 January 1999. It
is extremely important that such data is referred to as being in “synthetic Euro,”
as there is otherwise a risk of breaching principle number 2. 

Composites and Peer Groups or Mutual Fund Categories

10. Comparing or aggregating fund performance requires special attention if the
original input data is expressed in different currencies. After having checked
that the funds have maintained similar investment objectives during the period
under review, it is necessary (see appendix) to convert total return data prior to
ECD into one single pre-ECD currency, using the historical exchange rate,
before converting to euro at the fixed conversion rate for local investor’s con-
venience. The presentations must disclose the original currencies and the single
pre-ECD currency used for conversion.

11. As a result of the creation of the Euro, as well as other currencies joining the
Euro subsequently, it is likely that individual benchmarks and objectives will
have changed or will change for many funds. As a result, both composites (used
by investment managers for performance presentation) and peer groups or
mutual fund categories (used by external providers of performance measure-
ment data) will have changed or will change. In addressing such changes, over-
riding principles numbers 3 and 4 must always be taken into account.

12. The providers and users of performance comparisons will have to accept that
ECD will create a discontinuity in many cases. Performance providers must
check that funds have maintained similar investment objectives during the
period under review before aggregating funds or combining composites, peer
groups or mutual fund categories. The general principles of composite con-
struction, as laid out in GIPS (Global Investment Performance standards)
should be applied throughout. 

Mutual Fund Mergers

13. The practice of “merging” mutual funds will continue and could well increase
following ECD, particularly as new investment universes or new asset classes
and/or mutual fund categories are created. If more than one currency is
involved, the same principles should be applied with regard to the use of histori-
cal track records for merged funds. 



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

4-5

Consultants and Commentators

It would be most helpful if consultants, the financial and investment media and other
commentators on the performance of funds could take into account the principles in this
note when providing information and/or requesting information from fund managers.

First issue by Dugald Eadie (11 January 1999) 
EFFAS Permanent Commission on Performance Measurement

Update by Alain Ernewein (10 November 2000) 
European Investment Performance Committee

APPENDIX: PERFORMANCE MEASUREMENT AND THE EURO

Worked Example A: Currencies converting to the Euro on 1 January 1999

Funds 1 and 2 have maintained similar investment objectives, tracking the same index. Fund 1 is
valued in French franc (FRF), Fund 2 in Irish punt (IEP). The example shows that if perform-
ance data is converted in euro without care, Fund 1 may appear superior to Fund 2 despite reality
being the opposite.

A 1. Fixed conversion rates would allow conversion of historic prices in euros :

29/12/95 31/12/96 31/12/97 30/12/98 30/12/99 31/12/00
Fund 1

Unit Price (FRF) 100 105 110 117 123 135
Unit Price (EUR) 17.84 18.75 20.58
Recast Unit Price 15.24 16.01 16.77 17.84 18.75 20.58
(‘euro’)

Fund 2
Unit Price (IEP) 100 98 104 110 117 130
Unit Price (EUR) 139.67 148.56 165.07
Recast Unit Price 126.97 124.43 132.05 139.67 148.56 165.07
(‘euro’)

A 2. In creating a ‘euro’ track record, achieved returns appear to remain unchanged.

Our ‘recast euro’ returns (incorrectly) indicate that Fund 1 outperforms Fund 2 :

1996 1997 1998 1999 2000 Ann’sed
Fund 1 (Recast euro) +5.0% +4.8% +6.4% +5.1% +9.8% +6.2%
Fund 2 (Recast euro) –2.0% +6.1% +5.8% +6.4% +11.1% +5.4%

A 3. But prior to EMU, currencies fluctuated relative to each other :

29/12/95 1996 1997 1998 1999 2000 Ann’sed
Exchange Rate 7.84900 8.80400 8.56550 8.32896 8.32896 8.32896

(IEP/FRF)
Currency Return +12.2% –2.7% –2.8% 0.0% 0.0% +1.2%

(IEP/FRF)

A 4. So we cannot compare ‘recast euro’ track records in currencies that used to be different.

The solution is to distinguish between the linked currencies FRF(EUR) and IEP(EUR),

1996 1997 1998 1999 2000 Ann’sed
for a French investor

Fund 1 FRF(EUR) +5.0% +4.8% +6.4% +5.1% +9.8% +6.2%
Fund 2 FRF(EUR) +9.9% +3.2% +2.8% +6.4% +11.1% +6.6%

for an Irish investor
Fund 1 IEP(EUR) –6.4% +7.7% +9.4% +5.1% +9.8% +4.9%
Fund 2 IEP(EUR) –2.0% +6.1% +5.8% +6.4% +11.1% +5.4%
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When calculated in FRF, IEP (or in DEM or USD), performance figures are different ; but
in any case, Fund 1 under performs Fund 2. Performance figures can be converted from
one currency to another using historical exchange rates. 

Worked Example B: Currencies converting to the Euro later than 
1 January 1999

The first historical example is the Greek Drachma (GRD) that converts to the Euro on 1 January
2001. The following guidelines will extend to other currencies if/when they convert to Euro.

B 1. Historical data

31/12/97 31/12/98 31/12/99 31/12/00 31/12/01 31/12/02
Fund Unit price (GRD) 100,000 105,000 110,000 117,000 123,000 135,000
Exchange/conversion 
rates
Fixed conversion rate —–1 euro = 340.750 GRD —–
Historical exch. N/A 326.738 329.926 ———— 340.750 ———-— 
Rate EUR/ GRD

1998 1999 2000 2001 2002 Ann’sed
% change GRD/EUR N/A –0.97% –3.18% 0% 0% N/A
% change GRD/FRF –6.11% ——— same as GRD/EUR ——— 2.1%
% change GRD/IEP –3.44% –1.5%

B 2. Presenting the fund performance

i. to a Greek investor

GRD(EUR) may be used for local investor’s convenience, but not for cross-boarder purpose: 

31/12/97 31/12/98 31/12/99 31/12/00 31/12/01 31/12/02
Fund 

Unit price (GRD) 100,000 105,000 110,000 117,000 123,000 135,000
Unit price (EUR) 360.97 396.18 

1998 1999 2000 2001 2002 Ann’sed
for a Greek investor 

Fund performance +5.0% +4.8% +6.4% +5.1% +9.8% +6.2 
GRD(EUR)

ii. to a Euro-11 based investor

Use the Euro currency, but remember that Euro does not exist as an actual currency
before 1 January 1999. Before 1 January 1999, choose (and specify) one of the eleven
pre-euro currencies: 

1998 1999   2000 2001 2002 Ann’sed
for a Euro based investor

Fund performance N/A +3.7% +3.0% +5.1% +9.8% N/A
EUR

for a French investor
Fund performance –1.4% +3.7% +3.0% +5.1% +9.8% +4.0%

FRF(EUR)

for an Irish investor 
Fund performance +1.4% +3.7% +3.0% +5.1% +9.8% +4.6%

IEP(EUR)
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INTERPRETIVE GUIDANCE FOR FEES PROVISIONS

The purpose of the GIPS standards is to create performance presentations that allow for
greater comparability of returns and increase the transparency of information provided to
investors. While it is impossible to develop standards that cover every situation, GIPS pro-
vide a general framework that can be applied to many different circumstances. It is impor-
tant to remember the underlying principles of the GIPS standards: fair representation and
full disclosure. 

In the global investment industry, fees are charged in many different ways and a variety of
terms are used. In order to promote comparability, it is important that firms around the
world treat fees consistently and in a comparable manner. The terms that are used can
confuse the matter considerably. In some parts of the world the Net-Of-Fees Return is the
starting point and Investment Management Fees are added back to arrive at the Gross-Of-
Fees Return. In other places the opposite is true and fees are deducted from the Gross-Of-
Fees Return to arrive at the Net-Of-Fees Return. In some regions the terms fee, duty, cost,
charge, and expense have different meanings, while in other regions these terms are
interchangeable. This highlights the need for common definitions, which are included in
the GIPS standards Glossary.

There is a range of different types of costs and/or fees that a client incurs when maintain-
ing an investment portfolio. In general, there are three main types of fees and/or costs:
Investment Management Fees, brokerage commissions, and Administrative Fees.
Administrative Fees include Custody Fees and may also include accounting fees, consult-
ing fees, legal fees, performance measurement fees, and other applicable fees. In some sit-
uations, the only fees that the firm controls are the Investment Management Fee and the
Trading Expenses (i.e., the direct cost of buying or selling the assets). Therefore, only the
Investment Management Fee and the Trading Expenses should impact the firm’s returns.
Even though Custody Fees are a necessary additional cost of owning a portfolio, many
investment managers are not involved in the selection of the custodian or in the negotia-
tion of the Custody Fees. Accordingly, in order to promote comparability, Custody Fees
should not be reflected in (i.e., reduce) the firm’s returns. 

The GIPS standards are based on the concept of presenting composite performance to a
prospective client rather than presenting individual portfolio returns to an existing client.
Firms should, however, consider if existing clients will benefit from the presentation of
their individual portfolio returns after the reduction of all fees associated with owning an
investment portfolio (i.e., including Administrative Fees). This Client Return (the Net-Of-
Fees Return reduced by all Administrative Fees) may be useful to prospective and existing
clients to fully understand the actual return that has been earned and the total amount of
fees incurred. These Administrative Fees, however, are typically outside the control of the
investment management firm and, as such, should not reduce the firm’s Gross-Of-Fees or
Net-Of-Fees Returns. 

The Gross-Of-Fees Return is defined to be the return on assets reduced by any Trading
Expenses. It should also be reduced by non-reclaimable withholding taxes incurred dur-
ing the period. Because the Gross-Of-Fees Return includes only the return on assets and
the associated cost of buying and selling those assets, it is the best measure of the firm’s

Adoption Date: 1 December 2003
Revised Effective Date:  1 January 2006
Effective Date: 1 January 2005
Retroactive Application:  No
Public Comment Period:  Dec 2001 – Jun 2002
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investment management ability and can be thought of as the “investment return”. In addi-
tion, because fees are sometimes negotiable, presenting Gross-Of-Fees Returns shows the
firm’s expertise in managing assets without the impact of the firm’s or client’s negotiating
skills. Accordingly, firms are recommended to present Gross-Of-Fees Returns. A prospec-
tive client, however, must also consider the effect of fees on performance. As a prospec-
tive client evaluates and compares investment firms, the most universal point of compari-
son is the Gross-Of-Fees Return less the Investment Management Fee that the prospective
client expects to pay. Consequently, firms are required to disclose in each composite pres-
entation the Fee Schedule that is appropriate to the presentation.

The Fee Schedule should be current and relevant to the composite and presentation.
While a current Fee Schedule may not assist a prospective client interpret historical per-
formance, it is the most relevant. Firms should also disclose additional information
related to the firm’s fees (e.g., if performance-based fees are available, if other fees are
charged by a subadvisor or through a fund-of-funds structure). 

The Net-Of-Fees Return is defined to be the Gross-Of-Fees Return reduced by the
Investment Management Fees incurred. It is important to recognize that the Net-Of-Fees
Return consists of two distinct components: the Gross-Of-Fees Return and the impact of
the Investment Management Fee (see Fees Example Scenario A). Firms are also encour-
aged to present Net-Of-Fees Returns. In order to reflect the most accurate Net-Of-Fees
Return, fees and expenses should be accrued, when possible. 

The GIPS standards require that returns must be calculated after the deduction of actual
Trading Expenses. Trading Expenses can be:

• Direct: as in the case of brokerage commissions and any other regulatory fee,
duty, and/or tax (e.g., stamp duty, SEC fee, etc.) associated with an individual
transaction, or 

• Indirect: such as a bid/ask spread. 

For purposes of the GIPS standards, firms must include (i.e., reduce) both Gross-Of-Fees
and Net-Of-Fees Returns by the Trading Expenses incurred in the purchase or sale of
securities. These costs must be included because they must be incurred in order to imple-
ment the investment strategy. Estimated Trading Expenses are not permitted.  

In some cases (particularly when initially compiling a ‘compliant’ track record), the actual
fees charged to each discretionary portfolio under management are not available. Firms
that wish to show Net-Of-Fees performance results are permitted to use the highest
Investment Management Fee incurred by portfolios in the composite to reduce Gross-Of-
Fees performance. 

However, it is not permissible to use the highest Investment Management Fee to add to
the Net-Of-Fees Return in order to obtain a Gross-Of-Fees Return. Adding back the high-
est fee would result in overstating the Gross-Of-Fees Return. When adjusting from Net-Of-
Fees to Gross-Of-Fees performance, firms must use either the actual fees or the weighted-
average fee for the composite.

Many custodial banks charge part of the Custody Fee based on the number and type of
transactions. These fees, even though they are charged on a per transaction basis, are still
part of the Custody Fee and should not be included in the Trading expenses. 

Bundled Fees

In some cases, firms combine several fees together to create a Bundled Fee. A Bundled
Fee can include any combination of fees including Trading Expenses, Investment
Management Fees, Custody Fees, or any other related fees. A Bundled Fee can be specific
to a client, as is the case with “all-in” fees, or can be specific to a particular product, as is
the case with “wrap” fees. Some Bundled Fees can be segregated into the various underly-
ing components (e.g., the firm can “un-bundle” the fee and identify each segment that
comprises the Bundled Fee – see Fees Example Scenario C). In other cases, only portions
of the Bundled Fee can be segregated (e.g., Investment Management Fee segment can be
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identified and separated, but the Custody and Trading Expenses cannot – see Fees
Example Scenario D). If a firm includes a portfolio with a Bundled Fee in a composite, it
must disclose that the composite contains portfolios with Bundled Fees. Firms are
required to disclose the various types of fees that are included in the Bundled Fee.

In cases where the Trading Expenses cannot be identified and segregated from a Bundled
Fee, either the entire Bundled Fee, or the portion of the Bundled Fee containing the
Trading Expenses, must be included in (i.e., reduce) the Gross-Of-Fees and Net-Of-Fees
Returns (see Fees Examples Scenarios B and D). In these cases, Custody and other
Administrative Fees might be included in the Gross-Of-Fees and Net-Of-Fees Returns.
Firms may also find that the Gross-Of-Fees Return is equal to the Net-Of-Fees Return. In
order to assist prospective clients in better understanding the fees included in the Gross-
Of-Fees Return calculation, firms must disclose if other fees are included in the Bundled
Fee in addition to the Trading Expenses. When presenting Net-Of-Fees Returns, firms
must disclose if other fees are included in addition to the Investment Management Fee
and Trading Expenses.

Some investment product returns are typically calculated net of other fees (e.g., Custody
and other Administrative Fees). In order for these portfolios to be treated consistently
with regards to the definitions of Gross-Of-Fees and Net-Of-Fees in the Standards, firms
are allowed to add back all fees and expenses (e.g., Investment Management, Custody,
transfer agent, share registration, marketing, and regulatory fees) except for Trading
Expenses. When calculating Net-Of-Fees Returns, firms are allowed to add back all fees
and expenses except for Trading Expenses and the Investment Management Fee, pro-
vided that the firm can identify all these fees. Estimated fees are not permitted. 

Subadvisor, Pooled Funds and Fund-of-Funds

In some situations, firms may invest a portion of a larger portfolio in a pooled fund, uti-
lize a subadvisor, or create a fund-of-funds structure whereby additional fees are charged
by the underlying fund or paid to the subadvisor. In these situations, it is most appropriate
to present the return net of all fees (e.g., including Administrative Fees) since all investors
must pay these fees. However, Net-Of-Fees performance must be net of Transaction
Expenses and Investment Management Fees and these fees (including the underlying
fees) must not be added back to calculate Net-Of-Fees performance. 

In all cases, the firm must disclose in each composite presentation the current Fee
Schedule appropriate to the particular composite. 

Fees Examples

For the purpose of these examples, the Trading Expenses are stated as a percentage of
the beginning market value. In practice, Trading Expenses are typically accounted for in
the book value of securities and are, therefore, reflected in the return on assets. These
examples are presented to illustrate the concepts presented in the fee provisions and
assume deduction at the beginning of the period. Actual return calculations may differ
based on when the fee is deducted from the portfolio and the value used as a basis for the
calculation (e.g., beginning period assets, ending period assets, weighted average period
assets, etc.).

Scenario A: Description:
Return on Assets 8.00% Scenario A represents a typical 
Trading Expenses 0.20% fee structure where each fee  
Investment Management Fee 1.00% can be clearly identified.
Administrative Fees (including Custody) 0.50%

Scenario B: Bundled Fee 1 Description:
Return on Assets 8.00% Scenario B illustrates a Bundled Fee
Bundled Fee: Trading, Investment Management, 1.70% structure where the Bundled Fee 
and Administrative Fees (including Custody). cannot be separated.



©1999–2007 CFA INSTITUTE GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK

229

Scenario C: Bundled Fee 2 Description:
Return on Assets 8.00% Scenario C illustrates a Bundled Fee
Bundled Fee: Trading, Investment Management, 1.70% structure where the Bundled Fee 
and Administrative Fees included and can be separated.
can be separated as follows:
Trading Expenses 0.20%
Investment Management Fee 1.00%
Administrative Fee 0.50%

Scenario D: Bundled Fee 3 Description:
Return on Assets 8.00% Scenario D illustrates a Bundled Fee
Bundled Fee: Trading, Investment Management, 1.70% structure where only the Investment
and Administrative Fees (including Custody) Management Fee can be separated 
included and can be separated as follows: from the Bundled Fee.
Investment Management Fee 1.00%
Trading Expenses and Administrative Fee 0.70%

Scenario E: Bundled Fee 4 Description:
Return on Assets 8.00% Scenario E illustrates a Bundled Fee
Bundled Fee: Trading, Investment Management, 1.70% structure where only the Trading
and Administrative Fees (including Custody) Expenses can be separated from 
included and can be separated as follows: the Bundled Fee.
Trading Expenses 0.20%
Investment Management and Administrative 1.50%
Fee

Scenarios
A B C D E

Return on Assets 8.00% 8.00% 8.00% 8.00% 8.00%
— Trading Expenses 0.20% 1.70% 0.20% 0.70% 0.20%

Gross-Of-Fees Return 7.80% 6.30% 7.80% 7.30% 7.80%
— Investment Management Fee 1.00% n/a 1.00% 1.00% 1.50%

Net-Of-Fees Return 6.80% 6.30% 6.80% 6.30% 6.30%
— Administrative Fee 0.50% n/a 0.50% n/a n/a

Client Return* 6.30% 6.30% 6.30% 6.30% 6.30%

*The Client Return is not required by the GIPS standards and is presented here as addi-
tional information that may be helpful for existing clients.

4-6
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GUIDANCE STATEMENT ON 
PERFORMANCE RECORD PORTABILITY (REVISED)

Introduction

In the current global market for merger, acquisition, and consolidation of investment
management firms, past performance records are increasingly valuable assets for their
owners. But historical records are the result of many factors (e.g., people, process, disci-
pline, and strategy) that may not be easily transferred to a new entity and still warrant hav-
ing the same label as the old entity. The applicability and integrity of the performance
record is only as good as the ongoing integrity of the strategy and all the contributing fac-
tors. Portability of performance records is a very important area that should be clarified
within the Global Investment Performance Standards (GIPS®). In addition, because the
legal issues and requirements surrounding portability can be particularly complex, firms
are reminded that under the GIPS standards they must comply with all applicable laws
and regulations regarding portability before applying this Guidance Statement.

Performance is the record of the firm, not of the individual.

Changes in a firm’s organization are not permitted to lead to alteration of historical com-
posite results. Therefore, composites must include all accounts managed by a member of
a firm, even if the individual responsible for the past results is no longer with the firm.
Composites must not include portfolios managed by members of the firm before they
joined the firm, unless Provision 5.A.4 (provided below) is met. If the Provision is met,
performance track records must be used by the manager, or group of managers, to repre-
sent the historical record of a new affiliation or a newly formed entity. Using the perform-
ance data from a prior firm or affiliation as supplemental information is permitted as
long as the past record is identified clearly as such and is not linked to the results of the
new affiliation. If the provisions for portability are met, then it is possible for multiple
firms to claim the same performance history as their own.

Provision 0.A.2 of the GIPS standards provides how a firm is to be defined within the con-
text of the Standards. “Firm” mergers can happen within an affiliated group and this
Guidance Statement will apply to such situations. As Provision II.5.A.4. (d) of the GIPS
standards reads, “If a compliant firm acquires or is acquired by a noncompliant firm, the
firms have 1 year to bring the noncompliant assets into compliance.” However, the impor-
tant determinant of allowable performance record portability is not a firm’s former com-
pliance with the GIPS standards but whether the acquiring firm continues the original
strategy that defined the composite with all of its continuing factors.

Performance data from a prior firm may be used, with the proper disclosures, as supple-
mental information. If the conditions of Provision 5.A.4 (listed below) are not met, this
supplemental information must not be linked to the ongoing performance of the new
firm. The key issue is the linking of prior performance results to the ongoing perform-
ance record at the new affiliation.

Revised Effective Date:  1 January 2006 
Adoption Date:  18 May 2001
Effective Date:  18 May 2001
Retroactive Application:  Not Required
Public Comment Period: Sep – Dec 2000
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When a manager, group of managers, or an entire firm joins a new firm, Provision 5.A.4
requires:

a. Performance track records of a past firm or affiliation must be linked to or used
to represent the historical record of a new firm or new affiliation if: 

i. Substantially all the investment decision-makers are employed by the new firm
(i.e., research department, portfolio managers, and other relevant staff),

ii. The staff and decision-making process remain intact and independent within
the new firm, and

iii. The new firm has records that document and support the reported performance.
b. The new firm must disclose that the performance results from the past firm are

linked to the performance record of the new firm,
c. In addition to 5.A.4.(a) and 5.A.4.(b), when one firm joins an existing firm, per-

formance of composites from both firms must be linked to the ongoing returns if
substantially all the assets from the past firm’s composite transfer to the new firm.

d. If a compliant firm acquires or is acquired by a noncompliant firm, the firms
have one year to bring the noncompliant assets into compliance.

If all of the above requirements are not met, the past performance record of the former
firm or manager or group of managers from the former firm cannot be linked to the
ongoing performance record at the new firm. However, the past performance record may
be presented as supplemental information when relevant.

In the case where two firms join and two composites are to be merged, the new firm must
first determine if there is a “surviving” composite. A “surviving” composite is the compos-
ite that represents the continuity of investment strategy, process, and personnel. In order
to be a “surviving” composite, the staff and decision-making process of the composite
must remain intact and independent at the new firm. 

If the firm identifies a “surviving” composite, its performance history can be presented
and linked to the ongoing performance of the merged composite. It is recommended
that the performance of the “non-surviving” composite be made available as supplemental
information upon request. For example, as a result of a merger, two composites (“C” and
“D”) are combined in a merged composite “CD.”  If the firm is able to satisfy all the rules
of portability and determines that composite “C” is the “surviving” composite, then the
performance history from composite “C” may be linked to the on-going record of com-
posite “CD.”  Although the assets from composite “D” are included in composite “CD,”
the performance history of composite “D” are not linked to the ongoing record of com-
posite “CD” but should be made available upon request. 

If the firm determines that neither composite maintains all the elements of continuity,
then there has not been a merger of composites and neither historic performance record
can be linked to the ongoing composite performance record, but it is recommended that
both of the “non-surviving” composites be presented as supplemental information. For
example, if the staff of two firms are combined into one and the investment decision-mak-
ing process is shared (and thus changed), the historical performance records of both of
the non-surviving composites should be presented as supplemental information and must
not be linked to the ongoing results of the new composite.

If the presenting firm is a “manager of managers” and is hired by its clients because of the
presenting firm’s manager selection skills and the firm maintains discretion of the under-
lying assets (has the control to hire or fire the subadvisor), the firm must include those
assets in the total firm assets and present the performance of the underlying assets in the
presenting firm’s composites. Similarly, if the presenting firm replaces one subadvisor
with another, the presenting firm must include within the same composite the perform-
ance of the assets assigned to the new firm going forward and leave the results from the
former firm unchanged. Provision 4.A.18 requires that beginning 1 January 2006, firms
must disclose the use of a subadvisor(s) and the periods a subadvisor(s) was used.
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If the presenting firm does not have discretion of the underlying assets managed by the
subadvisor, then the performance record of the underlying assets must not be included in
the presenting firm’s performance composites. 

Firms must keep in mind that this Guidance Statement falls under the over-riding princi-
ples of the GIPS standards: fair representation and full disclosure. Provision 4.A.19
requires that firms must disclose all significant events that would help a prospective client
interpret the performance record. As such, events that impact the firm’s operations
and/or investment process (for example, change in ownership, merger or acquisition,
departure of key investment professional, etc.) must be disclosed.

Effective Date

This Guidance Statement was originally effective 18 May 2001 and was revised to reflect
the GIPS standards effective as of 1 January 2006. 

Firms are encouraged, but not required, to apply this guidance prior to the original
Effective Date of 18 May 2001; however, the original guidance must be applied to all pre-
sentations that include performance for periods on and after that date.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Applications:

1. If Firm A acquires Firm B and all of the portability requirements are met, is Firm A
required to present Firm B’s historical performance, or can Firm A choose to not present
Firm B’s historical performance?

The GIPS standards are based on the fundamental principles of fair representation and
full disclosure. If all of the portability requirements are satisfied and Firm B is included in
the definition of Firm A, Firm A must use Firm B’s historical performance. If Firm A were
permitted to exclude Firm B’s historical performance, it would be cherry-picking which is
against the spirit of fair representation of the GIPS standards. 

2. The Guidance Statement on Performance Record Portability states “Performance track records
of a past firm or affiliation must be linked to or used to represent the historical record of a
new firm or new affiliation if,” certain conditions are met. What does performance track
record refer to in this instance? Can a firm create the composite history based on the portfolios
that transfer to the new firm if the history is representative of the old composite?

The concept of portability revolves around the ability to bring a track record from one
firm to another. It would not be representative to recreate a record with only selected
portfolios. The performance track record refers to the entire composite from the old
firm. In addition to meeting all the elements of the Guidance Statement, in order for a
firm to be able to link the composite from the old firm to the on-going performance of
the new firm, the entire composite performance history, including all portfolios, must be
used. The firm must have all the records needed to substantiate that performance history.

3. Manager A previously worked for Firm X that was not compliant with the GIPS standards.
Manager A left Firm X and was hired by Firm Z. Firm Z and Manager A are satisfied that
the situation meets all the rules of portability. Can Manager A’s performance history at
Firm X become compliant or can it not be used because it is non-compliant?

To clarify, the performance history can never become “compliant.” Compliance with the
Standards can only be achieved on a firm-wide basis.

If the manager (or management team) satisfies all the requirements of the Guidance
Statement on Performance Record Portability (including bringing all the supporting doc-
umentation and records to Firm Z), then Firm Z can use the records to construct a com-
posite history that can be used. As provided in the Guidance Statement on Performance
Record Portability, the important determinant of allowable performance record portabil-
ity is not a firm’s former compliance with the GIPS standards but whether the acquiring 4-7
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firm continues the original strategy that defined the composite with all of its continuing
factors.

Most cases will not meet all of the portability requirements, in which case the past per-
formance record of the manager cannot be linked to the ongoing performance record of
the firm. The past performance record of the manager can be presented as supplemental
information when relevant.

Please note one of the rules of portability requires that the staff and decision-making
process remain intact and independent at the new firm. If the investment process is some-
how changed, or if the investment staff changes, the historical records of the new man-
ager can only be presented as supplemental information and cannot be linked to the
ongoing record of the firm.



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

234

4-8

GUIDANCE STATEMENT ON THE TREATMENT 
OF CARVE-OUTS (REVISED)

Introduction

A carve-out is defined as a single or multiple asset class segment of a multiple asset class
portfolio. It is used to create a track record for a narrower mandate from a portfolio man-
aged to a broader mandate. For example, the Asian securities from a Euro-Pacific portfo-
lio or the equity portion of a balanced portfolio could be considered a carve-out. Carve-
outs are generally based on asset class, geographic region, or industry sector.

Inherent Problems

Carve-outs have several problems associated with them. Because they represent only a por-
tion of a broader, more diversified strategy, carve-out returns are only a valid track record
if they are representative of what would have been achieved in a portfolio dedicated to the
carved-out strategy. The use of carve-outs gives the impression that the firm has experi-
ence managing portfolios dedicated to a particular strategy, when this may not be the
case. For example, a carve-out of the U.K. equities in a global equity portfolio that holds
only two U.K. equities is not representative of a diversified U.K.-only portfolio.

A second problem occurs if cash is not accounted for separately and, therefore, must be
allocated to the carved-out segment. If the carve-out is not accounted for separately, then
the calculation of the return is potentially less accurate. The Standards require that
returns from cash and cash equivalents held in the portfolio must be included in the total
return. Unless the carved-out portion is accounted for as a separate portfolio there will be
no cash associated with the returns. For periods prior to 1 January 2010, cash must be
allocated to the returns in a timely manner using a consistent, objective methodology.

Beginning 1 January 2010, if the firm intends to carve-out an asset class, sector, industry,
size range (e.g., large cap) or style type (e.g., value), each carved-out segment must have
either its own cash balance or be accounted for separately, with its own associated cash
position.

The rationale behind the inclusion of cash at all times in total returns is based on the
principle of fair representation—a composite that includes portfolios without any cash
would not be representative to the typical prospective client who hires the firm on a fully
discretionary basis where cash allocation and management would be implicit. It would be
misleading to present returns without cash, since this does not fairly represent how a sepa-
rate portfolio would be managed.

Guiding Principles

Firms must remember the fundamental principles of the Standards, fair representation
and full disclosure, and must avoid presenting misleading information. Any carve-out
used as a track record must be representative of an actual segregated portfolio managed
to that strategy. The carved-out segment must be discretionary and structured materially
the same as a portfolio dedicated to that strategy and have a risk profile that is substan-
tially similar. For example, the equity segment of a balanced portfolio may be structured

Revised Effective Date:  1 January 2006
Adoption Date: 4 March 2004
Effective Date: 1 June 2004
Retroactive Application: Not required
Public Comment Period: Aug - Nov 2002
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differently than a separately managed equity portfolio because additional risks taken in
the equity segment may be offset by lower risk taken in the fixed income segment. The
firm must determine if the carved out segment is representative of a separately managed
portfolio dedicated to the same strategy.

Firms must establish a policy for the creation, use, and calculation of carve-outs and apply
the policy consistently. The calculation methodology used to calculate and allocate the
return achieved on cash should be determined by the firm, documented, and applied
consistently.

The GIPS standards state, “Beginning 1 January 2010, carve-out returns are not permitted
to be included in single asset class composite returns unless the carve-out is actually man-
aged separately with its own cash balance.” Accordingly, it is necessary to clarify what is per-
missible prior to 1 January 2010 and after the provision becomes effective 1 January 2010.

The following guiding principles must be met when a firm considers creating a carve-out:

Prior to 1 January 2010
• The carve-out should be managed separately (i.e., the segment should be man-

aged as if it were a separate portfolio, rather than a segment of a larger portfolio).
• The carve-out must be representative of a stand-alone portfolio managed to the

same strategy.
• If a firm creates a carve-out of a particular strategy, then all similar portfolio seg-

ments managed to that strategy must also be carved-out and included in the com-
posite (e.g., if the equity segment of a balanced portfolio is carved-out and
included in an equity composite, then all similar equity segments of the firm’s
portfolios must be carved-out and included in the equity composite, provided the
conditions outlined in this Guidance Statement are met).

• If a firm chooses to carve-out a portion of a portfolio, they are not compelled to
carve-out other parts of the portfolio.

• When presenting net-of-fees performance of composites containing carve-outs,
fees must be deducted from the carved-out returns. The fees must be represen-
tative of the fees charged for a separately managed portfolio for the asset class
carved-out considering the fee schedule for the composite containing the
carve-outs.

• The carve-out should have its cash accounted for separately. If the segment does
not have its own cash, cash must be allocated to the segment on a consistent basis.
Acceptable allocation methods include:

1. Beginning of Period Allocation. Identify the cash allocation percentage for each
portfolio segment at the beginning of the period. For example, at the begin-
ning of January, identify the percentage of residual cash that will be allo-
cated to the carve-outs at month end.

2. Strategic Asset Allocation. Base the allocation directly upon the target strategic
asset allocation. For example, if the portfolio is targeted to have 40% in
equities and 60% in bonds, then the allocation will relate to the actual
amounts invested.

If the portfolio had a target allocation of 40%, but at the beginning of the period only
held 35% in equities, then the cash return would constitute the difference (5%). Firms
must determine which method to use, document it, and apply consistently

As of 1 January 2010
• The carve-out must be managed separately (i.e., the segment must be managed as

if it were a separate portfolio, rather than a segment of a larger portfolio).
• The carve-out must be representative of a stand-alone portfolio managed to the

same strategy.
• If a firm creates a carve-out of a particular strategy, then all similar portfolio seg-

ments managed to that strategy must also be carved-out and included in the com-
posite (e.g., if the equity segment of a balanced portfolio is carved-out and
included in an equity composite, then all similar equity segments of the firm’s
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portfolios must be carved-out and included in the equity composite, provided the
conditions above are met).

• If a firm chooses to carve-out a portion of a portfolio, they are not compelled to
carve-out other parts of the portfolio.

• When presenting net-of-fees performance of composites containing carve-outs, fees
must be deducted from the carved-out returns. The fees must be representative of
the fees charged for a separately managed portfolio for the asset class carved out
considering the fee schedule for the composite containing the carve-outs.

• The carve-out must have its own cash. Possible methods for properly accounting
for the cash positions include:

1. Separate portfolios: cash and securities are actually segregated into a sepa-
rate portfolio at the custodian.

2. Multiple cash accounts: each segment’s cash is accounted for separately
(e.g., equity cash account, fixed-income cash account, etc.).

3. Sub-portfolios: each segment of a portfolio is accounted for as if it were a
separate portfolio.

Performance Record for Discontinued Carve-outs 

When a firm, which has created carve-outs using cash allocation methods for periods
prior to 1 January 2010, does not choose to apply any method for accounting for the cash
position to the carve-outs and thus discontinues the carve-outs for periods after 1 January
2010, then the firm must meet all of the following conditions:

• The past performance record of the carve-outs using cash allocation methods
must be left unchanged within the same composites in which the carve-outs were
included,

• In the composite presentation, the firm must disclose the historical inclusion of
carve-outs and the period of inclusion, and

• If the firm has a composite consisting of only carve-outs using cash allocation
methods and does not apply any method for accounting for the cash position to
any of the carve-outs in the composite for periods after 1 January 2010, the com-
posite is discontinued but must continue to be listed on the firm’s list of compos-
ites for five years after discontinuation.

Acceptable Uses

Effective 1 January 2010, carve-outs must be managed separately with their own cash (i.e.,
allocation of cash will no longer be allowed as of 1 January 2010). This change will not be
retroactive, so the history of existing carve-outs must not change. Carve-out track records
that are representative of the composite strategy may be used like any other portfolio pro-
vided that the carve-out is accounted for separately with its own cash. Firms are not per-
mitted to combine different carve-outs or composites to create a new, simulated strategy
composite for purposes of compliance with the GIPS standards. For example, a firm may
not combine an equity carve-out and a fixed income carve-out to create a simulated bal-
anced composite. Although comprised of actual returns, this type of composite is hypo-
thetical because it does not reflect real asset allocation decisions and therefore is viewed
as model or simulated results under the GIPS standards. This information can be pre-
sented as supplemental information only but must not be linked to actual returns.

Disclosures

According to Provision 4.A.11, when a single asset class is carved-out of a multiple-asset
portfolio and the returns are presented as part of a single-asset composite, firms must dis-
close the cash allocation method that was used for periods prior to 1 January 2010. It is
recommended that firms disclose any change in the cash allocation methods.

In addition, Provision 5.A.5 requires that beginning 1 January 2006, if a composite
includes or is formed using single asset class carve-outs from multiple asset class portfo-
lios, the presentation must include the percentage of the composite that is composed of
carve-outs prospectively for each period. 
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Effective Date

This Guidance Statement was originally effective 1 June 2004 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

Firms are encouraged, but not required, to apply this guidance prior to the original
Effective Date of 1 June 2004; however, the original guidance must be applied to all pre-
sentations that include performance for periods on and after that date.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Key GIPS Provisions Specifically Applicable to Carve-Outs

3.A.7 Carve-out segments excluding cash are not permitted to be used to represent a dis-
cretionary portfolio and, as such, are not permitted to be included in composite
returns. When a single asset class is carved out of a multiple asset class portfolio
and the returns are presented as part of a single asset composite, cash must be
allocated to the carve-out returns in a timely and consistent manner. Beginning 1
January 2010 carve-out returns are not permitted to be included in single asset
class composite returns unless the carve-out is actually managed separately with its
own cash balance.

3.B.1 Carve-out returns should not be included in single asset class composite returns
unless the carve-outs are actually managed separately with their own cash balance.

4.A.11 For periods prior to 1 January 2010, when a single asset class is carved out of a
multiple asset portfolio and the returns are presented as part of a single asset com-
posite, firms must disclose the policy used to allocate cash to the carve-out returns.

5.A.5 Beginning 1 January 2006, if a composite includes or is formed using single asset
class carve-outs from multiple asset class portfolios, the presentation must include
the percentage of the composite that is composed of carve-outs prospectively for
each period.

Application:

1. Firm B manages balanced portfolios and would like to carve-out the equities to create an
equity composite. Firm B charges 0.75% for its fixed income strategy, 1.50% for its equity
strategy, and 1.00% for its balanced strategy. How should the investment management fee
be allocated to the equity carve-out for presenting a net-of-fees return?

Firms must allocate fees to each segment that are appropriate to the asset class. In this
case, the firm must use the 1.50% that it charges for equity management.

4-8
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GUIDANCE STATEMENT ON THE TREATMENT OF 
SIGNIFICANT CASH FLOWS (REVISED)

Introduction

Dealing with large external cash flows in a portfolio is a common struggle for most invest-
ment managers. These large flows, of cash and/or securities, can make a significant impact
on investment strategy implementation and, thus, on a portfolio’s and composite’s perform-
ance. Accordingly, this Guidance Statement clarifies the issues related to the treatment of
significant cash flows under the Global Investment Performance Standards (GIPS®).

Background

GIPS Provision II.3.A.3 requires that composites must include new portfolios on a timely
and consistent basis after the portfolio comes under management unless specifically man-
dated by the client (e.g., a client mandates a schedule of initial cash flows over several
time periods and can prolong the length of time needed to implement the strategy). GIPS
Provision 3.A.4 states that terminated portfolios must be included in the historical returns
of the appropriate composites up to the last full measurement period that the portfolio
was under management. 

The GIPS standards were developed with the understanding that new portfolios may
require a period of time (a “grace period”) for a firm to fully implement the intended
investment management strategy. During the grace period, the portfolio is not required to
be included in a composite. The necessary length of this grace period may vary from com-
posite to composite, depending on a number of factors that impact the implementation
of an investment strategy. It is also reasonable that when cash flows to a portfolio are sig-
nificantly large, the same process applies that governs the introduction of a new portfolio
into a composite. 

External Cash Flow Definition

For the purposes of the GIPS standards, an External Cash Flow is defined as “cash, securi-
ties or assets that enter or exit a portfolio,” (i.e., capital additions or withdrawals that are gen-
erally client initiated). Transfers of assets between asset classes within a portfolio or manager
initiated flows must not be used to move portfolios out of composites on a temporary
basis. The “cash flow” may be defined by the firm as a single flow or an aggregate of a
number of flows within a stated period of time. 

In cases of multiple cash flows over an extended period of time, firms should refer to the
Discretion section of the Guidance Statement on Composite Definition and consider
whether the portfolio should be classified as non-discretionary.

For a discussion of the distinction between external/large external cash flows and
Significant Cash Flows, please see the Guidance Statement on Calculation Methodology. 

Significant Cash Flows

Firms that wish to remove portfolios from composites in cases of Significant Cash Flows
must define what is meant by “significant” on a composite-by-composite basis. The defini-

Revised Effective Date:  1 January 2006 
Adoption Date:  13 March 2002
Effective Date:  30 June 2002
Retroactive Application:   see “Effective Date” section
Public Comment Period:  Jul – Oct 2001
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tion may be influenced by the characteristics of the asset class(es) within the strategy, such
as market liquidity, market volatility, and/or by the trading capabilities of the investment
manager. (For instance, a Significant Cash Flow may be considered 10% of a portfolio’s
market value for an Emerging Market Fixed-Income composite but may be in excess of
50% of a portfolio’s market value for a more liquid composite, such as European
Equities.) In theory, the determination of significance should primarily be based on the
liquidity of the asset class and the investment strategy employed. Because of the dynamic
nature of global markets and the inherent subjectivity involved, it is impractical to estab-
lish absolute levels of significance for each asset class. Theoretically, cash flows that are rel-
atively small on a composite level, but relatively large on a portfolio level, can potentially
distort the portfolio’s performance and skew the measure of composite dispersion. The
measure of significance must be determined as either a specific monetary amount (e.g.,
€50,000,000) or a percentage of portfolio assets (based on the most recent valuation). 

Grace Periods for the Treatment of Significant Cash Flows

Each composite should have a portfolio inclusion policy for new portfolios and an exclu-
sion policy for terminated portfolios. It is the responsibility of the firm to set reasonable
guidelines for each composite regarding the inclusion/exclusion of portfolios in the com-
posite. Firms are encouraged to establish a policy that includes new portfolios in compos-
ites as soon as possible, preferably at the start of the next full performance measurement
period. Firms are also encouraged to establish a policy that includes terminated portfolios
through the last full measurement period the portfolio is under management. Similarly,
these policies should be replicated for the purpose of addressing significant cash flows in
composites. 

Grace period policies, as well as definitions and policies concerning Significant Cash
Flows, must be established and documented for each composite by the firm before they are
implemented (preferably at the time each composite is created) and firms must not
retroactively apply these policies to restate performance. Once implemented, the firm
must consistently apply these policies (i.e., if a cash flow in a portfolio occurs that meets
the definition of significant for that composite, the portfolio must be removed according
to the guidelines). Firms must not reconsider whether a portfolio should be removed
from a composite on an ex-post basis (after the fact) when it can be determined whether
the cash flow has helped or hurt performance. It should be noted that the removal of a
portfolio due to a Significant Cash Flow will not affect the specific portfolio’s perform-
ance history. The definitions and policies for Significant Cash Flows and Grace Periods for
new or cash flow-impacted portfolios can be amended, but the changes must not be
applied retroactively. It is expected that the removal of portfolios due to Significant Cash
Flows will be an infrequent occurrence, particularly in composites that are invested in the
larger, most liquid asset classes. 

Firms are recommended to periodically review their policies regarding Significant Cash
Flows, especially if firms find that they are frequently removing portfolios due to
Significant Cash Flows. Firms are encouraged to establish Significant Cash Flow policies
and definitions for all of their composites, but are not required to do so. 

Temporary Removal of Entire Portfolios with Significant Cash Flows

If a firm wishes to make use of the option to remove portfolios when Significant Cash
Flows occur, then it must disclose the following items in each composite presentation:

1. how the firm defines a “Significant Cash Flow” for that composite, 
2. the grace period for the composite, 
3. if the definitions, policies, or grace periods for handling Significant Cash Flows

have been redefined, firms must disclose the date and nature of the change, and
4. that additional information regarding the treatment of Significant Cash Flows is

available upon request, which must include:
a. the number of portfolios removed during a given period, 
b. the number of times portfolios were removed during a given period, and
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c. the amount of composite assets represented by the portfolios affected by the
application of these policies. 

It is important to note that if all of a composite’s portfolios were removed during one or
more periods due to Significant Cash Flows, there would be a break in the composite per-
formance record. Firms that have composites with only a few portfolios should strongly
consider either defining the measure of significance at a very high level or possibly deter-
mining that a Significant Cash Flows policy is not appropriate for that composite. If a
composite loses all of its member portfolios (whether that is due to Significant Cash
Flows, portfolio termination, or some other reason), the performance record stops. If
portfolios are later added to that composite, the two periods cannot be linked.

It is also important to note that removing a portfolio due to a Significant Cash Flow
removes the portfolio when transaction costs are expected to be high. The intent of this
Guidance Statement is not to allow firms to “hide” transaction costs, but rather to remove
the potentially more disruptive effects that occur as a result of a Significant Cash Flow.

Documentation

Firms must document each time a portfolio moves into or out of a composite due to a sig-
nificant cash flow. Documentation must be part of the firm’s record keeping process and,
at a minimum, must include:

1. the date of the cash flow; the date the firm removes the portfolio from the com-
posite, and the date the firm returns the portfolio to the composite,

2. depending upon the firm’s definition of significant cash flow: the amount of the
cash flow or the amount of the cash flow as a percentage of the most recent port-
folio market value, and 

3. if the cash flow is moving into or out of the portfolio.

Documentation will allow third-parties to easily determine whether firms have followed
their grace period policy and definition of Significant Cash Flow.

Firms must document their definitions and policies regarding Significant Cash Flows,
including the definition of the Grace Period and measure of Significance. Firms must also
document any changes that are made to the definitions or policies.

Temporary New Accounts

The use of Temporary New Accounts remains the most direct method for dealing with
Significant Cash Flows. Under this methodology, when Significant Cash Flows occur in a
portfolio, the firm may treat these cash flows as temporary “new” accounts. For example,
if a Significant Cash Flow is withdrawn from a portfolio at the end of the month, the firm
would move the necessary cash and/or securities into a Temporary New Account for liqui-
dation and/or distribution to the client. Temporary New Accounts are not required to be
included in any composite. The portfolio would reflect the withdrawal of funds and/or
securities as a cash outflow of the portfolio, and the performance would be calculated to
include this cash outflow at the date of transfer to the temporary account. The Temporary
New Account would receive the funds and/or securities as a cash inflow. The assets would
remain in this account until the funds are distributed. The same principles would hold
true with a cash inflow. In this example, the funds would remain in the temporary
account until all funds in the Temporary New Account are invested in line with the man-
ager’s standard policy for the mandate and then be transferred to the main portfolio. 

Firms that are currently able to use a Temporary New Account methodology are encour-
aged to continue to do so. Although technology at the present time does not readily allow
for the use of this method, the GIPS standards recommend the use of Temporary New
Accounts to remove the effects of significant external cash flows. The removal of portfo-
lios due to significant cash flows may no longer be permitted at some point in the future.
The firm’s policy for the use of Temporary New Accounts must be defined and consis-
tently applied in the same manner as the policy for the temporary exclusion of an
account from a composite.

4-9
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Effective Date

This Guidance Statement was originally effective 30 June 2002 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

Firms must not apply these guidelines prior to the implementation date of the firm’s
Significant Cash Flow policy as described above and must not be used to retroactively
restate performance. Firms currently coming into compliance must not apply this guid-
ance to composite performance for periods prior to 30 June 2002.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Key GIPS Provisions Specifically Related to Significant Cash Flows

3.A.3 Composite must include new portfolios on a timely and consistent basis after the
portfolio comes under management unless specifically mandated by the client.

3.A.4 Terminated portfolios must be included in the historical returns of the appropriate
composites up to the last full measurement period that the portfolio was under
management.

3.B.2 To remove the effect of a significant external cash flow, the use of a temporary new
account is recommended (as opposed to adjusting the composite composition to
remove portfolios with significant external cash flows).

4-9
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4-10

GUIDANCE STATEMENT ON THE USE OF 
SUPPLEMENTAL INFORMATION (REVISED)

Introduction

In preparing performance reports, firms must keep in mind the spirit and objectives of the
Standards: fair representation and full disclosure. Meeting the intent of the Standards may
necessitate including information in the performance reports beyond the required and rec-
ommended provisions of the Standards to adequately cover the firm’s specific situations. Firms
that claim compliance with the Standards are encouraged to present all relevant information,
beyond that required and recommended in the Standards, to fully explain their performance. 

What Is Supplemental Information?

Supplemental Information is defined as any performance-related information included as part
of a compliant performance presentation that supplements or enhances the required and/or
recommended disclosure and presentation provisions of the GIPS standards. Supplemental
Information should provide users of the composite presentation with the proper context in
which to better understand the performance results. Because Supplemental Information
could have the potential to be misleading in relation to the firm’s claim of compliance, this
Guidance Statement defines and addresses the proper use of Supplemental Information.

What Is Not Supplemental Information?

• Additional Information that is required or recommended under the GIPS standards
is not considered “Supplemental Information” for the purposes of compliance.
Additional Information is not required to be labeled/identified as supplemental
or separate from the required compliant information.  

• Non-Performance Related Information is also omitted from this Guidance Statement
and is not required to be labeled/identified as supplemental or separate from the
required compliant information. Non-performance information includes, but is
not limited to, general information regarding the firm, a description of the invest-
ment strategy, or details about the investment process.

• Misleading Information. Firms that claim compliance with the GIPS standards must
not present information that may mislead or deceive. For example, the following
two items are misleading and unrepresentative; therefore, compliant firms are
prohibited from presenting this information (unless specifically requested from
the firm by a prospective or current client in a one-on-one presentation): 

1. Model, hypothetical, backtested, or simulated results linked to actual per-
formance results.

2. Non-portable performance from a prior firm linked to current ongoing per-
formance results.

This is not an exhaustive list and is only provided to show examples of potentially mislead-
ing information.

Guiding Principles

If a firm chooses to show Supplemental Information, it is important to consider the fol-
lowing guiding principles:

Revised Effective Date: 1 January 2006
Adoption Date:  1 October 2003
Effective Date:   1 January 2004
Retroactive Application:  Not Required
Public Comment Period:  Aug – Nov 2002
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• Supplemental Information must satisfy the spirit and principles of the GIPS stan-
dards: i.e., fair representation and full disclosure. 

• Supplemental Information must not contradict or conflict with the information
provided in the compliant composite presentation. 

• Supplemental Information must be clearly labeled and identified as supplemental
to a particular composite presentation.

This Guidance Statement does not prohibit firms from preparing and presenting informa-
tion according to specific requests from prospective clients. However, firms are required
to provide a fully compliant presentation prior to or accompanying any Supplemental
Information. 

Examples of Supplemental Information

Supplemental information must relate directly to the compliant presentation. Examples
of supplemental information include, but are not limited to: 

• Carve out returns that exclude cash
• Non-portable returns
• Model, hypothetical, backtested, or simulated returns
• Representative account information, such as:  

1. Portfolio-level country weightings
2. Portfolio-level sector weightings 
3. Portfolio-level risk measures

• Attribution
• Composite or portfolio-level specific holdings
• Peer group comparisons
• Risk-adjusted performance

Location of Supplemental Information

Supplemental information must be clearly labeled and identified as supplemental to a
particular composite presentation. The presentation and location of Supplemental
Information in relation to the GIPS required or recommended data depends on the type
of Supplemental Information and its potential to mislead prospective clients. 

There are certain situations that allow for the presentation of both compliant and
Supplemental Information on the same page; however, firms should consider that there
are also many situations that call for the separation of compliant and Supplemental
Information. When in doubt, firms are encouraged to place the compliant and
Supplemental Information on separate pages.

Firms must provide a fully compliant presentation prior to or accompanying any supple-
mental information. Firms must identify all Supplemental Information to a specific com-
pliant presentation, for example:

• place Supplemental Information on the same or back of the page as the compli-
ant data — if appropriate, or  

• include a statement indicating that the Supplemental Information supplements the
XYZ Composite presentation (as provided on pg. 11 or provided on 15 March 200X).

This Guidance Statement does not restrict firms from providing any specific information
requested by prospective clients or their agents. 

Supplemental Information — Verification

Supplemental Information is not subject to verification under the GIPS standards. It is the
ultimate responsibility of the firm claiming compliance to ensure that it abides by the eth-
ical principles and spirit of the GIPS standards each time it presents performance results.

Effective Date

This Guidance Statement was originally effective 1 January 2004 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

4-10
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Firms are encouraged, but not required, to apply this guidance prior to the original
Effective Date of 1 January 2004; however, the original guidance must be applied to all
presentations that include performance for periods on and after that date.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Applications:

1.Can supplemental information be presented on the same page as the compliant presentation?

Yes. Supplemental information can be presented on the same page as long as it satisfies the
guiding principles of the Supplemental Information Guidance Statement (i.e., is not mis-
leading, does not contradict or conflict with the required compliant information, is clearly
labeled, and references the appropriate composite presentation that it supplements).

2. Firm A has a marketing brochure that describes the firm, staff, and investment process. One
of the pages contains the compliant presentation for a specific composite. Do all the other
pages of the brochure need to be labeled as supplemental information?

No. Supplemental Information is defined as any performance-related information
included as part of a compliant performance presentation that supplements or enhances
the required and/or recommended disclosure and presentation provisions of the GIPS
standards. Supplemental information does not include general information regarding the
firm or the investment strategy or process. 

3. XYZ firm created a presentation booklet that primarily highlights performance information
that is considered supplemental. The booklet shows an appropriate compliant presentation
in the back of the book as an appendix. Is it acceptable for the supplemental information to
precede the compliant presentation?

Yes, provided the supplemental information:
a. is not misleading, 
b. does not contradict or conflict with the compliant information, and
c. is clearly labeled as supplemental. 

The firm must include a statement indicating that the Supplemental Information supple-
ments the compliant composite presentation.

4. Are there any limits to what can be shown as supplemental information?

The definition and guiding principles of this Guidance Statement on the Use of Supplemental
Information are very specific about the types of information that should and should not be
shown in conjunction to a fully-compliant GIPS composite presentation. When in doubt,
firms should always turn their focus to the first guiding principle of the Guidance Statement,
which is also the fundamental objective of the Standards: to ensure fair representation
and full disclosure of performance results. By continually using this principle to guide the
calculation and presentation of performance, firms are sure to satisfy the spirit and provi-
sions of the GIPS standards.

Specifically, firms that claim compliance with the GIPS standards must not present infor-
mation that may mislead or deceive. For example, the following two items are misleading
and unrepresentative; therefore, compliant firms are prohibited from presenting this
information (unless specifically requested from the firm by a prospective or current client
in a one-on-one presentation): 

1. Model, hypothetical, backtested, or simulated results linked to actual perform-
ance results

2. Non-portable performance from a prior firm linked to current ongoing perform-
ance results

This is not an exhaustive list and is only provided to show examples of potentially mislead-
ing information.
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GUIDANCE STATEMENT FOR VERIFICATION (REVISED)

Introduction

This Guidance Statement supplements the verification procedures outlined in Section III
of the Global Investment Performance Standards (GIPS®) and attempts to provide addi-
tional guidance to both verifiers as well as investment management firms seeking verifica-
tion engagements.

Verifier Qualification Requirements

When an investment management firm undertakes verification of its claim of compliance
with the GIPS standards, the verification must be performed by a “verifier” with appropriate
professional abilities and practical experience and who is independent of the investment
management firm. Verifiers generally comprise auditing, consulting, and other firms that
have a high degree of knowledge regarding the investment management industry. Verifiers
must consider currently accepted standards of practice within their industry (if applicable)
when verifying an investment management firm’s compliance with the GIPS standards.

Verifiers must be knowledgeable about the Standards and also have a practical level of
expertise regarding investment management practices, including performance calculation
procedures and business processes; however, the Standards do not contain specific qualifi-
cation requirements to effectively verify compliance with the GIPS standards. The verifier
must be “independent of the investment management firm,” which means that generally
neither the verifier nor the investment management firm should have a direct conflict of
interest. Other consultancy or audit engagements do not necessarily constitute a direct
conflict of interest. Verification firms should be cognizant of their role as advisors or per-
formance measurers in the pre-verification stage and ensure that potential conflicts are
managed, while investment management firms must satisfy themselves that the verifiers
they employ manage the conflicts appropriately. Investment management firms must
retain the ultimate responsibility for the decisions made. Please see the Guidance
Statement on Verifier Independence for additional guidance.

A verifier is selected and appointed by the investment management firm. In the selection
process, the investment management firm should give full consideration to the considera-
tions described above and select a candidate who is fully qualified, independent and able
to perform a thorough and credible verification.

Investment Management Firm — Verifier Relationship

Verifiers must maintain fairness and independence at all times when determining facts and
procedures relevant to a firm’s claim of compliance as well as in expressing opinions. Prior to
expressing an opinion, the verifier must obtain from the management of the firm a confir-
mation of the claim of compliance and of other specific representations made to the verifier
during verification. Typically such confirmation will include the following representations:

• the firm is in compliance with the GIPS standards on a firm-wide basis;
• the firm’s management bears all responsibility for the creation of the investment

performance report;

Revised Effective Date: 1 January 2006
Adoption Date:  13 March 2002
Effective Date:  13 March 2002
Retroactive Application:  Not Required
Public Comment Period:  May – Jul 2001
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• the investment performance reports are a fair and honest representation of the
firm’s investment performance;

• the documented procedures that the firm used to establish and maintain compli-
ance throughout the entire period of the verification have been followed;

• the firm has provided the verifier with all necessary documents to be able to per-
form verification;

• the time period the verifiers are asked to report on; and
• that no significant events that would materially influence performance results

have occurred up to the date when the verifier expresses an opinion.

Using the Work of Other Verifiers

The Standards state, at Section III.A.6, that a principal verifier may accept the work of a
local or previous verifier as part of the basis for the principal verifier’s opinion. For
example, when a firm engaged in global asset management services undertakes verifica-
tion for its claim of compliance on a worldwide basis, including local offices/branches,
the principal verifier may use verification results already performed for a local
office/branch by a local verifier. Similarly, when another verifier has already verified a
part of the firm’s historical performance record, the current verifier may accept the work
of the previous verifier. 

A principal verifier’s opinion may state that it has relied upon other named verifiers’ opin-
ions in arriving at its overall opinion. If the opinion refers to other verifiers, the principal
verifier cannot be held responsible for the opinion of the other verifiers. Should the
investment management firm wish that responsibility to reside with the principal verifier,
it should be included in the contract between the firm and the principal verifier. In such
circumstances the principal verifier should undertake the due diligence it deems neces-
sary to satisfy its own requirements.

Verification Report 

The report must confirm the verifier’s opinion on the following, as provided in Section III.A.4:

1. the firm has complied with all the composite construction requirements of the
GIPS Standards on a firm-wide basis, and

2. the firm’s processes and procedures are designed to calculate and present per-
formance results in compliance with the GIPS standards.

Without such a report from the verifier, the firm cannot state that is claim of compliance
with the GIPS standards has been verified.

The Standards do not specify any particular format for the verification report issued by
verifiers, but a report generally includes the following information in addition to the veri-
fier’s opinion:

• the report title;
• the report date;
• the report addressee;
• the definition of the firm for which the verification has been performed;
• the period(s) for which the verification has been performed;
• the responsibility of the firm’s management for the claim of compliance and that

of the verifier;
• a statement to the effect that verification has been performed in accordance with

the GIPS standards;
• any other details that should be mentioned; and
• the signature or official seal of the verifier.

If the verifier concludes that the firm is not in compliance with the GIPS standards or that
the records of the firm cannot support a complete verification, the verifier must issue a
statement to the firm clarifying why a verification report was not possible, as provided in
Section III.A.5 of the Standards.

246
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Detailed Examinations of Investment Performance Presentations

It should be noted that the purpose and scope of GIPS verification is to confirm that the
firm has complied with all the composite construction requirements of the Standards on a
firm-wide basis and the firm’s performance measurement processes and procedures are
designed to calculate and present performance results in compliance with the Standards
on a firm-wide basis, and are not to be seen as an attempt to confirm the appropriateness
of specific performance results presented. 

An investment management firm may choose to have a more detailed and specifically-
focused examination (or performance audit) of a specific composite presentation in addi-
tion to the verification provided in the Standards. A performance examination may be
conducted at the discretion of the firm only in addition to the verification set forth in the
Standards. Therefore, even if an investment management firm undertakes a performance
examination, the firm cannot make a claim of verification unless the entire firm has been
verified in accordance with the GIPS standards and has received a verification report from
a verifier. A Guidance Statement for Performance Examinations is being developed to
provide additional guidance on this subject.

When an investment management firm undertakes a performance examination of a spe-
cific composite in addition to the verification set forth in the Standards, the verifier natu-
rally has to perform additional procedures to determine the appropriateness of the rele-
vant composite performance presentation. 

Effective Date

This Guidance Statement was originally effective 13 March 2002 and was revised to reflect
the changes to the GIPS standards effective as of 1 January 2006. 

Verification and investment management firms are encouraged, but not required, to apply
this guidance prior to the original Effective Date of 13 March 2002; however, the original
guidance must be applied to all presentations that include performance for periods on
and after that date.

The revisions made to this guidance (effective 1 January 2006) must be applied to all pre-
sentations that include performance for periods after 31 December 2005.

Applications:

1. Is verification of a firm’s claim of compliance required?

No. The GIPS standards currently recommend that firms have a verification performed by
an independent third party. Verification is a firm-wide test of a firm’s compliance with cer-
tain requirements of the GIPS standards.

It should be noted that the GIPS standards state the following:  Verification is strongly
encouraged and is expected to become mandatory at a future date. The issue of manda-
tory verification will be re-evaluated by 2010 and the industry will be provided sufficient
time to implement any change.

2. Can a verification be performed on a composite or on an individual account or fund within
a composite?

No, only a firm may be verified. A verification report is issued for a firm, not for a com-
posite, fund or account. The Standards provide that a detailed performance examination
can be performed on an individual composite either after or in conjunction with a firm-
wide verification.

3. A firm’s management has decided to omit measures of dispersion from composite presenta-
tions due to the complexity of the calculations and the firm’s verifiers have agreed to sign a
verification report with an “except for” paragraph. The verifiers contend that as long as the
presentations disclose why this data is omitted, that the composites are presented in compli-
ance with the GIPS standards. Is this correct?



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

248

No. Provision 5.A.1.d requires that a composite’s performance presentation include a
measure of dispersion of individual portfolio returns for each annual period presented.
Only when the composite contains five or fewer portfolios for the full year is a measure of
dispersion not required to be presented. Firms may not omit required information from a
“GIPS compliant” presentation and remain “in compliance.” Firms must be in compliance
on a firm-wide basis and meet all the requirements of the Standards to claim compliance.
Firms cannot state they are in compliance “except for” certain provisions. If a firm does
not include all relevant required disclosures, as well as relevant presentation and report-
ing requirements in a composite presentation, the firm may not claim compliance with
the GIPS standards and a verifier cannot issue a verification report.

4. Our firm has been in compliance with the GIPS standards since 2000. We obtained a
verification from an independent verifier which covered the periods from 1995 through
31 December 2002. At what point does our verification “expire”?

It would be misleading for a firm to state that a verification has been performed without
specifying the appropriate time period covered by the verification. If your firm makes ref-
erence to the verification in the disclosures to a composite presentation, unless all time
periods presented have been verified, you must disclose which periods have been verified. 

While a verification does not expire after a certain period of time, a firm should consider
whether references to a verification that covers periods more than 24 months ago have
the potential to be misleading. 

5. What requirements must a verifier meet in order to be able to perform a GIPS verification?

Any third-party that is knowledgeable about the Standards, investment performance meas-
urement, portfolio accounting, and investment management and is independent from the
investment management firm may perform a verification; independent and knowledge-
able are the key words. The Guidance Statement on Verifier Independence discusses in
more detail the notion of independence. While firms are encouraged to conduct a “self-
check” of their compliance, perhaps by their internal audit department, this would not
constitute a verification: an investment management firm’s internal audit department is
not independent from the investment management firm.

4-11
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GUIDANCE STATEMENT ON VERIFIER INDEPENDENCE

Introduction

The GIPS standards define verification as the review of an investment management firm’s
performance measurement processes and procedures by an independent third-party “veri-
fier,” where the phrase “independent third-party” generally means that neither the verifi-
cation firm (or verifier) nor the investment management firm (also known as a verifica-
tion client) has a direct conflict of interest. A direct conflict of interest exists when an
independence issue between the investment management firm and the verification firm
cannot be managed effectively, i.e., the conflict is not “cured.” The purpose of this
Guidance Statement is to guide investment management firms and their (potential) verifi-
cation firms in the process of determining if independence issues exist between them.  

A verification firm is selected and appointed by the investment management firm; the
investment management firm must retain the ultimate responsibility for the decisions
made. The GIPS standards do not contain specific qualification requirements for a veri-
fier, other than the verifier must be an independent third party. The self-regulatory
nature of the GIPS standards necessitates a strong commitment to ethical integrity on the
part of the investment management firm as well as the verification firm. Verification pro-
vides substantial benefit not only to the investment management firm whose policies and
processes are verified, but also to the prospective investor relying on the performance
information presented by the investment management firm. 

This Guidance Statement serves as minimum guidance. It is not intended to replace or
supersede any applicable independence guidance for a verification firm that is subject to
its existing professional independence guidance. If any conflicts exist between this guid-
ance and the verification firm’s professional independence guidance, verification firms
must follow their professional independence guidance and disclose the conflict to the
investment management firm (verification client). 

Defining Independent

Defining the term “independent” is not a simple process. Crucial to the verification
process is the assumption by all interested parties that the verifier (for purposes of this
document, used interchangeably with verification firm or verification unit (of a
larger/parent firm)), performs its service in an unbiased manner and is not verifying
its own work. 

When considering a verification engagement, the investment management firm and the
verification firm must determine any known independence issues existing between the
two organizations. Both the investment management firm and the verification firm should
create their own policies and procedures that address independence. As part of its evalua-
tion process, each firm should consider policies and procedures used by the other organi-
zation to address independence. For example, if an investment management firm is con-
templating hiring a verification firm which offers additional products and services that the
investment management firm could or does utilize, the investment management firm
must understand how the verification unit achieves independence within the parent
organization as well as with the investment management firm. A verifier must disclose to

4-12
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the investment management firm the services known to the verifier that other units of the
verification firm may be providing to the investment management firm. During the
process of determining if any independence issues exist, both the investment manage-
ment firm and the verification firm should be cognizant of actual (existing in fact) as well
as perceived (potentially viewed as) independence issues. Each organization’s self-exami-
nation of independence should always keep in mind the following question: If a prospec-
tive client of the investment management firm places reliance on the verification firm’s
report, could the prospective client’s perception of the value of the verification report
potentially be changed if the prospective client knew about other existing relationships
between the investment management firm and the verification firm?

For verifiers that provide services in addition to verification services, it may prove difficult
for the verification unit to identify other services (especially highly sensitive or confiden-
tial services) provided to the investment management firm by other units of the verifica-
tion firm without input/notification from the investment management firm. However, the
investment management firm itself may be aware of services being provided by other units
of the verification firm to the investment management firm. The investment management
firm must then be responsible for deciding whether a service provided by the verification
firm – but unknown to its verification unit – results in an independence issue. 

Potential independence issues must be disclosed by the verification firm and the invest-
ment management firm to each other.  Additionally, because disclosure alone does not
“cure” the independence issue, the firms must then determine if the identified independ-
ence issues can be managed such that independence is achieved. It may be helpful for
both the verification firm and the investment management firm to consider independ-
ence as a continuum. At one extreme of the continuum is a verification firm with no rela-
tionships with the investment management firm. At the other extreme is a verification
firm with existing relationships with the investment management firm, such that if the
investment management firm’s verification were performed by the verification firm, the
independence issue could not be appropriately managed and independence not achieved.
The investment management firm and the verification firm must determine where their
relationship is on this continuum and if it is appropriate to proceed with the verification
engagement. 

The firms should document their conclusions. If the appointment of the verification firm
by the investment management firm continues beyond the initial verification, the firms
should reassess independence prior to each verification engagement.

Guiding Principles

• The verification firm and its employees must be independent from its verification
clients;

• The verification firm must consider any independence guidance for their profes-
sion, if applicable;

• To the best of their ability, the verification firm and the verification client (invest-
ment management firm) must consider their entire relationship when analyzing
potential independence issues;

• The verification firm has an obligation to discuss with the verification client their
analysis of potential independence issues and how they will be managed;

• The verification firm and the verification client must reach a conclusion regarding
the verification firm’s independence;

• Determining independence is the responsibility of both the verification client and
the verification firm; however, the verification client (investment management
firm) must retain the ultimate responsibility for the decisions made; and,

• Verifiers must not: 
� step into a management role, 
� undertake any management function or a decision-making role relative to the

implementation of and compliance with the GIPS standards, or
� be in a position to verify their own work.

4-12
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Assessment of Verifier Independence

In addition to verification services, verification firms may provide additional services and
products to its verification clients. The verification firm must be cognizant of its role as
advisor on issues relating to compliance with the GIPS standards, which may include being
a performance measurer to the verification client prior to the verification. Potential inde-
pendence issues should be mitigated; existing independence issues must be “cured.”
Because each situation is unique, the following are suggested considerations. While not
definitive, these considerations are provided to assist verification firms to more precisely
define the types of services and products that may result in a potential independence issue.

1. What services/products that a verification firm might provide to a verification client
should be considered when determining their status with regard to independence?

2. Are there other issues a verification firm should consider when determining their
status with regard to independence?

1. What services/products that a verification firm might provide to a verification client
should be considered when determining their status with regard to independence?

A verification firm can provide consulting to a verification client, including both GIPS-
and non-GIPS-related services. However, when the verification unit of the verification firm
provides GIPS-related services, members of the verification unit must not step into a man-
agement role or undertake any management function. Further, the verification unit must
not perform (or have performed in the past) any services which would result in their
reporting on their own work product and decisions or calling their own work into ques-
tion during the verification. While certain tasks may be outsourced to external service
providers, responsibility for the fair representation and full disclosure of a performance
presentation that adheres to the GIPS standards remains with the investment manage-
ment firm. 

Examples of services that, if performed by the verifier, may not create an independence
issue include:

• Participating as an advisor to the compliance project management team; 
• Participating in the identification of issues that hinder an investment management

firm’s compliance;
• Educating investment management firm personnel about the GIPS standards and

the compliance process;
• Providing advice on compliance issues as they arise as long as the advice does not

include making decisions on these issues for the investment management firm;
• Providing generic samples of client presentations;
• Providing compliance checklists;
• Providing formulas and calculation examples;
• Providing training on performance-related topics; and
• Reviewing results of performance-system conversion testing.

Examples of services that, if performed by the verifier, create or may create an independ-
ence issue include:

• Functioning as a member of the investment management firm’s compliance proj-
ect management team, with responsibility for performing management tasks (e.g.,
compositing portfolios, defining policies, etc.);

• Acting as the project manager for the investment management firm’s compliance
project management team, with management decision authority; 

• Making decisions about compliance issues for the investment management firm.
(The verifier should only offer suggestions and present options which the invest-
ment management firm may consider when making their decisions.); 

• Creating source data for the calculation of performance returns; 
• Providing templates for performance calculation, if the verification client does not

assume full responsibility for the calculation methodology;
• Assigning accounts to composites;
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• Collating or creating the underlying data required to calculate account-level
returns; 

• Calculating account-level returns; 
• Calculating composite-level returns;
• Preparing compliant presentations; 
• Establishing policies and procedures; and
• Functioning as a data warehouse for the performance data on behalf of the invest-

ment management firm. The verifier can maintain data duplicated for its own
purposes but this data must not serve as the investment management firm’s pri-
mary data source. 

2. Are there other issues a verifier should consider when determining their status with
regard to independence?

Other issues that are not directly related to verification services or GIPS compliance may
impact a verifier’s independence. For example, activities where the verification firm serves
as an advocate for the verification client may impair independence. A verifier should con-
sider their personal and financial relationships with their clients and consider whether
they are, in fact, independent or could be influenced by such relationships. Mere disclo-
sure of a personal or financial relationship does not “cure” the independence issue.

Effective Date

Verification and investment management firms must follow the principles discussed
herein for all verification engagements commencing after 1 January 2006.

Applications:

1. How much time and effort must the verification firm expend in order to identify all other
services provided to a verification client?

Both the verifier and the verification client need to expend such time as is reasonable for
them to, independently and jointly, satisfy themselves that none of the known relationships
between the two organizations will impair the independence of the verifier. This is a con-
tinuing joint obligation and does not just apply on the first appointment of the verifier.

From a practical point of view, the inclusion of the word “known” is an essential qualifier,
as both the verifier and verification client may have a business relationship which is confi-
dential to all but a selected few. For example, a verification firm may serve in an advisory
role in a corporate acquisition/sale, which would not be disclosed under any circum-
stances to the employees involved with the verification appointment of either the invest-
ment firm or the verification firm.

2. As defined in the Guidance Statement on Verifier Independence, what are “management
functions?”

In the context of this Guidance Statement, “management functions” are tasks and respon-
sibilities that are directly related to the GIPS-compliance process. Management functions
include, but are not limited to:

• Identifying all portfolios of the firm;
• Assigning accounts to composites;
• Determining firm definition;
• Determining discretion definition and/or status;
• Creating composite criteria;
• Establishing policies and procedures;
• Calculating account- and composite-level returns; and
• Preparing compliant composite presentations.

3. Is there a formal process for reporting conflicts of interest?

No, there is no formal process for reporting conflicts of interest. If a verifier determines
that a conflict of interest prevents them from accepting a verification engagement or con-
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tinuing to provide verification services to a client, the verification firm should inform the
client immediately of such conflict. The verifier and the client should also discuss if a
newly discovered conflict extends to historic periods, which may require that any previ-
ously issued verification reports be recalled, (i.e., the investment firm must cease making
any claims of verification for the period the conflict existed). If, in the future, the invest-
ment management firm is verified for that period by an independent third-party, the
investment management firm may again claim that it was verified for that period.

4. If the verification firm provides a spreadsheet template to a verification client to help in the
calculation of asset-weighted standard deviations for inclusion in a composite presentation,
does that create an independence issue?

Merely providing a spreadsheet template to a verification client that includes calculation
examples does not automatically create an independence issue, as long as the client
assumes full responsibility for the calculation methodology. 

5. Can a verification firm participate in the process of selecting a new performance measure-
ment system for a verification client?

Yes, as long as the verification firm’s assistance is limited to making recommendations and
suggestions, with the final decision being made solely by the verification client. The verifi-
cation firm must not receive any monetary or non-monetary compensation from the sys-
tems providers for their review or recommendation.

6. Can a verification firm participate in the process of implementing a new performance meas-
urement system for a verification client?

Yes, a verification firm may participate in the process of implementing a new performance
measurement system for a verification client, but the verification firm must be careful to
not undertake management functions. The verifier must not have final responsibility for
data conversion and reconciliation functions.

7. In addition to performing a firm-wide verification, our verifier also performs a Performance
Examination on one composite. The Performance Examination report will include a compli-
ant presentation for the one examined composite. Can the verifier produce the compliant
presentation for this composite?

The verifier may not assume the responsibility for creating or producing a composite pres-
entation for the investment management firm. The investment management firm must
first provide a compliant presentation to the verifier. Once the Performance Examination
is completed (based on the composite presentation provided by the investment manage-
ment firm), the verifier may reformat/redesign the data from the compliant presentation
in a separate document to be provided to the investment firm as part of its Performance
Examination Report. Simply performing word processing and duplication functions does
not impact the verifier’s independence.

8. Our investment management firm has used the same verification firm for the last five years.
We recently discovered that an employee of the verification firm is related to a portfolio man-
ager our firm hired this year. Will our firm be able to continue to use the verification firm
for our annual verification next year?

Both firms must take measures to ensure that the verification firm’s employee maintains
independence if that employee is used for the investment management firm’s verification.
If the employee is not a member of the verification unit, there may not be an issue.
However, if the employee is in charge of the verification project for the investment man-
agement firm and, for example, is the spouse of the recently-hired investment manager,
the independence issues must be evaluated. 

4-12
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GUIDANCE STATEMENT FOR 
WRAP FEE/SEPARATELY MANAGED ACCOUNT (SMA)

PORTFOLIOS

8.A. Wrap Fee/SMA Performance Presentation and Reporting — Requirements

The following are additional requirements for firms to follow when presenting wrap
fee/SMA performance to prospective wrap fee/SMA sponsors or wrap fee/SMA client
prospects (“wrap fee/SMA prospect”) and existing wrap fee/SMA sponsors or existing
wrap fee/SMA clients (“wrap fee/SMA client”) in compliance with the GIPS standards
(“Standards”).

8.A.1. For all wrap fee/SMA composite presentations that include periods prior to
the composite containing an actual wrap fee/SMA portfolio, the firm must
disclose, for each period presented, that the composite does not contain
actual wrap fee/SMA portfolios (i.e., that 0% or none of the composite port-
folios/assets are wrap fee/SMA portfolios). 

8.A.2. The firm must include the performance record of actual wrap fee/SMA port-
folios in appropriate composites in accordance with the firm’s established
portfolio inclusion policies. Once established, these composites (containing
actual wrap fee/SMA portfolios) must be used in the firm’s presentation to
wrap fee/SMA prospects.

8.A.3. When firms present performance to a wrap fee/SMA prospect, the composite
presented must include the performance of all appropriate, actual wrap
fee/SMA portfolios, if any, managed with similar investment objectives
and/or strategies, regardless of the wrap fee/SMA sponsor (resulting in a
“style-defined composite”).

8.A.4. When firms present performance to a wrap fee/SMA prospect, performance
must be shown net of the entire wrap fee.

8.A.5. When firms present composite performance to an existing wrap fee/SMA
sponsor, which includes only that sponsor’s wrap fee/SMA portfolios (result-
ing in a “sponsor-specific composite”):
• Firms must disclose the name of the wrap fee/SMA sponsor represented by

the sponsor-specific composite; and 
• If the sponsor-specific composite presentation is intended for the purpose of

generating wrap-fee business and does not include performance net of the
entire wrap fee, the presentation must disclose that the named sponsor-spe-
cific presentation is only for the use of the named wrap fee/SMA sponsor.

Introduction

The purpose of the GIPS standards is to create performance presentations that allow for
greater comparability of returns and increase the transparency of information provided to
prospective clients. While it is impossible to develop standards that cover every situation,
the GIPS standards provide a general framework that can be applied to many different cir-
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cumstances. It is important to remember the underlying principles of the Standards: fair
representation and full disclosure. 

In order to provide prospective clients with a variety of investment options, investment
management firms offer different types of investment products/services as well as fee
structures. One of these structures offers clients the ability to “bundle” one or more fees
incurred during the management of a portfolio (i.e., bundled fees). Bundled fees can
include any combination of management, trading, custody, and other administrative fees.
Two specific examples of bundled fees are the Wrap Fee and the All-In Fee (see Appendix
B for definitions of these terms). Wrap fee/SMA1 portfolios are unique and significantly
different from traditional brokerage or investment management relationships and, as a
result, additional guidance is necessary for firms managing wrap fee/SMA portfolios on
how to apply the GIPS standards. 

Application of the GIPS standards to Wrap Fee/SMA Portfolios

A number of complex issues relating to achieving fair representation and full disclosure
exist for a wrap fee/SMA investment manager to calculate, maintain, and present per-
formance results in compliance with the GIPS standards. These issues result in several
challenges, which include: 

• A single fee is charged by a “sponsor” for several combined services (e.g., advisory,
trading, custody, and other services).

� The investment management firm typically has no involvement in or knowl-
edge of the total fee that is charged by the wrap fee/SMA sponsor to individ-
ual wrap fee/SMA clients. The investment management firm typically has
knowledge of only the fees it receives for its investment management services.

� The GIPS standards require investment management firms to deduct trading
expenses from all performance. Because the total fee charged to wrap
fee/SMA portfolios is determined by the sponsor, a wrap fee is difficult, if
not impossible, for the investment management firm to separate into parts
in order to identify which portion is attributable to a specific service (e.g.,
20% of the wrap fee is attributable to custody fees, 60% of the wrap fee is
attributable to management fees, 5% is attributable to trading costs, 5% is
attributable to client reporting, etc.). 

• The investment management firm typically does not have a direct relationship
with the end user of its wrap fee/SMA investment management services, although
these portfolios are considered discretionary assets of the investment management
firm. Instead, multiple parties (at least an investment management firm, a broker or
sponsor, and an end user) are involved in this business model, with the wrap
fee/SMA sponsor serving as the intermediary between the investment management
firm and the end user of the investment services.  

� Investment management firms must have records to support performance
presented to satisfy law and regulations as well as the requirements of the
GIPS standards; however, wrap fee/SMA sponsors typically maintain under-
lying portfolio records and investment management firms may not have
access to those records.

� The investment management firm provides investment performance presen-
tations to wrap fee/SMA sponsors which may or may not be used by the wrap
fee/SMA sponsor for presenting to wrap fee/SMA prospects. 

� The investment management firm provides investment performance and
other information to prospective wrap fee/SMA sponsors that is used by the
sponsor to evaluate the investment management firm. The wrap fee/SMA
sponsor typically requires specific information from the investment manage-
ment firm that may or may not comply with the GIPS standards.

1For purposes of this guidance, the combined term “wrap fee/SMA” is used to describe these relationships and
portfolios.
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Scope of Guidance Statement on Wrap Fee/SMA Performance

This Guidance Statement clarifies and interprets the broader GIPS provisions, specifically
addressed from the perspective of the wrap fee/SMA investment management firm, and is
applicable to those GIPS-compliant investment management firms which have discre-
tionary portfolio management responsibility for wrap fee/SMA portfolios. This Guidance
Statement is not applicable to those investment management firms that provide model
portfolios to wrap fee/SMA sponsors, but have no discretionary portfolio management
responsibility for individual wrap fee/SMA portfolios. Similarly, an overlay manager in a
Multiple Strategy Portfolio (MSP) may also be excluded from this Guidance Statement if
they do not have discretionary management. This Guidance Statement is only applicable to
those firms that manage wrap fee/SMA portfolios; it is not applicable to those firms that
manage portfolios defined as other types of Bundled Fee portfolios. (See Appendix B.) 

While there are different types of wrap fee/SMA structures, this guidance is applicable to
all wrap fee/SMA portfolios where the fees are bundled and the wrap fee/SMA sponsor
serves as an intermediary between the investment management firm and the end user of
the investment services. This guidance does not impose any specific, additional require-
ments for an investment management firm to monitor the use of their performance infor-
mation once it has been provided to a third party; however, as in all situations where the
performance information of the investment management firm is distributed by a third
party, the firm should take appropriate measures to ensure that their performance is not
misrepresented or used in a misleading fashion. 

Key GIPS Provisions Specifically Applicable to Wrap Fee/SMA Performance

1.A. Input Data — Requirements

1.A.1. All data and information necessary to support a firm’s performance presen-
tation and to perform the required calculations must be captured and
maintained.

2.A. Calculation Methodology — Requirements

2.A.5. All returns must be calculated after the deduction of the actual trading
expenses incurred during the period. Estimated trading expenses are not
permitted. 

2.A.7. If the actual direct trading expenses cannot be identified and segregated
from a bundled fee:
a. when calculating Gross-Of-Fees Returns, returns must be reduced by the

entire Bundled Fee or the portion of the Bundled Fee that includes the
direct Trading Expenses. The use of estimated trading expenses is not
permitted.

b. when calculating Net-Of-Fees Returns, returns must be reduced by the
entire bundled fee or the portion of the Bundled Fee that includes the
direct Trading Expenses and the Investment Management Fee. The use of
estimated trading expenses is not permitted.

3.A. Composite Construction — Requirements

3.A.2 Composites must be defined according to similar investment objectives
and/or strategies. The full composite definition must be made available
upon request. 

4.A. Disclosures — Requirements

4.A.6. Firms must clearly label returns as Gross-Of-Fees or Net-Of-Fees.
4.A.12. Firms must disclose the fee schedule appropriate to the presentation.
4.A.13. If a composite contains portfolios with bundled fees, firms must disclose for

each annual period shown the percentage of composite assets that is bun-
dled fee portfolios.

4.A.14. If a composite contains portfolios with Bundled Fees, firms must disclose the
various types of fees that are included in the bundled fee. 4-13
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4.A.15. When presenting gross-of-fees returns, firms must disclose if any other fees
are deducted in addition to the direct trading expenses. 

4.A.16. When presenting net-of-fees returns, firms must disclose if any other fees are
deducted in addition to the investment management fee and direct trading
expenses.

Guiding Principles

It is important for investment management firms managing wrap fee/SMA portfolios to
consider the following guiding principles when determining the manner in which to
apply the GIPS standards to wrap fee/SMA portfolios:

• As specified in the GIPS standards (Introduction I.D.10.i.), firms are required to
comply with all applicable local laws or regulations. This includes the laws and
regulations relating to record keeping (e.g., having records to substantiate the
performance record), which can be difficult to satisfy for some wrap fee/SMA
investment management firms.

• The GIPS standards require the presentation of performance after the deduction
of actual trading expenses. The wrap fee itself may be difficult to segregate into its
component parts; however, the GIPS standards require the presentation of per-
formance after the deduction of the actual trading expenses. 

• Firms may wish to calculate performance history for presentation to wrap
fee/SMA prospects using the gross-of-fees performance results for non-wrap
fee/SMA portfolios managed to the same strategy reduced by the highest wrap fee
applicable to that product. This performance history can be presented in compli-
ance with the Standards since the performance of the investment strategy pre-
sented is based on actual assets under the firm’s management and satisfies the
underlying principles of fair representation and full disclosure. 

• The firm must not exclude the performance of actual wrap fee/SMA portfolios
when presenting performance to wrap fee/SMA prospects.

Definition of Firm

For purposes of claiming compliance, the GIPS standards define a firm as an investment
firm, subsidiary or division held out to the public (clients or potential clients) as a distinct
business entity. This entity is a unit, division, department, or office that is organizationally
and functionally segregated from other units, divisions, departments, or offices, retains
discretion over the assets it manages and should have autonomy over the investment deci-
sion-making process. Possible criteria that can be used to determine this include:

• Being a legal entity,
• Having a distinct market or client type (e.g., institutional, retail, private client, etc.),
• Using a separate and distinct investment process

Organizations that have both a non-wrap fee/SMA division (e.g., institutional, private client,
mutual fund, etc.) and a wrap fee/SMA division should examine the alternatives for defin-
ing the firm according to the above definition. These alternatives apply both to organiza-
tions that are just entering into the investment management industry as well as to those that
are simply expanding their operations to now incorporate wrap fee/SMA products. 

There are benefits and drawbacks that must be considered for each alternative definition.
Possible scenarios include:

1. Define the Entire Organization as the Firm and the Firm Claims Compliance with the GIPS
standards, or

2. Define the Divisions Separately with either
(a) The Non-Wrap Fee/SMA Division and the Wrap-Fee /SMA Division are Defined as

Separate Firms, and both claim compliance with the Standards, or
(b) The Non-Wrap Fee/SMA Division and the Wrap-Fee /SMA Division are Defined as

Separate Firms, and only one division claims compliance with the Standards 4-13
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1. Define the Entire Organization as the Firm and the Firm Claims Compliance with the GIPS
standards

The Standards recommend that investment management firms adopt the broadest, most
meaningful definition of the firm. If both the wrap fee/SMA and non-wrap fee/SMA divi-
sions are held out to the public as one entity, in order to meet the objectives of fair repre-
sentation and full disclosure, it is recommended that the entire organization, including
both non-wrap fee/SMA and wrap fee/SMA divisions, be defined as the as the firm for pur-
poses of compliance. The organization will likely benefit from this broad definition, since:

• Both the non-wrap fee/SMA and wrap fee/SMA portfolios are included in and
increase the firm’s total assets under management. 

• The firm has the option to combine wrap fee/SMA and non-wrap fee/SMA port-
folios managed to similar investment objectives and/or strategies in the same
composite provided additional required calculations and disclosures are made.

• Prior to the firm acquiring actual wrap fee/SMA portfolios, the firm can use the
historical, non-wrap fee/SMA gross-of-fees performance history, adjusted to
deduct the highest total wrap fee charged to the end user by the wrap fee/SMA
sponsor, in order to calculate a wrap fee/SMA performance history.  

However, the firm should also consider the following potential disadvantage of defining
the entire organization as the firm: If the firm includes wrap fee/SMA portfolios in a
composite that is presented to clients other than wrap fee/SMA prospects or wrap
fee/SMA clients, the firm must deduct the entire wrap fee from the performance of the
wrap fee/SMA portfolios, unless the firm is able to identify and deduct either actual trad-
ing expenses charged to wrap fee/SMA portfolios or the portion of the wrap fee that
includes actual trading expenses charged to wrap fee/SMA portfolios. 

2. Define the Divisions Separately

Organizations that choose to hold the divisions out to the public as separate and distinct
entities must define the divisions as separate firms for purposes of compliance. The claim
of compliance with the Standards may be made solely by either division or both divisions
may make the claim of compliance independent of the other. Firms claiming compliance
with the Standards may not show assets or performance of another firm except as supple-
mental information to an appropriate compliant presentation of the firm.

It is possible that the divisions of an organization may not be organizationally and func-
tionally separate or independent of each other, but because:

• their operations and functions are distinct within the organization, and 
• the divisions are held out to the public as distinct entities, 

the organization would be permitted to define one or both of the divisions as separate
firms for purposes of compliance.

Underlying Records

Firms have options for satisfying GIPS provision 1.A.1. “All data and information necessary to
support a firm’s performance presentation and to perform the required calculations must be captured
and maintained.”

Some firms do not maintain or have access to the data necessary to substantiate portfolio-
level performance. In order to satisfy the requirement of the GIPS standards, firms may
choose to:

• Place reliance on the performance calculated and reported by the wrap fee/SMA
sponsor. This can be done on either the aggregate level, effectively viewing the
wrap fee/SMA sponsor as a single portfolio, or on the underlying wrap fee/SMA
portfolio level. When relying on information provided by a third party (in this
instance the wrap fee/SMA sponsor), the firm claiming compliance with the
Standards must take the necessary steps to satisfy that the information provided by
the wrap fee/SMA sponsor can be relied on to meet the requirements of the
Standards. 4-13
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• Utilize “shadow accounting”2 to track the wrap fee/SMA portfolios on their in-
house performance measurement systems.

• Exclude the wrap fee/SMA division from the definition of the firm (see above). 

A firm claiming compliance with the Standards is responsible for its claim of compliance
and is responsible, as well, for reporting information in compliance with the Standards to
prospective clients. The firm must be sure that the performance provided by the wrap
fee/SMA sponsor can be used by the firm to satisfy the requirements of the GIPS stan-
dards or the firm must maintain separate/duplicate records at the firm level (which meet
the requirements of the Standards). Further, if the firm undertakes the verification
process, the wrap fee/SMA portfolios are subject to the same level of testing as all other
portfolios within the firm.

For periods beginning 1 January 2006, the firm must maintain or have access to support-
ing records for all portfolios included in a composite. The lack of records is not a reason
to classify these portfolios as non-discretionary. 

Constructing and Maintaining Composites for Wrap Fee/SMA Portfolios

While the same investment strategy can be employed by the investment management firm
for wrap fee/SMA and non-wrap fee/SMA portfolios, the delivery of information about
the strategy to the end user is what distinguishes wrap fee/SMA portfolios and necessitates
additional guidance for creating and maintaining composites that include wrap fee/SMA
portfolios.

In order for a firm claiming compliance with the GIPS standards to present results for a
specific strategy to wrap fee/SMA prospects that the firm historically managed for only
non-wrap fee/SMA portfolios, the firm must satisfy the following: 

(1) the firm definition must include both the wrap fee/SMA and non-wrap
fee/SMA assets,

(2) there were no wrap fee/SMA portfolios under management for the particular
strategy during the time periods for which the firm compiles the wrap fee/SMA
performance using only non-wrap fee/SMA portfolios, and 

(3) for all wrap fee/SMA composite presentations that include periods prior to the
composite containing an actual wrap fee/SMA portfolio, the firm must disclose,
for each period presented, that the composite does not contain actual wrap
fee/SMA portfolios (i.e., that 0% or none of the composite portfolios/assets are
wrap fee/SMA portfolios). This disclosure will be used by the firm prior to the
implementation of GIPS provision 4.A.13., which will be required once the com-
posite contains a wrap fee/SMA portfolio.

The firm may calculate a wrap fee/SMA performance history for a specific strategy by
using that strategy’s gross-of-fees, non-wrap fee/SMA composite history reduced by the
highest total wrap fee charged to the client (end user) by the wrap fee/SMA sponsor for
the strategy (product), resulting in net-of-fees wrap fee/SMA performance. 

It is up to the firm to determine the appropriate highest wrap fee to deduct. This highest
wrap fee should be obtained from the prospective wrap fee/SMA sponsor and should be
comparable for the investment style or strategy of the wrap fee/SMA composite. “Pure”
gross-of-fees performance (i.e., gross of all expenses, including trading expenses) is only
permitted as supplemental information to a compliant presentation. It is recognized that
when starting with the gross-of-fees, non-wrap fee/SMA composite history, the gross-of-
fees performance already reflects the deduction of actual trading expenses incurred. By
then reducing the composite performance by the highest total wrap fee, which includes a
portion attributable to trading expenses, performance will reflect the deduction of trad-

4-13

2“Shadow accounting” is considered the process of maintaining investment performance records for each
account that enables an investment management firm to determine beginning and end of reporting period val-
ues and cash flows.
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ing expenses two times (actual and portion of highest wrap fee). If the firm can identify
the portion of the highest total wrap fee attributable to trading expenses, the firm may
first calculate performance reflecting the deduction of both actual trading expenses and
the highest wrap fee; the firm may then increase this result by the identifiable portion of
the wrap fee attributable to trading expenses in order to compute a net-of-fees return.

Beyond building an initial track record for presentation to wrap fee/SMA prospects, the
investment management firm must consider whether it will revise its wrap fee/SMA com-
posite history as it accumulates an actual wrap fee/SMA performance record. Once a firm
acquires one or more wrap fee/SMA portfolios for management, the firm must include
the performance of the actual wrap fee/SMA portfolio(s) in an appropriate composite in
accordance with the firm’s established portfolio inclusion policies. The firm must deter-
mine if it will combine wrap fee/SMA portfolios in a composite with non-wrap fee/SMA
portfolios with the same strategy, or if it will have separate composites for non-wrap
fee/SMA portfolios. 

The firm has three options to consider:

1. Keep the calculated history, redefine the composite to include only actual wrap
fee/SMA portfolios going forward, and include relevant disclosures; 

2. Continue to include the ongoing performance of the non-wrap fee/SMA portfo-
lios and combine this with actual wrap fee/SMA portfolios; or,

3. Create a new composite to represent only actual wrap fee/SMA portfolios. The
new composite will reflect a recent composite creation date. The non-wrap
fee/SMA calculated composite will be discontinued, and must be shown as a dis-
continued composite on the firm’s list of composites for at least five years after
discontinuation.

The firm must not exclude the performance of actual wrap fee/SMA portfolios from the
appropriate composite(s). When presenting wrap fee/SMA performance to wrap fee/SMA
prospects, the firm must choose one of the three options listed above. 

Firms must not redefine a composite on a retroactive basis, according to the Guidance
Statement on Composite Definition. Once the firm includes non-wrap fee/SMA portfolios in
the wrap fee/SMA composite history, the firm must not retroactively strip those portfolios
out of the composite in order to create a “Wrap Fee/SMA Only” composite history. 

Performance Presentation

Depending on the recipient of the presentation, the Standards have different requirements
for presenting wrap fee/SMA performance results. Specifically, most wrap fee/SMA spon-
sors need different statistics and disclosures than retail investors. These differences result in
separate requirements depending on the audience being presented the composite results.
The investment management firm may provide its performance to wrap fee/SMA prospects
to generate new business or may provide its performance to existing wrap fee/SMA spon-
sors to generate additional business.

Wrap Fee/SMA Results for Wrap Fee/SMA Prospects (the 1st time the firm presents performance to a
wrap fee/SMA prospect to obtain new business)

When presenting performance to a wrap fee/SMA prospect, performance must be shown
net-of-fees (i.e., the entire wrap fee). Firms may also present gross-of fees and/or “pure”
gross-of-fees returns as additional and/or supplemental information.3

The GIPS standards require firms to define composites according to similar investment
objectives and/or strategies. In order to facilitate the comparability of performance
results and prevent firms from cherry-picking their best performing portfolios for presen-
tation, investment management firms must group all appropriate wrap fee/SMA portfo-

4-13 3See the Guidance Statement on the Use of Supplemental Information at www.cfainstitute.org.
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lios in a composite according to the same investment style or strategy (creating a style-
defined composite) regardless of the wrap fee/SMA sponsor.4 If the firm has no actual
wrap fee/SMA portfolios under management for the specified strategy, this style-defined
composite will be composed of only non-wrap fee/SMA portfolios managed to the speci-
fied strategy, using the gross-of-fees performance results reduced by the highest wrap fee
applicable to that strategy. 

Once the firm has actual wrap fee/SMA portfolios under management, the firm has two
options for composite construction. 

1. If the firm chooses to define its composites to include only actual wrap fee/SMA
portfolios going forward, the style-defined composite will consist of portfolios
from all wrap fee/SMA sponsors that are managed to the specified strategy.

2. If the firm chooses to continue to combine the ongoing performance of the
non-wrap fee/SMA portfolios and actual wrap fee/SMA portfolios in the same
composite, the style-defined composite will consist of the continuing non-wrap
fee/SMA portfolios as well as all wrap fee/SMA portfolios managed to the speci-
fied strategy, regardless of the wrap fee/SMA sponsor.

Regardless of the firm’s composite construction choice, this style-defined composite must be
presented to wrap fee/SMA prospects in order to demonstrate a full and fair picture of the
firm’s ability to manage wrap fee/SMA portfolios in the defined style. Firms may choose to
present additional and/or supplemental information demonstrating the firm’s ability to
manage portfolios for a specific wrap fee/SMA sponsor or group of wrap fee/SMA sponsors. 

When an investment management firm that claims compliance with the GIPS standards
prepares a performance report to be provided to prospective wrap fee/SMA clients
(either directly by the investment management firm or through the wrap fee/SMA spon-
sor) performance must be prepared net-of-fees reflecting the actual wrap fee or the high-
est wrap fee charged to clients by the wrap fee/SMA sponsor. The investment manage-
ment firm may prepare additional information as requested by the wrap fee/SMA sponsor
consistent with the ethical principles of the Standards. 

Wrap Fee/SMA Results for Existing Wrap Fee/SMA Sponsors For the Purpose of Generating
Additional Business (once an agreement is established with a wrap fee/SMA sponsor) 

When reporting performance to an existing wrap fee/SMA sponsor for the purpose of
generating additional investment management business, the firm may choose whether to
show returns on a gross-of-fees or net-of-fees basis. (Firms may also present “pure” gross-
of-fees returns as supplemental information.) However, as described above, all presenta-
tions that are prepared by the investment management firm and will be provided to
prospective wrap fee/SMA clients must be presented net-of-fees reflecting the actual wrap
fee or the highest wrap fee charged to clients by the wrap fee/SMA sponsor. 

When an investment management firm is reporting the performance of a wrap fee/SMA
program to an existing wrap fee/SMA sponsor, there is a need to report how the firm has
performed managing a particular program or “product” for that individual wrap fee/SMA
sponsor. The investment management firm may report the performance of the composite
that includes only the portfolios managed for that wrap fee/SMA sponsor. Similar to the
concept of existing client reporting, an investment management firm may choose to cre-
ate a smaller “composite” consisting only of the portfolios managed for the wrap fee/SMA
sponsor in order to present to that sponsor the performance of their own wrap fee/SMA
product. Provided all the requirements of the Standards are met on a firm-wide basis, the
sponsor-specific “composite” presentation may include the claim of compliance. The
investment management firm must reflect the name of the existing wrap fee/SMA spon-

4-13
4The Standards require firms to include all fee-paying discretionary portfolios in at least one composite. In this
way, firms cannot “cherry-pick” their best performing portfolios to present to prospective clients.
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sor in the sponsor-specific compliant presentation. Further, if the presentation does not
include net-of-fees returns, the investment management firm must include a prominent
disclosure stating that the sponsor-specific composite presentation is only for the use of
the named wrap fee/SMA sponsor. 

The Use of Aggregate Information

The use of aggregate information for performance and performance-related reporting
purposes is permitted. A firm may choose to rely on and report aggregate information
obtained from the wrap fee/SMA sponsor, effectively viewing the sponsor as a single port-
folio. For example, at year-end, if a firm is managing 1,000 underlying wrap fee/SMA
portfolios for one sponsor, and the firm effectively views the sponsor as a single portfolio,
the firm may choose to report “1” or “≤5” for the number of portfolios in the composite.
The Standards provide that the firm is not required to disclose the number of portfolios if
there are five or fewer portfolios in the (wrap fee/SMA) composite.

Alternatively, the firm may chose to rely on the underlying portfolios of each sponsor, and
the performance and performance-related information presented will reflect the individ-
ual wrap fee/SMA portfolios (end users). Using the example above, the firm will report
“1000” for the number of portfolios in the composite.

Calculating Gross-of-Fee and Net-of-Fee Returns for Wrap Fee/SMA Composites

The Standards require that performance is to be calculated net of actual trading
expenses. For wrap fee/SMA portfolios, this concept is not so easily applied, because the
wrap fee itself may be difficult, if not impossible, to segregate into its component parts. In
some cases, the actual fees charged to each wrap fee/SMA portfolio are not available. See
examples of calculations in Appendix C.

Calculating Performance For Composites That Include Wrap Fee/SMA Portfolios To Be Presented To
a Wrap Fee/SMA Prospect (the 1st time performance is shown to obtain new business)

When calculating performance to be presented to a wrap fee/SMA prospect, perform-
ance must be reduced by the entire wrap fee in order to compute a net-of-fees return.
This reduction is applicable to all wrap fee/SMA portfolios in the composite as well as any
non-wrap fee/SMA portfolios in the composite. The net-of-fees requirement for Wrap
Fee/SMA Prospects is applicable regardless of whether the firm can determine the portion
of the wrap fee that includes trading expenses.

Calculating Performance For Composites That Include Wrap Fee/SMA Portfolios To Be Presented To
Existing Wrap Fee/SMA Sponsors For the Purpose of Generating Additional Business (once an agree-
ment is established with a wrap fee/SMA sponsor) 

When calculating performance to be presented to an existing wrap fee/SMA sponsor, per-
formance can be calculated (and presented) either gross- or net-of-fees. These calcula-
tions can be difficult to compute for wrap fee/SMA portfolios because the wrap fee can-
not be broken into its components. 

Therefore, in cases where the trading expenses cannot be identified and segregated from
a total wrap fee, either the entire wrap fee or the portion of the wrap fee containing the
trading expenses must reduce the gross-of-fees and net-of-fees returns. In these cases, cus-
tody and other administrative fees might be included in (reduce) the gross-of-fees and
net-of-fees returns. Firms may find that the gross-of-fees return is equal to the net-of-fees
return. 

If firms can identify these other fees and expenses, firms are permitted to add back any
fees and expenses except for the trading expenses for gross-of-fees returns and any may
add back any fees and expenses except for the trading expenses and investment manage-
ment fees for net-of-fees returns.

In order to assist prospective clients and their understanding of the fees charged in these
situations, when presenting gross-of-fees returns, firms must disclose if other fees are
deducted in addition to the direct trading expenses. When presenting net-of-fees returns,4-13
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firms must disclose if any other fees are deducted in addition to the investment manage-
ment fee and trading expenses. 

Calculating an Internal Risk Measure for a Wrap Fee/SMA Composite

The GIPS standards require all presentations to include a measure of dispersion of portfo-
lio returns, considering only those portfolios that have been included in the composite
for the full year. Firms are encouraged to maintain the individual (end user) portfolio-
level returns, which will facilitate the computation of the required measure of dispersion
(and number of portfolios within the composite).

An investment management firm may choose to view the aggregate performance informa-
tion reported by a wrap fee/SMA sponsor as a single portfolio. This measure of dispersion
considers the sponsor-level returns, not the portfolio-level returns that are consolidated in
the sponsor-level returns.  The Standards provide that the firm is not required to disclose a
measure of composite dispersion if there are five or fewer portfolios in the (wrap fee/SMA)
composite.

Supplemental/Additional Information

The GIPS standards recommend that firms present information that supplements the
required compliant presentation that will assist clients to interpret the record. With
regard to presenting wrap fee/SMA performance to wrap fee/SMA prospects, firms are
required to show net-of-fees performance results; however, they are permitted to show
“additional information” in the form of gross-of-fees results (i.e., reduced by trading
expenses) as well as “supplemental information” in the form of “pure” gross-of-fees results
(i.e., gross of all expenses, including trading expenses). See the Guidance Statement on
the Use of Supplemental Information as well as the sample presentations provided in
Appendix A. 

Effective Date

The Effective Date of this Guidance Statement is 1 January 2006. Firms currently coming
into compliance are encouraged to apply this guidance to all periods. Firms are also
encouraged to apply this guidance prior to the effective date; however, this guidance must
be applied for all performance periods beginning 1 January 2006.

For periods prior to the effective date of 1 January 2006, the firm may link non-compliant
performance to their ongoing performance record, provided the firm discloses the peri-
ods of non-compliance and explains how the presentation is not in compliance with the
GIPS standards. As with all aspects of complying with the GIPS standards, a firm must
meet any regulatory requirements, including those related to recordkeeping.

Applications

1. The Standards require the disclosure of a fee schedule that is appropriate to the presentation.
As an investment management firm managing wrap fee/SMA portfolios, we maintain a fee
schedule that is between us and the SMA sponsor. The SMA sponsor has a fee schedule that
is between the SMA sponsor and the end client. Which fee schedule should be presented? 

In all instances, if the composite presentation will or may be presented to a prospective
client that is an end user of investment management services, the appropriate fee sched-
ule to present is the one that reflects the total wrap fee that will be charged by the SMA
sponsor to the end user. 

If the composite presentation is provided only to a prospective SMA sponsor (and will not
be used to market to an end user), the fee schedule may reflect the investment manage-
ment firm’s portion of the total wrap fee (the fee schedule between the investment man-
agement firm and the SMA sponsor). Additional information about other fee schedules
may be presented as supplemental information.

2. When reporting performance to a specific wrap fee/SMA sponsor with whom our firm
has entered into a sponsor agreement, we report the performance of that sponsor’s portfo- 4-13
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4-13

lios (managed to the same strategy) since the inception of our relationship with the spon-
sor in a composite. May we link the performance of the sponsor-specific results to our his-
torical, style-defined wrap fee/SMA composite track record, which includes the combined
historical performance of all wrap fee/SMA portfolios managed in the same style, regard-
less of sponsor?

Yes, sponsor-specific wrap fee/SMA composite results may be linked to the historical per-
formance of a style-defined composite (which could also include the performance of
non-wrap fee/SMA portfolios managed in the same style reduced by the highest total
wrap fee). 

3. When reporting performance to a wrap fee/ SMA prospect, may we present sponsor-specific
composite performance from an existing wrap fee/SMA sponsor?

When presenting performance to a wrap fee/SMA prospect, the firm must present a
style-defined composite in order to demonstrate a full and fair picture of the firm’s
ability to manage all wrap fee/SMA portfolios in the defined style. Firms may choose to
present additional and/or supplemental information demonstrating the firm’s ability
to manage portfolios for a specific wrap fee/SMA sponsor or group of wrap fee/SMA
sponsors.

4. Does this guidance mean we have to control how a wrap fee/SMA sponsor uses our firm’s
presentations? What if the sponsor delivers our sponsor-specific wrap fee/SMA gross-of-fees
composite performance to a wrap fee/SMA prospect?

No; this guidance does not impose any specific, additional requirements for an investment
management firm to monitor the use of their performance information once it has been
provided to the wrap fee/SMA sponsor; however, as in all situations where the perform-
ance information of the investment management firm is distributed by a third party, the
firm should take appropriate measures to ensure that their performance is not misrepre-
sented or used in a misleading fashion. 

5.Our firm manages both institutional and SMA portfolios. As of 1 January 2000, we began
to claim compliance with the GIPS standards for our institutional portfolios. Given the guid-
ance provided for wrap fee/SMA portfolios, we do not believe we can currently meet the
requirements of the GIPS standards for our wrap fee/SMA portfolios. Can we continue to
exclude our wrap fee/SMA portfolios from our GIPS-compliant firm, so we may continue to
claim compliance for our institutional portfolios?

The answer depends on how the firm holds itself out to the public. For purposes of claim-
ing compliance, the GIPS standards define a firm as an investment firm, subsidiary or divi-
sion held out to the public (clients or potential clients) as a distinct business entity. This
entity is a unit, division, department, or office that is organizationally and functionally seg-
regated from other units, divisions, departments, or offices and retains discretion over the
assets it manages and should have autonomy over the investment decision-making process.
Possible criteria that can be used to determine this include:

• Being a legal entity,
• Having a distinct market or client type (e.g., institutional, retail, private client, etc.),
• Using a separate and distinct investment process

In the situation described, provided the non-wrap fee/SMA division satisfies the definition
of the firm guidance above, it is possible for the organization to separately define its insti-
tutional division as a distinct business entity that excludes its wrap fee/SMA division from
its claim of compliance. This would not automatically jeopardize the organization’s claim
of compliance with the GIPS standards. If the non-wrap/SMA (institutional) portfolio
managers also manage the wrap fee/SMA portfolios, this structure would not necessarily
prevent the firms from being separately defined. The firm should consider that it may not
show performance from the wrap fee/SMA division (except as supplemental information
to its institutional track record). For more information on supplemental information,
please review the Guidance Statement on the Use of Supplemental Information.
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6. We manage SMA portfolios for approximately 45 SMA sponsors. We are able to maintain
satisfactory supporting records for 44 of those 45 SMA sponsors. For one SMA sponsor, we
are not able to obtain what we consider to be adequate supporting records. We intend to
exclude them from our firm’s assets and definition of the firm, and claim compliance for the
remainder of our SMA business (the other 44 SMA sponsors). Can we do so?

The concept of compliance with the GIPS standards must be applied on a firm-wide basis.
While there is some flexibility in defining a firm, an organization may not choose to
exclude a portion of its assets from its firm definition simply because it cannot satisfy the
recordkeeping requirements of the Standards. 

That said, one troublesome wrap fee/SMA sponsor would not, in all cases, prevent the
firm from claiming compliance. The firm should consider the records that are available
for that wrap fee/SMA program and assess whether the firm can place reliance on the
records that are maintained. In many instances, some records are available for all portfo-
lios — such as trading records and summary information — regardless of wrap fee/SMA
sponsor. Acknowledging that the level of detail may not be ideally what the firm would
like to have, the firm may be able to determine that the minimal records available are
enough to satisfy the firm’s recordkeeping requirements, enabling it to meet the GIPS
standards. 

7. Our firm currently manages wrap fee/SMA accounts. We will not be able to comply with the
GIPS standards for SMA portfolios as of 1 January 2006. We believe we will be able to com-
ply with GIPS for our SMA portfolios as of 1 January 2008. Can we begin to claim compli-
ance with GIPS for our SMA portfolios as of 1 January 2008?

Firms that manage SMA portfolios and wish to claim compliance with the GIPS standards
must comply with the GIPS standards as of 1 January 2006, at a minimum. If the invest-
ment management firm is not able to claim compliance as of this date, they must wait
until they have a minimum 5-year track record which complies with the GIPS require-
ments before claiming compliance. 

8. We manage small cap portfolios for three sponsors, using the same strategy. We place
reliance on each sponsors’ aggregate information effectively viewing each sponsor as a single
portfolio. When reporting performance of the style-defined composite, how should we report
number of accounts and the measure of internal dispersion?

If the firm is relying on the three sponsors’ aggregate information for disclosure and per-
formance reporting purposes, the number of accounts could be reported either as 3 or
five or fewer (≤ 5). The firm could report a measure of dispersion using the annual
returns from each of the three sponsors, or could choose to not present the disclosure
and report five or fewer portfolios (≤ 5) in the composite.

9. I would like to present gross-of-fees returns for a sponsor-specific composite which contains
only actual wrap fee/SMA portfolios to an existing wrap fee/SMA sponsor. I know the
entire wrap fee (150 Basis Points) as well as the investment management fee (50 Basis
Points) that is included in the wrap fee. This leaves the “portion of the bundled fee con-
taining trading expenses” equal to 100 Basis Points. Can I add back the 50 basis points
(investment management portion of the total wrap fee) to calculate a more accurate gross-
of-fees return?

The guidance provides that when calculating gross-of-fees performance for composites
that include wrap fee/SMA portfolios to be presented only to existing wrap fee/SMA
clients, firms may add back any fees and expenses they can identify within the wrap fee
except for the trading expenses. When presenting gross-of-fees returns, the GIPS stan-
dards require firms to disclose if other fees are deducted in addition to the trading
expenses. (See GIPS provision 4.A.15.) The investment management firm must also
reflect the name of the existing wrap fee/SMA sponsor in the sponsor-specific compliant
presentation. Further, if the presentation does not include net-of-fees returns, the invest-
ment management firm must include a prominent disclosure stating that the sponsor-
specific composite presentation is only for the use of the named wrap fee/SMA sponsor. 4-13
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In this situation, the firm should start with a net-of-fees performance return (which
reflects or is reduced by the total wrap fee of 150 basis points). Because 50 basis points
of the total 150 basis point wrap fee are attributable to the investment management
fee, the remaining 100 basis points includes among other expenses, those directly
attributable to trading expenses. The firm may add back the 50 basis point investment
management fee to the net-of-fees performance results to compute a gross-of-fees per-
formance return.

4-13
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APPENDIX A

Sample 6 Investments

Large Cap SMA Composite

1 January 1993 through 31 December 2003

“Pure” XYZ As of 31 December 
Net Gross Index Internal Composite % of Firm 

Return Return* Return Dispersion Number of Assets Assets % of SMA
Year (%) (%) (%) (%) Portfolios ($ millions) (%) Portfolios

2003 13.89 16.42 15.99 0.7 1,834 2,125 14 100
2002 -16.77 -14.22 -21.51 1.1 1,730 2,130 15 100
2001 -12.00 -9.45 -11.71 1.0 1,631 2,141 14 100
2000 4.59 7.12 6.08 1.2 1,532 2,127 14 100
1999 11.63 14.22 12.75 0.9 1,428 2,116 11 100
1998 14.45 17.01 14.68 0.8 35 1,115 12 0
1997 25.48 28.02 29.98 1.0 32 1,110 13 0
1996 20.47 23.00 21.99 1.1 26 990 12 0
1995 38.39 41.01 37.01 0.9 24 975 15 0
1994 -2.67 -0.11 -0.62 0.8 18 870 14 0
1993 16.47 19.02 18.64 0.7 17 766 16 0

*Beginning 1 January 1999, “pure” gross-of-fees returns do not reflect the deduction of any
expenses, including trading costs. “Pure” gross-of-fees returns are supplemental to net returns.
See note 3. 

Sample 6 Investments has prepared and presented this report in compli-
ance with the Global Investment Performance Standards (GIPS®).

1. Sample 6 Investments is an independent investment advisor registered under the
Investment Advisers Act of 1940.

2. Beginning 1 January 1999, the Large Cap SMA Composite (Composite) includes all sepa-
rately managed (wrap) portfolios benchmarked to the XYZ Index. Performance results
from 1993 through 1998 are those of the Large Cap Institutional Composite. The
Composite was created in December 1998. A complete list and description of firm compos-
ites is available upon request.

3. Portfolio returns are calculated monthly, using the Modified Dietz method. Portfolios are
revalued for any cash flow that exceeds 10% of the portfolio’s market value. Pure gross
returns from 1999 through 2003 do not reflect the deduction of any trading costs, fees or
expenses. “Pure” gross returns from 1993 through 1998 reflect the deduction of trading
costs. The SMA fee includes all charges for trading costs, portfolio management, custody,
and other administrative fees. Net returns are calculated by subtracting the highest appli-
cable SMA fee (2.50% on an annual basis, or 0.625% quarterly) on a quarterly basis from
the gross Composite quarterly return. Monthly Composite returns are calculated by weight-
ing each account’s monthly return by its relative beginning market value. All returns are
expressed in U.S. dollars. Additional information regarding policies for calculating and
reporting returns is available upon request. 

4. The XYZ Index returns are provided to represent the investment environment existing
during the time periods shown. For comparison purposes, the index is fully invested and
includes the reinvestment of income. The returns for the index do not include any trading
costs, management fees or other costs.

5. The dispersion of annual returns is measured by the equal weighted standard deviation of
portfolio returns represented within the Composite for the full year. 

6. Past performance is not an indicator of future results. The standard fee schedule in effect
is as follows: 2.50% on total assets. 
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Supplemental Information

“Pure” Net Return (%) Net Return (%)
Year Gross Return (%) Assuming 3% SMA Fees Assuming 2% SMA Fees

2003 16.42 13.45 14.39
2002 -14.22 -17.20 -16.19
2001 -9.45 -12.47 -11.44
2000 7.12 4.02 5.12
1999 14.22 11.11 12.12
1998 17.01 13.98 14.99
1997 28.02 24.95 26.03
1996 23.00 20.01 20.99
1995 41.01 37.99 39.02
1994 -0.11 -3.21 -2.10
1993 19.02 16.01 17.00

Sample 7 Asset Management Company

Small Cap SMA Composite

January 1, 1993 through December 31, 2004
As of December 31

Net Small-Cap Internal Number Composite % of Firm 
Return Index Dispersion of Assets Assets % of SMA 

Year (%) Return (%) (%) Portfolios ($ millions) (%) portfolios

2004 10.0 8.9 0.8 583 1432 17 100
2003 -8.9 -15.4 0.7 573 1324 14 100
2002 6.7 7.6 1.1 563 1243 15 100
2001 -4.5 3.5 1.0 553 976 14 100
2000 11.0 2.6 1.2 503 890 14 100
1999 14.6 14.9 0.9 433 789 11 50
1998 -3.7 -7.3 0.8 333 654 12 40
1997 14.6 10.9 1.0 233 633 13 30
1996 19.1 14.3 1.1 133 300 12 25
1995 2.3 3.7 0.9 23 162 15 20
1994 -1.6 0.7 0.8 13 120 14 0
1993 12.7 13.4 0.7 3 25 16 0

Sample 7 Asset Management Company has prepared and presented
this report in compliance with the Global Investment Performance
Standards (GIPS®).

1. Sample 7 Asset Management Company is an independent investment advisor registered
under the Investment Advisers Act of 1940.

2. Beginning January 1, 2000, the Small Cap SMA Composite (Composite) includes all sepa-
rately managed (wrap) portfolios benchmarked to the XYZ Index and sponsored by Sparky
Sponsor, Inc. Performance results from 1995 through 1999 are those of Sample 7’s Small
Cap Institutional Composite and small-cap wrap portfolios managed for Sparky Sponsor.
Performance results from 1993 and 1994 are the Small Cap Institutional Composite. The
Composite was created in August, 2000. A complete list and description of firm composites
is available upon request.

3. Portfolio returns are calculated monthly, using the Modified Dietz method. Portfolios are
revalued for any cash flow that exceeds 10% of the portfolio’s market value.  The SMA fee
includes all charges for trading costs, portfolio management, custody, and other adminis-
trative fees. Net returns are calculated by subtracting the highest applicable SMA fee
(2.50% on an annual basis, or 0.625% quarterly) on a quarterly basis from the gross quar-
terly return. Monthly Composite returns are calculated by weighting each account’s
monthly return by its relative beginning market value. All returns are expressed in U.S.
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dollars. Additional information regarding policies for calculating and reporting returns is
available upon request. 

4. The XYZ Index returns are provided to represent the investment environment existing
during the time periods shown. For comparison purposes, the index is fully invested and
includes the reinvestment of income. The returns for the index do not include any trading
costs, management fees or other costs.

5. The dispersion of annual returns is measured by the equal weighted standard deviation of
portfolio returns represented within the Composite for the full year. 

6. Past performance is not an indicator of future results. The standard fee schedule in effect
is as follows: 2.50% on total assets. 

APPENDIX B

Excerpt from GIPS Glossary:

Bundled Fee A fee that combines multiple fees into one “bundled” fee. Bundled Fees
can include any combination of management, transaction, Custody, and
other Administrative Fees. Two specific examples of Bundled Fees are
the wrap fee and the all-in fee.

All-in Fee Due to the universal banking system in some countries, asset
management, brokerage, and Custody are often part of the
same company. This allows banks to offer a variety of choices
to customers regarding how the fee will be charged.
Customers are offered numerous different fee models in
which fees may be bundled together or charged separately.
All-in fees can include any combination of Investment
Management, Trading Expenses, Custody, and other
Administrative Fees.

Wrap Fee Wrap fees are specific to a particular investment product. The
U.S. Securities and Exchange Commission (SEC) defines a
wrap fee account (more commonly known as a Separately
Managed Account) as “any advisory program under which a
specified fee or fees not based upon transactions in a client’s
account is charged for investment advisory services (which
may include portfolio management or advice concerning the
selection of other investment advisers) and execution of
client transactions”. A typical separately managed account has
a contract or contracts (and fee) involving a sponsor (usually
a broker or independent provider) acting as the investment
advisor, an investment management firm typically as the sub-
advisor, other services (custody, consulting, reporting, per-
formance, manager selection, monitoring, and execution of
trades), distributor, and the client (brokerage customer).
Wrap fees can be all-inclusive, asset-based fees (which may
include any combination of management, transaction, cus-
tody, and other Administrative Fees). 
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4-134-13

APPENDIX C

Examples of Gross-of-Fees and Net-of-Fees Calculations

Presenting to Current 
Wrap Fee/SMA Sponsors and Presenting to Prospective 

Clients (Can and choose to Wrap Fee/SMA Sponsors
Non-Wrap unbundle wrap fee) and Clients 

Return on Assets Return on Assets (“Pure Gross”)** Return on Assets 
(“Pure Gross”)**

– Trading Expenses – Portion of Wrap Fee that 
includes Trading Expenses that 
can be segregated

Gross-of-Fees Return Gross-of-Fees Return – Highest Wrap Fee
Or

– Investment Management Fee – Portion of Wrap Fee that – Actual Wrap Fee
includes IM Fee that can be 
segregated-

Net-of-Fees Return Net-of-Fees Return 
– Administrative Fee – Remaining portion of wrap 

fee (if any)

Gross-of-Fees Return
and

Client Return* Client Return* Net-of-Fees Return
and

Client Return *

* The Client Return is not required by the GIPS standards and is presented here as additional information that
may be helpful for existing clients.

** While the “pure gross” return is not required or recommended by the GIPS standards, it can be shown as sup-
plemental information.
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4-14QUESTIONS AND ANSWERS 
ON THE REVISED GIPS STANDARDS

(EFFECTIVE 1 JANUARY 2006)

Effective Dates and Implementation

1. We currently comply with the GIPS standards. Please explain when we must comply with
the revised version of the GIPS standards (adopted February 2005).

A firm that claims compliance with the GIPS standards must comply with all of the
requirements of the revised version of the GIPS standards by their effective date – 1
January 2006. Earlier adoption of the revised version of the GIPS standards is encouraged.
All presentations that include performance results for periods after 31 December 2005
must meet all the requirements of the revised version of the GIPS standards. Performance
presentations that include results only up to 31 December 2005 may be prepared in com-
pliance with the previous version of the GIPS standards. 

2. We have claimed compliance with the GIPS standards since 2000. Do we need to disclose
which version of the GIPS standards we complied with, and for which periods?

The GIPS standards are not a static set of requirements and recommendations. The GIPS
standards will evolve over time and are scheduled for revision every 5 years. However, the
Standards will always be known as the “GIPS standards.” There is no need to refer to
which version of GIPS standards the firm has followed throughout time.

Reciprocity

3. We currently claim compliance with the AIMR-PPS standards and first claimed compliance
in 1993. How do we take advantage of the historical reciprocity and claim compliance with
the GIPS standards? Must we make any disclosures concerning our prior compliance with
the AIMR-PPS standards?

No additional disclosures are required. Any firm that previously claimed compliance with
an IPC-endorsed Country Version of GIPS (CVG) may consider CVG compliance to equal
GIPS compliance for all periods prior to 31 December 2005. To continue to claim compli-
ance with the GIPS standards a firm must comply with the revised version of the GIPS
standards (February 2005) beginning 1 January 2006. Early adoption of the changes is
encouraged.

4. We currently claim compliance with the AIMR-PPS standards. We will claim AIMR-PPS
compliance until 31 December 2005, and will then claim compliance with the GIPS stan-
dards. We are planning to have our yearly verification done in March 2006. Should the veri-
fication report refer to compliance with the AIMR-PPS standards or the GIPS standards?

The verification report covering periods up to 31 December 2005 should make reference
to the AIMR-PPS standards. Once the firm has claimed compliance with the GIPS stan-
dards under the reciprocity allowance for CVGs, the subsequent verification report should
make reference to the GIPS standards. 

5. We have been verified for compliance with the AIMR-PPS standards through 31 December
2004. We are planning to comply with the GIPS standards as of 1 July 2005. We are plan-
ning to have our yearly verification done in March 2006. Should the verification report
refer to standards for all periods or to GIPS standards for some periods and AIMR-PPS
standards for others?

Once a firm has taken advantage of the reciprocity allowance for CVGs, all future ref-
erences should be to the GIPS standards, and not to the AIMR-PPS standards or
another CVG.

6. We have complied with the AIMR-PPS standards since 1990 and have recently transitioned
to complying with the revised GIPS standards. We make no reference to complying with the
AIMR-PPS standards and only refer to the GIPS standards. Although the AIMR-PPS stan-
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dards no longer exist, RFPs and others continue to ask whether we comply with the AIMR-
PPS standards. How should we respond?

CFA Institute and the IPC continue to spread the word about the elimination of CVGs
and the convergence to one global standard, the GIPS standards. However, some RFPs
and other requests for information incorrectly continue to ask about CVG compliance
and verification. If a firm previously claimed compliance with a CVG, they may respond
that they are CVG compliant and verified (if true), solely for the purpose of responding
to requests for information. The firm may not, unprompted, positively assert that they are
in compliance with a CVG. The firm must also attempt to explain to the requestor why
the questions concerning the CVG are incorrect.

7. We have claimed compliance with the UK Investment Performance Standard and have a 7
year compliant track record. We intend to comply with the revised version of the GIPS stan-
dards as of 1 January 2006. Because the GIPS standards require an initial 5 year compli-
ant track record, we plan to present only 5 years of history initially and claim compliance
with the GIPS standards. May we do so?

No. A firm that previously complied with a CVG is not permitted to eliminate previously
reported CVG-compliant periods. Since the GIPS standards require firms to show five
years of compliant track record building to ten years, the firm that previously complied
with a CVG must continue to show their historical performance, building up to ten years,
or since composite inception. In this specific example, the firm with 7 years compliant his-
tory must present all 7 years track history. 

Specific Changes to GIPS Standards

8. The upcoming release of the GIPS standards appears to have changed the options for defin-
ing a firm and the legal registration option is no longer available. Please explain how this
change will affect firms that currently define themselves according to legal registration. 

The revised GIPS standards specify that firms must be defined according to how the firm,
subsidiary, or division is held out and marketed to clients and should be a distinct business
entity. It further clarifies in the glossary that a distinct business entity is a unit, division,
department, or office that is organizationally and functionally segregated from other units,
divisions, departments or offices and retains discretion over the assets it manages and
should have autonomy over the investment decision-making process. It goes on to provide
several criteria that should be considered when defining the firm. One of those criteria is
how the firm is legally registered and defined. Other considerations include defining a
firm by a distinct market or client type (e.g. institutional, retail, private client, etc.) or a
separate and distinct investment process. In most cases, the change in the firm definition
requirement will not affect how firms are defined. However, the change emphasizes that
the key to defining a firm is how it is marketed and held out to the investing public.

9. Please elaborate on the provision requiring firms to provide ‘prospective clients’ with a GIPS
standards complaint presentation. Can we choose which potential clients to provide a com-
pliant presentation?

Once a firm claims compliance with the GIPS standards, it must present all potential
clients with a presentation that complies with all the requirements of the Standards. This
does not preclude the firm from showing additional and/or supplemental information to
help the prospective client interpret the performance information. However, the firm may
not pick and choose when to market their claim of compliance. Instead, this requirement
ensures that once a firm represents to the investing public that it complies with the GIPS
standards, it shows all prospective clients a compliant presentation.

10. From time to time our firm does not have an appropriate composite that specifically meets
the investment strategy a prospective client would like our firm to present. What informa-
tion is our firm required to provide?

If the firm does not have a composite appropriate to present to a prospective client, the
firm is exempt from this requirement. However, the firm must disclose that it does not
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currently manage the specific style or strategy appropriate for the prospective client. The
firm must be able to clearly demonstrate the strategies and investment products the firm
currently manages and must make a list and description of all firm composites available to
the prospective client. The firm is not prohibited from providing any information the
prospective client specifically requests. Also, supplemental information can always be pro-
vided in addition to the firm’s existing composites.

11. Our firm manages private equity strategies and it is not clear how to provide a fee schedule
appropriate to the composite. Fund-of-funds do not have their ‘own’ fee schedule, what are
we required to provide?

Within the fund-of-funds structure, there are two levels of fees. The fund-of-funds man-
ager normally charges fees within the fund according to a schedule. This is the schedule
that must be disclosed under the GIPS requirement. In addition, the underlying funds
charge fees within their funds which vary according to the funds’ strategy and size and
include a performance element. These fees on underlying funds would be very difficult to
separate out for a composite, but are fully taken into account in the fund-of-funds per-
formance.

12. Required disclosure 4.A.19 states a firm must disclose all significant events that would
help a prospective client interpret the performance record. Please elaborate.

Any and all events that impact the firm’s operations and/or investment process (e.g.,
change in ownership, merger or acquisition, departure of key investment professional,
etc.) are examples of events that must be disclosed.

13. What information must we include in our GIPS-compliance policies and procedures?

A firm must document all the policies and procedures it follows for meeting the require-
ments of the GIPS standards. Items that should be considered include, but are not limited to: 

— criteria used to define the firm 
— criteria for defining discretion 
— valuation policies
— calculation methodologies
— how the firm handles large cash flows
— how it handles new and terminated portfolios
— policies for using a minimum portfolio size

14. In the revised version of the GIPS standards, it states that some disclosures may not be
required in all situations. Please elaborate.

If a situation described in a disclosure requirement does not exist at a firm, or is not appli-
cable to a specific composite, no disclosure is required. Not all disclosures are necessary for
all firms, only those applicable specific to the firm. For example, the GIPS standards
require that firms disclose if a composite’s name has changed. When preparing a presenta-
tion for a composite that has not had a name change, no disclosure is needed with regard
to this provision. The firm does not need to disclose that the composite has not changed
names. No “negative assurance” language is needed for non-applicable disclosures.  

15. The GIPS standards and the GIPS Advertising Guidelines recommend that a firm disclose
its verification status. Do you have suggested language?

The GIPS standards recommend that firms undertake verification. A firm that has been
verified may add a disclosure to composite presentations or advertisements stating that
the firm has been verified. The firm must disclose the periods of verification if the com-
posite presentation includes results for periods that have not been subject to firm-wide
verification. The firm is not required to disclose the name of the verification firm. If the
firm wishes to include the name of the verification firm, the firm should discuss this dis-
closure with their verifier. Sample disclosure language could be: “ABC Company has been
verified for the periods from 1 January 1999 through 31 December 2004 by XYZ
Verification Inc. A copy of the verification report is available upon request.”

4-14



GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

274

16. We provide a compliant presentation to all prospective clients when we first meet with
them. However, we often are in discussions with large prospective clients for many months,
if not years. We send them updated composite information quarterly. Must the quarterly
updates include all required disclosures?

No. Provided the firm has given a compliant presentation to a prospective client within
the past 12 months, the firm may present additional information that does not meet the
requirements of the GIPS standards. A reference should be made that a composite pres-
entation in compliance with the GIPS standards is available upon request. If the prospec-
tive client is receiving investment results for the first time, the presentation must meet the
requirements of the Standards. 

17. Please explain the difference between a “description” and a “definition.” For example, the
GIPS standards now require firms to disclose the description of the composite being pre-
sented; however, there is a guidance statement outlining Composite Definition.

A description is more abbreviated than a definition, but it includes key facts and salient fea-
tures. A composite description includes the strategy for the composite and any special char-
acteristics as to which portfolios are included in that composite. For example, a composite
description might state “the Large Cap Composite includes all non-taxable portfolios with
at least a 90% allocation to large cap stocks. We define large cap stocks as those securities
with a capitalization of €5 billion or above.” A composite definition would include addi-
tional factors concerning the characteristics of the portfolios included in the composite.
Other factors might include the new portfolio inclusion policy, the closed portfolio exclu-
sion policy, and the details concerning how large external cash flows are handled. 

18. We have five terminated composites on our list and description of composites. GIPS
0.A.13. says we have to provide a compliant presentation for any composite on the list,
upon request. Does that include terminated composites?

Yes. If requested, a firm must provide a compliant presentation for a terminated compos-
ite. One objective of the GIPS standards is to ensure the fair representation of a firm’s
investment performance track record. This includes not only currently managed strate-
gies, but also those that the firm previously maintained. 

19. Please provide clarification concerning what is and is not considered an external cash flow.

When considering a total portfolio, an external cash flow is a flow of cash and/or securi-
ties (capital additions or withdrawals) that is client initiated. Expense payments are also
considered external cash flows. Income receipts are not cash flows. The “cash flow” may
be defined by the firm as a single flow or an aggregate of a number of flows within a
stated period of time. When considering sub-portfolios of a multiple asset portfolio, a
manager-directed reallocation of assets between segments could also be considered an
external cash flow for that segment.  

20. What factors should we consider when determining what is a large external cash flow?  

Instead of defining a specific percentage or dollar amount, the firm must determine in
advance what is considered to be a large cash flow. The definition of “large” may be influ-
enced by the characteristics of the asset class(es) within the strategy, such as asset market
liquidity, market volatility, and/or by the trading capabilities of the investment manager.

21. Please explain the difference between composite inception date and composite creation date.

The composite creation date is the date on which the firm first groups the portfolios to
create a composite. The composite inception date is the earliest date for which perform-
ance is reported for the composite - the initial date of the performance record. 

22. We do not include non-fee paying portfolios in our composites. Do we have to include non-
fee-paying portfolios in our firm assets?

All portfolios must be included in total firm assets. This includes both discretionary and
non-discretionary portfolios, as well as fee-paying and non-fee paying portfolios. 
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23. Please clarify how to calculate the required internal dispersion measure.

The internal dispersion is a measure of the variability of portfolio-level returns for only
those portfolios that are included in the composite for the full year. First, the firm must
identify which portfolios were in the composite for the full year. Second, the firm must
calculate the annual return for each of the portfolios that were included in the composite
for the full year. The internal dispersion measure is then calculated using these portfolio-
level annual returns. The specific measure of dispersion presented is a required disclo-
sure. If the firm has five portfolios or less in a composite, a measure of dispersion is not
required.

24. How do we determine what is considered a non-fee paying portfolio?

If a portfolio pays no management fee, it is considered a non-fee paying portfolio. Some
firms may manage portfolios that have a minimal management fee that is meant to cover
operating or transaction costs. If a portfolio has a very minor management fee which is
not representative of a management fee a client portfolio would pay, the firm should con-
sider such accounts as non-fee paying accounts. 
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5-1

PROPOSED GUIDANCE STATEMENT 
ON ERROR CORRECTION

The Investment Performance Council (IPC) and CFA Institute seek comment on the pro-
posals set forth below regarding the addition of a GIPS Guidance Statement to address the
correction of errors in performance-related information. For information on the Guidance
Statement process, please see http://www.cfainstitute.org/standards/pps/process.html.

Comments must be submitted in writing and be received by CFA Institute no later than
28 February 2005. All comments and replies will be put on the public record unless
specifically requested. It is preferable that comments be submitted in electronic form
with settings that do not restrict the ability to ‘cut-and-paste’ text from the comment let-
ter. Comments are also accepted in hardcopy and should be addressed to:

CFA Institute 
CFA Centre for Financial Market Integrity
Reference: Guidance Statement on Error Correction
P.O. Box 3668
Charlottesville, Virginia 22903
Fax: 434-951-5320
E-mail: standardsetting@cfainstitute.org 

Effective Date

This guidance statement will apply to all firms from the Effective Date forward. The pro-
posed Adoption Date for this Guidance Statement is September 2005 and proposed
Effective Date is 1 January 2006.

Executive Summary

The GIPS standards do not currently address the issue of accuracy; however, even with
the tightest of controls, errors will occur. Firms that claim compliance with the Standards
are faced with addressing situations where errors are discovered and specifically address-
ing the adjustments that should be made to prior period returns and previously reported
GIPS-compliant presentations. Firms should consider the principles outlined in the Error
Correction Guidance Statement when determining how to handle all types of errors.

Comment Requested

CFA Institute seeks public input on the proposals set forth in this document. Issues to
consider in conjunction with this proposal include:

1. Do you support CFA Institute’s effort to develop provisions to be added to the
GIPS standards addressing the guidance of error correction?

2. Do you agree that the guidance should be applied to all types of errors? 
3. Do you agree with firms not making retrospective changes to previously pre-

sented information?
4. Should the GIPS standards require firms to have documented policies and proce-

dures for correcting errors?
5. Do you agree with the guiding principles provided to firms when determining

how to handle errors?
6. Do you agree with the application questions and responses provided?

If commentators put forward other proposals, CFA Institute requests they explain how
their proposals satisfy these objectives.

5. PROPOSED GIPS PROVISIONS AND GUIDANCE
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PROPOSED GUIDANCE STATEMENT 
ON ERROR CORRECTION 

Introduction

The GIPS standards do not currently specifically address the issue of accuracy; however,
even with the tightest of controls, errors will occur. Firms that claim compliance with the
Standards are faced with addressing situations where errors are discovered and specifically
addressing the adjustments that should be made to prior period returns and previously
reported GIPS-compliant presentations.

Background

Clearly, investment management firms use their portfolio accounting data as the basis
for the rates of return they publish and report. Typically, prior to initiating the report-
ing cycle a reconciliation process is initiated against the “official books and records.”
These records are normally maintained by the custodian, who is responsible for the
integrity of the data. In some instances, the investment management firm also serves as
the custodian. In other instances, the investment management firm and custodian are
hired separately by the client. In either instance, normal practice is to reconcile
between the investment manager’s and custodian’s records, at least monthly, if not more
frequently. 

For a variety of reasons, reconciliation differences (errors) are discovered that could
result in an erroneous calculation of the rate of return for a specific portfolio which in
turn results in an error in the composite return. Errors can be caused by, but are not
restricted to:

• Missed trades: Perhaps a trade was processed against the wrong account or wasn’t
correctly registered on either system.

• Mishandling of corporate actions: On occasion, a corporate action may have been
missed completely or simply not processed correctly.

• Missed cash flows
• Pricing problems: A particular problem for securities that aren’t actively traded or

for which market prices aren’t available and for which manual prices are entered. 
• Exchange rate problems

Other types of errors include, but are not limited to: 

• Incorrect allocation of portfolios to composites;
• Index returns, customized or externally published, presented incorrectly;
• Misstated composite assets, composite dispersion, or other disclosures, and/or

presentation statistics.

Although this guidance statement is targeted to calculation errors, the concepts provided
should be applied to all types of errors.

Once the investment management firm becomes aware of any error, they must decide
what to do from a reporting standpoint. They must decide whether the firm should recal-
culate the previously reported performance and inform any and all recipients of the GIPS
compliant presentation

Proposed Adoption Date: September 2005
Proposed Effective Date: 1 January 2006
Retroactive Application: No 
Public Comment Period: Oct 2004 – Feb 2005
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This guidance statement is concerned only with error correction for GIPS compliant pre-
sentations; however, firms should consider whether they require similar controls for spe-
cific client reports. 

Some firms will determine not to make retrospective changes to previously presented
information:

• Often they don’t want to inform current and prospective clients of retrospective
changes. They feel this will suggest that the firm doesn’t have the correct controls
in place and that any adjustments will raise concerns about processing and the
information about changes will have little benefit to the client. This response,
however, is not justified. Clients need to be aware that there will be occasions
when prior period results will change and should be pleased that the investment
management firm is willing to go back and make the necessary adjustments to
insure the highest quality and accuracy of reported data.

• The correction will have little or no impact on the previously reported numbers.
Changes that may be considered “immaterial” may not be worth changing. 

• The error will be captured and corrected in a subsequent reporting period. This
may often occur; however, this will impact any risk statistics derived from perform-
ance returns, and valuation errors - particularly if cash flows have taken place -
may result in a permanent change in performance that is not corrected in subse-
quent periods. Materiality should still be considered

Guiding Principles

The firm should consider the following Guiding Principles when determining how to han-
dle errors:

• Develop written policies and procedures
• Proactively define materiality
• Develop and follow an error correction process

Written Policies and Procedures 

Firms must have written policies and procedures on how they handle prior period
adjustments. These policies should be strictly adhered to. The presence of administra-
tive controls is of utmost importance, as they will help minimize the need to make
adjustments. 

Firms may decide it is appropriate to issue GIPS compliant presentations only after the
reconciliation process is complete. 

If presentations are published prior to reconciliation, they should carry notation such as
“preliminary numbers; changes may occur as a result of reconciliation (or “subject to
change”)” to alert the recipients that the numbers haven’t been finalized; however, firms
are reminded that all GIPS requirements remain in force for preliminary presentations 

The written policies and procedures should include guidance on how quickly errors
should be reported, and to whom, and should also include a definition of materiality.

Definition of Materiality

A decision to change or notify recipients of errors should be linked to the materiality of the
correction. 

Firms must define on an ex ante basis the size and impact of an error that would require
a restatement (i.e., adjustment to prior periods without republishing to prior recipients)
or republishing of previously presented information. 

The size and impact of the error defined may vary for different asset types (e.g., equities,
fixed income, emerging markets), reporting periods (e.g., monthly, quarterly, or annual
returns) and time periods (e.g., prior to a specific date, more than 5 years ago, or in a
“frozen” time period).
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Firms should disclose that their policies and procedures on error correction are available
on request.

Erroneous disclosure notes may also require the firm to consider republishing compliant
presentations.

Error Correction Process

A firm should strive to create an unambiguous process including specific steps followed to
not only discover errors but also to correct errors and how that information will be dis-
seminated to all interested parties. For example a simplistic process may include the fol-
lowing steps:

• Recalculate the returns.
• Determine if the error is material.
• Decide what action to take. Document the original figure, the corrected figure,

and the action taken.

Reporting of errors (republishing) to prospective clients

All firms must have a policy and procedure in place to proactively report material corrected
errors not only to their existing clients but to ANY prospective client that the firm believes
relied upon the incorrect information, including consultants and verifiers. As mentioned
above the firm’s materiality threshold should determine whether the firm merely restates
performance or if republishing is necessary. Republishing is defined as making certain that
ANY prospective client that the firm believes relied upon the incorrect information is
updated with the correct information; a disclosure must also be provided to ensure that the
prospective client fully understands the change. Restating is defined as correcting the error
but due to the lack of materiality there is no requirement to inform prospective clients.

Effective Date

This Guidance Statement is proposed to take effect 1 January 2006. Firms currently com-
ing into compliance should apply this guidance to all periods. Firms are encouraged, but
not required to apply this guidance prior to the Effective Date.

Applications:

1. We recently determined that our total firm assets disclosure for the past two years has been
incorrectly reported in our GIPS compliant presentations, but the rest of the information in our
presentations is correct. Does this qualify as an error?

The concept of correcting for an error applies to all information included in a compliant
presentation and not simply the composite returns. If the amount of firm assets was mis-
stated by a material amount, considering your firm’s definition of materiality, you should
treat this as the correction of an error and report the correction to those prospective
clients that received the incorrect information.

2. Our firm has claimed compliance with the GIPS standards for approximately 5 years. We have
just taken a fresh look at our composite presentations and realized that we inadvertently
excluded one of the required disclosures concerning the composite’s creation date. We have cor-
rected our presentations, and would like some guidance on whether a missing disclosure quali-
fies as an error.

The lack of a required GIPS disclosure would be considered a material error. All firms
must have a policy and procedure in place to proactively report corrected errors not only
to their existing clients but to ANY prospective client that the firm believes relied upon
the incorrect information, including consultants and verifiers.

3. We realized that an account had been included in the wrong composite for the past 5 years. We
have corrected the account’s composite assignment and recalculated the composite’s return and
related disclosures. While the annual composite gross returns changed by an immaterial
amount for each year, the composite’s net annual returns changed quite a bit, as this account
was a non-fee-paying account. Does this qualify as an error?



P
R
O
P
O
S
E
D

GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

5-1

280

Firms must have written policies and procedures on how they handle prior period
adjustments. Assuming the change in the composite’s net annual returns is considered
material — based on the firm’s definition of materiality — the firm should treat this as
the correction of an error and report the correction to those prospective clients that
received the incorrect information.

Further, erroneous disclosure notes may also require the firm to consider republishing
compliant presentations. The GIPS standards require firms to disclose whether non-fee-
paying portfolios have been included in the composite and the percentage of composite
assets that are non-fee-paying. Depending on whether the firm had other non-fee-paying
portfolios in this composite, the firm would need to determine whether:

• the required GIPS disclosure was missing, which would result in a material error), 

or 

• whether the disclosure was misstated which may or may not result in a material
error.

4. While undergoing our first verification, we noted that we had not consistently calculated asset
weighted standard deviation for our internal risk measure. In two of the past 5 years we had
calculated an equal weighted standard deviation. We intend to restate all amounts to reflect
the asset weighted standard deviation. Does this qualify as an error?

First, it is important to recognize the GIPS standards require firms to present “a measure
of dispersion of individual component portfolio returns around the aggregate composite
return.” The GIPS standards do not specify that firms use a specific measure of dispersion
and leave the choice of which measure to present up to the firm. 

Depending on the firm’s policy for handling error correction, there are many potential
solutions to the above situation, two of which are: (1) If the restatement of the two years
to an asset-weighted standard deviation measure did not result in a material change, the
firm should restate the dispersion information on the performance presentation; or (2) If
the restatement results in a material correction, the firm should republish the presenta-
tion, making certain that ANY prospective client that the firm believes relied upon the
incorrect information is updated with the correct information. A disclosure must also be
provided to ensure that the prospective client fully understands the change. 

5. We recently determined that our list and description of composites inadvertently excluded 5 of
our cash management composites. We have supplied this list to hundreds of prospective clients
over the past few years. Does this qualify as an error?

Firms must have written policies and procedures on how they handle prior period adjust-
ments. In the situation described, the omission of five of the firm’s composites from the
required list and description of firm composites is considered an error; however, the firm
must determine whether this is considered a material error and necessitates further action
(such as republishing the list to all prospective clients that relied on the incorrect infor-
mation provided). The firm must evaluate their error correction policies and procedures
to make a determination as to whether any further steps are necessary. 

6. Our firm had a software problem that went unnoticed for several months. We recently became
aware of the issue and have corrected our composite returns and updated our presentations. We
have attempted to identify everyone who received an incorrect GIPS compliant presentation and
have provided updated presentations to them. However, we believe there may be others that we are
not aware of, and/or may have obtained our presentations on the website. How do we handle this? 

Given that the firm has deemed this error “material” according to their policies and has
decided to republish the presentation for all prospective clients that relied on the infor-
mation, the firm should consider taking additional steps to ensure that clients that relied
on the erroneous information are informed. The firm should include a disclosure on all
presentations that indicates the presentation has been changed due to an error on a spec-
ified date and that the information provided may differ from previous presentations. This
disclosure should remain on the presentation a minimum of twelve months. 
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PROPOSED GUIDANCE 
FOR PERFORMANCE EXAMINATIONS

The Investment Performance Council (IPC) and CFA Institute seek comment on the pro-
posed Guidance Statement addressing Performance Examinations set forth below. For
information on the Guidance Statement process, please see www.cfainstitute.org/stan-
dards/pps/process.html.

Comments must be submitted in writing and be received by CFA Institute no later than
31 December 2005. All comments and replies will be put on the public record unless it is
specifically requested not to. It is preferable that comments be submitted in electronic
form with settings that do not restrict the ability to ‘cut-and-paste’ text from the comment
letter. Comments are also accepted in hardcopy and should be addressed to:

CFA Institute
CFA Centre for Financial Market Integrity
Reference: Guidance Statement on Verifier Independence
P.O. Box 3668
Charlottesville, Virginia 22903
Fax: 434-951-5320
E-mail: standardsetting@cfainstitute.org

Effective Date

This guidance statement will apply to all firms from the Effective Date forward. The pro-
posed Adoption Date for this Guidance Statement is 1 March 2006 and the proposed
Effective Date for this Guidance Statement is 1 April 2006.

Executive Summary

A verification of an investment firm’s claim of compliance with GIPS provides substantial
benefit not only to the investment management firm that has its policies and processes
examined, but also to the prospective investor relying on the performance information. 

In addition to a verification, investment firms may choose to have a more extensive,
specifically focused examination (or performance audit) of a specific composite and its
presentation by an independent third-party verifier, termed a Performance Examination
(or Performance Audit) under the GIPS standards. It is a secondary level of testing that
cannot be completed without a Verification. This Guidance Statement provides clarifica-
tion on the processes to be followed for a GIPS Performance Examination.

After much discussion at the September 2004 IPC meeting, the Verification Subcommittee
recommended that the IPC should attempt to standardize the procedures used for con-
ducting Performance Examinations under the GIPS standards. The Subcommittee sur-
veyed all Country Sponsors and discovered that certain parts of the industry demand
GIPS Performance Examinations. Without guidance on what a Performance Examination
entails, the quality and consistency of Performance Examinations vary widely. 

Furthermore, the Subcommittee believed providing guidance would not create demand
for Performance Examinations where it does not already exist. It would simply ensure the
quality of the services already being provided. The IPC agreed with the approach and
requested the Verification Subcommittee create a Guidance Statement for Performance
Examinations.

It is neither a requirement nor a recommendation of the Standards that a composite have
a performance examination.

It is important to understand that a verification tests firm-wide compliance with the com-
posite construction requirements of the Standards as well as the design of firm-wide
processes and procedures to calculate and present performance results in compliance
with the Standards. The verification does not focus on single composites of the firm: it
tests the implementation of processes and procedures specified at the firm-wide level. The
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Performance Examination is a specifically-focused examination of each element used in
the specified composite’s construction, calculation and presentation of performance. 

Comment Requested

CFA Institute seeks public input on the proposals set forth in this document. Issues to
consider in conjunction with this proposal include:

1. Do you agree with the scope and purpose of the Guidance Statement?
2. Do you agree with the processes established in the Guidance Statement?
3. Are there other elements involved in a performance examination that are not

included?
4. Do you agree with the Applications?
5. Do you agree with the proposed Effective Date?

If commentators suggest other proposals, CFA Institute requests that they explain the
rationale behind their proposal.

5-2
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PROPOSED GUIDANCE 
FOR PERFORMANCE EXAMINATIONS

Introduction

Separate from a Verification as defined in the GIPS standards, a firm may choose to have
a detailed examination of any of its composites. This further, more extensive, specifically
focused examination (or performance audit) of a specific composite and its presentation
by an independent third-party verifier is termed a Performance Examination (or
Performance Audit) under the GIPS standards. The Performance Examination may be
performed concurrently with or upon completion of a Verification. Examinations of this
type are unlikely to become a requirement of the Standards or become mandatory.
However, certain parts of the investment industry demand composite-specific examina-
tions to provide additional and specific assurance that a specific composite has been cal-
culated and presented in accordance with the GIPS standards. In order to ensure consis-
tency of the procedures that should be followed for a GIPS Performance Examination,
the following guidance has been developed.

Scope and Purpose of Performance Examination

1. A Performance Examination is the review of a specific composite by an independent
third-party verifier. A Performance Examination tests, for a specific composite:

A. Whether the firm has constructed and calculated the composite in compli-
ance with the GIPS standards, and

B. Whether the firm presents the composite in compliance with the GIPS
standards.

A Performance Examination Report is issued only with respect to the single composite
examined by the verifier and does not attest to the accuracy of a performance presenta-
tion for any other composite.

2. A Performance Examination requires that: 
A. The investment firm has a Verification Report(s) stating that the firm has

complied with all the composite construction requirements of the GIPS
standards on a firm-wide basis, and the firm’s processes and procedures are
designed to calculate and present performance results in compliance with
the GIPS standards for a specified time period(s). 

i. A principal verifier may accept the work of a local or previous veri-
fier as part of the basis for satisfying that a firm has previously
received a Verification Report. The verifier must use discretion when
placing reliance on others’ Verification Reports.

ii. It is expected that the time periods covered by the firm’s
Verification Report(s) includes the Performance Examination time
period. If the firm has a Performance Examination performed con-
currently with a Verification, and the period covered for the
Performance Examination is within the ongoing Verification, the
Performance Examination report may not be issued prior to the
Verification Report.

Proposed Adoption Date: 1 March 2006
Proposed Effective Date: 1 April 2006
Retroactive Application: Not Required
Public Comment Period: Nov-Dec 2005
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iii. If the firm’s Verification Report(s) does not include a time period
to be covered in the Performance Examination, the Performance
Examination may not include any time periods extending beyond
twelve (12) months of the end date of the most recent time period
covered by a Verification Report. This situation is expected to be an
unusual, infrequently-occurring situation (for example, at the spe-
cific request of a client of the investment firm) and is not expected
to be an ongoing practice at the firm.

B. The verifier performs procedures to confirm that the specific composite
being examined has been constructed, calculated and presented in compli-
ance with the GIPS standards.

3. A Performance Examination Report must include the following information:
A. The report is for a Performance Examination of the named composite. 
B. The time period covered by the report. 
C. The verifier completed the Performance Examination in accordance with

the GIPS Guidance for Performance Examinations. 
D. The verifier’s opinion that the composite presentation is in compliance

with the GIPS standards.
E. If the Performance Examination extends beyond the most recent time

period covered by a Verification Report

Without the Performance Examination Report from the verifier, the firm cannot state
that the composite has been examined with respect to the GIPS standards. The underly-
ing composite presentation examined is to be part of or attached to the Performance
Examination Report.

4. After completing the Performance Examination procedures, the verifier may con-
clude that the presentation does not comply with the GIPS standards or that the
records of the firm cannot support the composite’s construction or calculation
methodologies. In such situations, the verifier must provide to the investment man-
agement firm the reason(s) why it was not possible to provide a Performance
Examination report. The verifier and the investment management firm must also
consider the impact on total firm compliance of the verifier’s inability to provide
the Performance Examination report. 

Procedures for Performance Examinations

When conducting a Performance Examination of a specific composite presentation, the
verifier should consider the following presumptions, bearing in mind that they are not
mutually exclusive and may be subject to important exceptions:

• Information obtained from independent sources outside the client firm provides
greater assurance than information secured solely from within the client firm. 

• Information obtained from the verifier’s direct personal knowledge (such as
through tangible documentation, observation, computation, operating tests, or
inspection) is more persuasive than information obtained indirectly. 

• The more effective the controls over the subject matter, the more assurance they
provide about the subject matter or the assertion.

In performing a Performance Examination, the verifier’s objective is to accumulate suffi-
cient evidence and perform appropriate procedures such that the risk of not detecting
errors in the composite presentation during the examination is mitigated to an acceptably
low level of risk.

The extent to which the examination procedures will be performed should be based on
the verifier’s consideration of 

a) the nature and materiality of the information to be tested, 
b) the likelihood of misstatements, 
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c) knowledge obtained during current and previous engagements,
d) the extent to which the information is affected by judgment, and 
e) inadequacies in the underlying data.

Required Performance Examination Procedures

The following are the minimum procedures required when conducting a performance
examination. Verifiers must follow these procedures prior to issuing a Performance
Examination Report to the firm.

Pre-Performance Examination Procedures (if not fulfilled during Pre-Verification
Procedures):

1. Knowledge of the Firm: Verifiers must obtain the relevant Verification Report(s)
and the Composite Presentation(s) to be examined, as well as any other available
information regarding the firm to ensure appropriate knowledge of the firm. 

2. Knowledge of the GIPS standards: Verifiers must understand all the requirements
and recommendations of the GIPS standards.

3. Knowledge of applicable country-specific laws and regulations for Performance
Standards: Verifiers must be knowledgeable of country-specific laws and regulations
applicable to the firm and must determine any differences between the GIPS stan-
dards and the country-specific laws and regulations.

4. Knowledge of Firm Policies: Verifiers must obtain the firm’s policies and procedures
used for the composite when establishing and maintaining compliance during the
period to be examined. 

Performance Examination Procedures:

1. Sample Account Selection: Objective: to ensure the proper accounts are included in
the examined composite. Verifiers may check compliance with the GIPS standards
using a selected sample of the composite’s accounts. 

A. Obtain a list of open and closed accounts for the composite for the years
under examination and ensure composite inclusion policies and procedures
were appropriately implemented;

B. Ensure the composite includes all accounts that meet the definition of the
composite for the years under examination; and

C. Consider the following criteria when selecting the sample accounts for
examination:

• number of accounts in the composite,
• strategy of the composite
• total assets of the composite relative to total firm assets
• internal control structure at the firm
• number of years under examination
• use of technology and external service providers

2. Cash Flows: Objective: to determine whether capital contributions and withdrawals: 

A. are recorded in the proper accounts, 
B. at the right amounts, and 
C. on a timely basis, consistent with the established policies. 

The following procedures should be considered and performed at a level such that the
verifier is satisfied that: 

• cash flows reflect appropriate supporting documentation, such as custody state-
ments or internal records, 

• contributions or withdrawals of securities reflect proper valuation and timely
recording, and 
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• the methods used to account for cash flows, contributions, and withdrawals are
reasonable and consistently applied.

3. Income and Expenses: Objective: to determine that income and expenses are:

A. recorded in the proper accounts, 
B. at the right amounts, and 
C. on a timely basis. 

The following procedures should be considered and performed at a level such that the
verifier is satisfied that:

• income and expenses reflect supporting documentation such as custody
statements,

• the methods used to record income and expenses are reasonable and consistently
applied, and

• the calculation and use of accrued income is reasonable and appropriate. 

4. Portfolio Trade Processing: Objective: to determine that purchases and sales of securities
have been:

A. recorded in the proper accounts,
B. at the correct amounts, and 
C. on the appropriate dates.

The following procedures should be considered and performed at a level such that the
verifier is satisfied that:

• trading activity is supported by documentation such as custody statements, 

• end-of-period portfolio positions are supported by documentation such as custody
statements, and 

• the portfolio trade processing processes and procedures are reasonable.

5. Portfolio Valuation: Objective: to determine whether the end-of-period valuations of
security positions are:   

A. appropriate, and
B. that valuation policies are consistently applied. 

The following procedures should be considered and performed at a level such that 
the verifier is satisfied that:

• end-of-period security valuations are supported by an independent pricing source, 

• foreign currency exchange rates are supported by an independent pricing source,
and 

• the portfolio valuation methodologies are reasonable.

6. Performance Measurement Calculation: Objective: to determine that the returns 
have been calculated in accordance with the requirements contained in the GIPS
standards on a consistent basis. 

The following procedures should be considered and performed at a level such that 
the verifier is satisfied that:

A. computations of account returns use appropriate return calculations, as speci-
fied in the Standards, 

B. computations of the composite’s returns use the appropriate asset-weighted
return calculations, and 

C. application of the performance measurement calculation at both the account
and composite levels presents performance fairly and is consistently applied as
defined within the requirements of the Standards.

5-2
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7. Disclosures and Data: Objective: to determine whether all required disclosures and
data:

A. have been properly presented in the examined composite’s performance pres-
entation, and 

B. are appropriately supported by available documentation.

The following procedures should be considered and performed at a level such that 
the verifier is satisfied that:

• all of the required disclosure requirements and presentation of required data
have been adequately satisfied,

• tests of required calculations are performed as deemed necessary. These tests
could involve agreeing to supporting documentation, analytical procedures,
recomputations, or inquiry as appropriate, and

• the application and inclusion of the required disclosures and data are appropriate,
reasonable and consistent.

8. Maintenance of Records: The verifier must maintain sufficient information to support
the performance examination report.  

Prior to issuing the Performance Examination report, the verifier must obtain a represen-
tation letter from the client firm confirming that the composite being examined, and its
accompanying presentation, has been calculated and presented in accordance with the
GIPS standards. The management representation letter should also confirm any other
specific representations made to the verifier during the examination. 

Effective Date

All firms choosing to have a performance examination of a specific composite on or after
1 April 2006 must apply this guidance. This guidance must be applied to all performance
examinations commencing on and after 1 April 2006. If firms have had a performance
examination on a composite prior to 1 April 2006, firms are not required to have the
composite reexamined using this guidance: retroactive application of this guidance is not
required.

Applications:

1. Our most recent firm-wide verification covered the period from 1 January 2000 through 31
December 2004. A prospective client requested that the firm have a performance examina-
tion on one composite, the Large Cap Composite, for the period from 1 January 2000
through 30 June 2005. Must the firm-wide verification report be updated through 30 June
2005 before the performance examination for the Large Cap Composite can be completed?

It would be expected that the periods covered by a verification be consistent with the periods
covered by the performance examination. However, there are circumstances where a perform-
ance examination could cover longer periods. Both the firm and the verifier would need to con-
sider the firm’s policies and procedures, including the controls surrounding the application of
those policies and procedures to future periods. The verifier may conclude that they can issue a
performance examination report for a longer period, which must not exceed twelve months. 

2. Our firm recently completed our annual verification and then hired a different verification
firm to conduct performance examinations on selected composites. During the verification,
several issues were identified that might be important for the performance examination veri-
fier to know. What is our responsibility to report such information?

It is the responsibility of the investment firm to fully disclose any information that might
impact the work of the verifier who is performing the performance examinations.
Although permitted by the Standards, it is not required that the principal verifier accept
the work of a previous verifier as part of the basis of the firm’s opinion for the perform-
ance examinations. Investment firms should carefully consider the costs and consequences
of having different verifiers perform the verification and the performance examinations.
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3. We are a verification firm and we have been hired to conduct a GIPS verification for Acme
Asset Manager. In addition to the verification, we have also been hired to conduct a per-
formance examination on the Large Cap Composite. What language must be included in
our performance examination report? 

There are several options, but a commonly used report makes reference to both the firm-
wide verification and the performance examination. The firm could consider using the
language provided in the following sample report, and should also add references to any
professional standards. 

Acme Asset Manager
20 Main Street
Small Town, USA

We have verified whether Acme Asset Manager Inc. (the Company) 
(1) complied with all the composite construction requirements of the Global

Investment Performance Standards (GIPS®) on a firm-wide basis for the
periods from 1 January 2000 through 31 December 2004 and 

(2) designed its processes and procedures to calculate and present performance
results in compliance with the GIPS standards as of 31 December 2004. 

We have also performed a performance examination of the Company’s Acme Large
Cap Composite for the periods from 1 January 2000 through 31 December 2004.
The Company’s management is responsible for compliance with the GIPS standards
and the design of its processes and procedures and for the Acme Large Cap
Composite’s performance presentation. Our responsibility is to express an opinion
based on our verification and performance examination.

We completed this verification in accordance with the verification procedures set
forth in the GIPS standards. We completed this performance examination in accor-
dance with the performance examination procedures set forth in the GIPS Guidance
Statement on Performance Examinations. 

In our opinion, Acme Asset Manager Inc. has, in all material respects:
• Complied with all the composite construction requirements of the GIPS stan-

dards on a firm-wide basis for the periods from 1 January 2000 through 31
December 2004, and

• Designed its processes and procedures to calculate and present performance
results in compliance with the GIPS standards as of 31 December 2004.

Also, in our opinion, the accompanying performance presentation of the
Company’s Acme Large Cap Composite for the periods from 1 January 2000
through 31 December 2004 is presented, in all material respects, in compliance
with the GIPS standards.

This report does not attest to the accuracy of any composite presentation of the
Company other than the Company’s Acme Large Cap Value Equity Composite.

Value Verification Company
15 March 2005

5-2
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PROPOSED GUIDANCE STATEMENT 
ON PORTFOLIO RECORDKEEPING REQUIREMENTS

The Investment Performance Council (IPC) and CFA Institute seek comment on the pro-
posed GIPS Guidance Statement addressing Portfolio Recordkeeping Requirements set
forth below. For information on the Guidance Statement process, please see www.cfainsti-
tute.org/standards/pps/process.html.

Comments must be submitted in writing and be received by CFA Institute no later than 31
December, 2004. All comments and replies will be put on the public record unless specifi-
cally requested. It is preferable that comments be submitted in electronic form with set-
tings that do not restrict the ability to ‘cut-and-paste’ text from the comment letter.
Comments are also accepted in hardcopy and should be addressed to:

CFA Institute 
CFA Centre for Financial Market Integrity
Reference: Guidance Statement on Portfolio Recordkeeping Requirements
P.O. Box 3668
Charlottesville, Virginia 22903
Fax: 434-951-5320
E-mail: standardsetting@cfainstitute.org

Effective Date

This guidance statement will apply to all firms from the Effective Date forward. The pro-
posed Adoption Date for this Guidance Statement is June 2005 and proposed Effective
Date is 1 January 2006. 

Executive Summary

This guidance relates only to records necessary to satisfy the recordkeeping requirements
of the GIPS standards. In all instances, either paper (hard-copy) records or electronically
stored records will suffice. If records are stored electronically, the records must be easily
accessible and printable if needed. Although most firms are looking for a very precise list
of the minimum supporting evidence that must be maintained in order to be able to
recreate the firm’s performance history, there is not a single list of records that will suffice
in all situations. 

Comment Requested

CFA Institute seeks public input on the proposals set forth in this document. Issues to
consider in conjunction with this proposal include:

1. Do you agree with the principles established in the Guidance Statement?
2. Are there other elements involved in portfolio recordkeeping that are not

included?
3. Do you agree with the guiding principles provided to firms when determining

which records are necessary to support their performance track record?
4. Do you agree with the proposed Effective Date?

If commentators suggest other proposals, CFA Institute requests that they explain the
rationale behind their proposal.
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PROPOSED GUIDANCE STATEMENT 
ON PORTFOLIO RECORDKEEPING REQUIREMENTS

Introduction

The following guidance relates only to records necessary to satisfy the recordkeeping
requirements of the GIPS standards. In all instances, either paper (hard-copy) records or
electronically stored records will suffice. If records are stored electronically, the records
must be easily accessible and printable if needed. Although most firms are looking for a
very precise list of the minimum supporting evidence that must be maintained in order to
be able to recreate the firm’s performance history, there is not a single list of records that
will suffice in all situations. 

GIPS provision 1.A.1 states “All data and information necessary to support a firm’s per-
formance presentation and to perform the required calculations must be captured and
maintained.”

Guiding Principles

1. Above all else, a firm must meet any and all regulatory requirements concerning
records that must be maintained. 

2. A firm must maintain sufficient records that allow for the recalculation of account-level
returns. Depending on the system and methods used for calculating account-level
returns, one firm may need different records than another. For each period, records to
support those returns might include a combination of the following (this list is not
meant to be an exhaustive list):

• Associated bank/custodial statements and reconciliations.
• Investment portfolio listing and valuations, including pricing calculations for non-

market traded or illiquid securities
• Portfolio transactions reports 
• Outstanding trade reports
• Corporate action reports
• Income received/earned reports
• Accrued income reports
• Tax reclaim reports
• Cash flow/weighted cash flow reports
• Fee information

3. A firm must maintain records that allow for the recalculation of composite-level
returns. For each period, records to support those returns must include

• The accounts that are included in the composite;
• When each portfolio entered (and/or exited) the composite;
• The portfolio performance return for each account;
• The market value used to weight each account (BMV or BMV plus weighted cash

flows);
• Fee information, if model fees are used;

Proposed Adoption Date: June 2005
Proposed Effective Date: 1 January 2006
Retroactive Application: No 
Public Comment Period: Oct – Dec 2004
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4. A firm must maintain records to support why an account was assigned to a specific
composite, or was excluded from all composites. Supporting records might include:

• Investment management agreements and amendments thereto;
• Email/other correspondence with clients regarding investment management strategy

amendments

5. A firm must maintain records to support their claim of compliance on a firm-wide
basis. Information should be maintained to establish:

• Total firm assets under management
• Excluded accounts (non-discretionary, e.g.)
• Complete list and description of the firm’s composites;
• Compliant presentations, and supporting information for all composites

6. A firm should maintain all policies and procedures manuals (both current and previ-
ous versions) that support the claim of compliance. 

7. Firms are encouraged to ensure that they have adequate service-level agreements with
third-party administrators to provide the records necessary for verification, both cur-
rently and at a date in the future.

8. A firm should maintain certain other specific records necessary to support a claim of
compliance, such as (but not limited to): 

• Client reports;
• Attribution information; if utilized to determine account composite assignment;  
• Marketing output/RFPs responses;
• Third party performance data; 
• Externally reviewed system and control reports (such as accounting reports or

other internal controls/compliance reports for the client and/or custodians);
• Third party sub-advisory agreements;
• Board, Investment Committee or Composite/GIPS Compliance Committee

minutes;
• Assets under management reconciliations (AUM per GIPS reports to AUM per

regulatory returns);
• Client fee schedules/agreements;
• Custody fees data;
• Systems manuals especially for the systems that generate the composite reports

(including returns and additional disclosures/statistics);
• A list of recipients of compliant presentations. 

9. Subject to local regulatory requirements, once a firm has been verified, a firm may
be able to reduce the amount of records stored. For example, an annual account
transaction report may be maintained instead of individual monthly detail reports.
The summary report could be used to recreate period-specific information if
needed. Microfiche or electronically-stored reports are acceptable. However, all
records deemed necessary must be maintained for each year that is presented in a
GIPS-compliant presentation.

Effective Date

This Guidance Statement is proposed to take effect 1 January 2006. Firms currently com-
ing into compliance should apply this guidance to all periods. Firms are encouraged, but
not required to apply this guidance prior to the Effective Date.

Applications:

1. We have custodial records, trade confirmations, portfolio holdings and valuations, transactions
reports, corporate action reports, income received/earned reports, accrued income reports, and cash
flow/weighted cash flow reports. Must we maintain all these records for all portfolios (both discre-
tionary and non-discretionary) in order to satisfy GIPS 1.A.1?

5-3
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No. The firm must maintain sufficient records to support the firm’s performance record.
This might include a combination of the types of records listed. The firm must determine
which records would suffice and maintain these records for all portfolios/composites for
each period of performance presented. 

2. How long must I keep the records? For example, we show a 25-year track record for our Large Cap
Value Equity strategy. Must we still maintain the records? 

Yes. The firm must maintain records to support performance presentations for as long as
the particular period is being presented. For example, a firm with a 25 year track record
of their Large Cap Value Equity strategy would need to maintain sufficient records for the
full 25 year period.

3. I have a group of portfolios that I don’t use for advertising or marketing purposes. Must I keep the
records for these accounts, even if I don’t market their performance?

Yes; the firm must maintain sufficient records that allow for the recalculation of account-
level and composite level returns regardless of whether the accounts are used for market-
ing or not.

4. Certain types of records (e.g. thermal printed faxes) have a limited life and in many cases such
documents more than 10 years old. What happens if these records begin to disintegrate and are no
longer readable?

Individual documents are not required, summary documents are acceptable. With the
advent of technology, firms can rely on electronic scans of paper documents in order to
satisfy the record-keeping requirements.

5. Do we have to keep trade tickets?

The determination of which records are necessary to support the performance record is
left up to the firm. In certain cases, the trade tickets may prove a useful resource to cap-
ture and maintain some of the data needed to support the record. In other cases, this
data may be captured elsewhere. Since records capturing duplicate information isn’t nec-
essary, the firm must make the determination of which records to maintain.

6. I have records to support my performance; however, the records are stored in a system that is not
operable and I do not have access to the records. Is this acceptable? 

Records stored in a system that is not operable will not satisfy the requirements of the
GIPS standards to maintain data and information necessary to support the firm’s
performance presentation. 

7. I have a question that has not been answered directly by this Guidance Statement on the record-
keeping requirements. What should I do?

Temporarily, the firm should maintain as much data as possible and seek legal counsel to
consult on the most appropriate data to keep.

5-3
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PROPOSED GUIDANCE STATEMENT 
ON THE USE OF LEVERAGE AND DERIVATIVES

The Investment Performance Council (IPC) and CFA Institute seek comment on the pro-
posed GIPS Guidance Statement addressing the Use of Leverage and Derivatives set forth
below. For information on the Guidance Statement process, please see
www.cfainstitute.org/standards/pps/process.html.

Comments must be submitted in writing and be received by CFA Institute no later than 31
December 2004. All comments and replies will be put on the public record unless specifi-
cally requested. It is preferable that comments be submitted in electronic form with set-
tings that do not restrict the ability to ‘cut-and-paste’ text from the comment letter.
Comments are also accepted in hardcopy and should be addressed to:

CFA Institute 
CFA Centre for Financial Market Integrity
Reference: Guidance Statement on the Use of Leverage and Derivatives
P.O. Box 3668
Charlottesville, Virginia 22903
Fax: +1-434-951-5320
E-mail: standardsetting@cfainstitute.org

Effective Date

This guidance statement will apply to all firms from the Effective Date forward. The pro-
posed Adoption Date for this Guidance Statement is June 2005 and proposed Effective
Date is 1 January 2006. 

Executive Summary

Strategies that utilize derivative instruments and/or leverage (gearing) are often very
complex. These strategies tend to behave differently than traditional strategies and gener-
ally have additional risks associated with them. As a result, prospective clients that invest
in strategies that materially employ leverage and/or derivatives need additional informa-
tion. It is difficult to identify specific measures that are relevant and meaningful in all situ-
ations. The objective is to provide prospective clients with the crucial data to aid in a bet-
ter understanding of the firm’s strategy, performance history, and risk profile. 

Comment Requested

CFA Institute seeks public input on the proposals set forth in this document. Issues to
consider in conjunction with this proposal include:

1. Do you agree with the principles established in the Guidance Statement?
2. Are there other elements involved in the use of leverage and derivatives that are not

included?
3. Do you agree with the guiding principles provided to firms employing leverage and/or

derivatives?
4. Do you agree with the proposed Effective Date?

If commentators suggest other proposals, CFA Institute requests that they explain the
rationale behind their proposal.
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PROPOSED GUIDANCE STATEMENT 
ON THE USE OF LEVERAGE AND DERIVATIVES

Introduction

Strategies that utilize derivative instruments and/or leverage (gearing) are often very
complex. These strategies tend to behave differently than traditional strategies and gener-
ally have additional risks associated with them. As a result, prospective clients that invest
in strategies that materially employ leverage and/or derivatives need additional informa-
tion. It is difficult to identify specific measures that are relevant and meaningful in all situ-
ations. The objective is to provide prospective clients with the crucial data to aid in a bet-
ter understanding of the firm’s strategy, performance history, and risk profile. 

Because asset classes such as real estate and private equity utilize leverage and/or deriva-
tives differently than traditional asset classes, they are not subject to this guidance state-
ment. Instead, leverage and derivatives for private equity and real estate are addressed
through other GIPS guidance.

Guiding Principles

This guidance can be separated into three major guiding principles (as listed below) fol-
lowed by three appendixes incorporating calculation guidance.

1. Creation of a Leverage Policy
2. Composite Construction for Portfolios Utilizing Leveraged Strategies
3. Risk Measure Disclosure and Reporting

Creation of a Leverage Policy

In general, a portfolio is considered to be leveraged if certain instruments or strategies
are implemented to materially alter the return impact that a unit move in certain underly-
ing securities markets will have on the portfolio to an extent otherwise unachievable with-
out the use of such instruments or strategies. Some examples of instruments or strategies
that might apply leverage include financing assets through liabilities or using futures,
options, or other derivative instruments. 

Since each firm’s definition of leverage will most likely be different it should rest with
each firm to create its own ex ante leverage policy. This policy should discuss in detail the
types of leveraged strategies implemented across the firm and more importantly discuss
what constitutes materiality for each strategy/composite. Materiality should be thought of
as the threshold that a firm sets to distinguish when a strategy/composite is considered
leveraged. (i.e. in a growth equity composite portfolios may use derivative instruments; in
regard to a portfolio’s investment policy, a 120% or greater exposure to the S&P 500
undeniably constitutes materiality). It is sensible for firms to establish in advance certain
criteria to identify at what point the risk/return profile for a composite becomes materi-
ally altered and to establish and document policies as to what disclosures must be made
for the composite.

Composite Construction for Portfolios Utilizing Leveraged Strategies

While there are a wide variety of strategies that involve leverage and the risk profiles of
those portfolios are complex, calculation of returns for leveraged portfolios doesn’t

Proposed Adoption Date: June 2005
Proposed Effective Date: 1 January 2006
Retroactive Application: No
Public Comment Period: Oct 2004 – Dec 2004
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need case-by-case methodology and is basically the same as for non-leveraged
portfolios. 

(Please see Appendix A for calculation examples of returns) 

The GIPS standards require that firms construct composites based on investment strategy
or style. Further, the Guidance Statement on Composite Definition states “In general,
portfolios that use derivatives, leverage and/or hedging have a unique investment strategy
from those portfolios that do not utilize these techniques or instruments. Accordingly,
firms should consider whether portfolios that use leverage, derivatives, and/or hedging
should be included in separate composites from portfolios that are restricted from using
such instruments or strategies.”

If the nature of the mandated usage of derivatives and margin borrowing is such that the
firm does not have the ability to implement its intended strategy, then the respective port-
folio might be considered non-discretionary and therefore must not be included in a
composite. 

Risk Measure Disclosure and Reporting 

Disclosing proper risk measures is crucial for capturing the altered risk/return profile
that a leveraged portfolio contains when compared with a traditional strategy. Presenting
the prospective client with the risk measure that best captures a leveraged portfolio’s
altered risk/return profile must be stressed. At the composite level, the range and median
value for the constituent portfolio risk measures will provide a prospective client with valu-
able insight into the overall composite’s risk/return profile. Useful risk measures and
information for leveraged strategies include the exposure, Value at Risk, the tracking
error and the volatility of a composite, the percentage of composite assets which are not
traded on a stock exchange or equivalent, the percentage of composite assets held in
short positions and overlay assets of overlay strategy. 

The following are descriptions of some recommended risk measures for leveraged strate-
gies. In these descriptions some calculation methodologies are shown but are not neces-
sarily definitive. Alternative methodologies can be used. Firms should disclose the
methodology and/or system that is used to calculate the risk measure and information.

Exposure

Firms may present minimum, average, and maximum levels of exposure for each period.
Exposure could be defined as the expected unit move in the portfolio divided by the unit
move in the market. This information gives prospective clients an indication of the range
of leverage that is employed during the period. The minimum, average, and maximum
exposure should be calculated based on monthly (or daily if available) data points. Firms
with leveraged multi-asset strategies should indicate which segments within the multi-asset
strategy use leverage. Firms may also present the total exposure, which could be calcu-
lated as the sum of the weight of each segment multiplied by its respective exposure.
While this aggregation of exposures is not a precise technical measurement it is a useful
approximation of the total exposure. It would be more precise to present each of the seg-
ment’s exposure relative to the underlying market (e.g., the stock segment relative to the
stock market), but this would require the presentation of a great number of data points,
particularly for composites with several segments. Firms are encouraged to present the
exposure of each of the individual segments as supplemental information. 

(Please see Appendix B for calculation examples of exposure) 

Value at Risk

Firms may present the minimum, average, and maximum Value at Risk (VaR) ratio for the
composite and the composite benchmark for each period presented. The VaR ratio is cal-
culated as the weighted-average of the VaR ratios of the individual portfolios within a com-
posite divided by the composite assets. Firms should base the VaR on the 95% confidence
interval and one month (or daily, if appropriate) time horizon for comparison among
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composites. The firm can also present additional VaR ratios based on other parameters.
The firm should also disclose the methodology or system that is used to calculate the VaR. 

(Please see Appendix C for calculation examples of Value at Risk)

Tracking Error

Tracking error for the most recent three, five, and ten year (or since inception if incep-
tion is less than ten years) periods can be used to demonstrate a portfolio’s variability to a
benchmark. Due to the small number of data points, composites with less than three years
of performance history should not disclose the tracking error. The tracking error is com-
puted as the annualized standard deviation of the arithmetic or geometric difference
between the monthly composite return and the composite benchmark return. While it is
potentially problematic to annualize the standard deviation of leveraged returns, the use
of an annualized figure allows for comparability with the other annual disclosures. When
there is more than one portfolio in a composite, using the composite return and compos-
ite benchmark return will tend to under-estimate the tracking error of a typical portfolio
in the composite because of the diversification effect. While it would be more suitable to
calculate the weighted-average of the tracking errors of the individual portfolios within
the composite to calculate the composite tracking error, problems can arise when portfo-
lios are not included in the composite for the entire period. The use of the composite
return and composite benchmark return is still meaningful, avoids the problem of portfo-
lios moving into and out of composites, and is generally very easy for firms to calculate. It
should be noted that when the dispersion of portfolio returns within a composite is
higher, the tracking error of a typical portfolio in the composite will tend to be more
under-estimated.

Overlay Strategy Discussion

Firms with overlay strategies should disclose the overlay assets in addition to composite
assets for the overlay composite. For example, if a firm is hired to implement an overlay
strategy on an underlying portfolio of €100 million and is given €10 million to implement
the strategy (e.g., for margin requirements), then the €10 million is included in the com-
posite assets and the €100 million is also reported as overlay assets.

Effective Date

This Guidance Statement is effective 1 January 2006. Firms currently coming into compli-
ance should apply this guidance to all periods. Firms are encouraged, but not required to
apply this guidance prior to the Effective Date. 

5-4
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APPENDIX A
CALCULATING RETURNS FOR PORTFOLIOS 

THAT UTILIZE LEVERAGE 

Standard 2.A.1 requires that a “total return, including realized and unrealized gains plus
income, must be used.” In addition, Standard 2.A.2 requires that “time-weighted rates of
return that adjust for cash flows must be used. Period returns must be geometrically
linked. Time weighted rates of return that adjust for daily weighted cash flows must be
used for periods beginning 1 January 2005. Actual valuations at the time of external cash
flows will likely be required for periods beginning 1 January 2010.” A cash flow is defined
as an external flow of cash and/or securities (capital additions or withdrawals) that is
client initiated.

In general, calculating returns for portfolios that use leverage and/or derivatives is the
same as calculating returns for non-leveraged portfolios. Returns are calculated by divid-
ing the change in market value of the portfolio by the beginning market value of the port-
folio. The market value of the actual client assets is used in the denominator. The return
for the period is: 

where x0 is the portfolio beginning market value and x1 is the portfolio ending market
value = (x0 +Δx).

The market value includes the value of all current holdings including any accrued income
and unrealized gains or losses. The market value of the portfolio can also be thought of as
the cash value if all positions were liquidated (assuming zero transaction costs) including
accrued income. The notional value of the derivative securities is not used to calculate the
market value. 

Example 1: Stock portfolio with long futures
At the beginning of the period portfolio consists of $90 long stocks, $10 margin deposited
for futures and long futures position with $60 notional value. At the end of the period the
value of long stocks is $96 and notional value of futures is $63. Interest received from the
deposited margin is $0.02. Total value of the portfolio changes from $100 (= $90 + $10) to
$109.02 (= $96 + $10 + $63 - $60 + $0.02).

.

Example 2: Stock portfolio with short futures – full hedge case
At the beginning of the period the portfolio consists of $90 long stocks, $10 margin
deposited for futures and a short futures position of $90 notional value. At the end of the
period the value of long stocks is $84 and notional value of futures is $83.60. Interest
received from the deposited margin is $0.02. Total value of the portfolio changes from
$100 (= $90 + $10) to $100.42 (= $84 + $10 + $90 - $83.60 + $0.02).

.

Example 3: Stock portfolio with options
Portfolio consists of $90 stocks and $10 call options at the beginning of the period.
Valuations of the stocks and options are $95 and $25 respectively at the end of the period.
Total value of the portfolio changes from $100 (= $90 + $10) to $120 (= $95 + $25).

.R = − ⎞
⎠

⎛
⎝⎜

=120 100

100
20 0. %

R = − ⎞
⎠

⎛
⎝⎜

=100 42 100

100
0 42

.
. %

R = − ⎞
⎠

⎛
⎝⎜

=109 02 100

100
9 02

.
. %

R
x x

x
=

− ⎞

⎠
⎟

⎛

⎝
⎜

1 0

0



P
R
O
P
O
S
E
D

GLOBAL INVESTMENT PERFORMANCE STANDARDS (GIPS®)  HANDBOOK ©1999–2007 CFA INSTITUTE

5-4

298

Example 4: Stock portfolio with short options
Portfolio consists of $110 stocks and $10 short call options at the beginning of the
period. Valuations of the stocks and options are $117 and $15 respectively at the end of
the period. Total value of the portfolio changes from $100 (= $110 - $10) to $102 (=
$117 - $15).

.

Example 5: Stock portfolio with partially short position
At the beginning of the period the portfolio consists of $130 long stocks and $30 short
stocks. Then beginning market value of the total portfolio is $100 (=$130 - $30). If long
stocks become $142 and short stocks become $27 at the end, then ending market value of
the total portfolio is $115 (= $142 - $27).

.

Example 6: Stock portfolio with margin borrowing
Portfolio consists of $100 long stocks and additional $50 long stocks bought on margin.
Valuation of long stocks is $170 at the end of the period. Interest paid for margin borrow-
ing is $0.20. Value of the portfolio that belongs to client at the beginning of the period is
$100 (= $150 - $50). It becomes $119.80 (= $170 - $50 - $0.20) at the end of the period.

.

Example 7: Market neutral strategy
A client provided a hedge fund manager with capital of $100 at the beginning of the first
month. The hedge fund manager deposited $100 with a prime broker and constructed
positions of $100 long stocks and $100 short stocks. At the end of the first month market
values of long stocks and short stocks are $109 and $107 respectively. The fund manager
received interests of $0.30 (annual rate of 3.6%) from the prime broker. The value of the
total portfolio changes from $100 (= $100 + $100 - $100) to $102.30 (= $100 + $109 -
$107 + $0.30). 

.

Overlay Strategies
Currency and asset overlay strategies are unique, but are treated similarly. In general,
returns on overlay strategies are based on the gain or loss on the overlay assets (typically
futures or forwards) divided by the assets of the underlying portfolio.

Example 8:
A client hires Manager A to implement a tactical asset allocation futures overlay on $100
million. Manager A is given $10 million to implement the overlay strategy.

Basis of the overlay strategy = $100 million
Overlay gain/loss for the period = + $500,000

.

The firm should include the $10 million in the composite assets and the $100 million
should also be reported as overlay assets.
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APPENDIX B
CALCULATING EXPOSURE

Exposure is one of the most important risk measures for leveraged portfolios because it
defines the degree of leverage and is the basic of the judgment of “materiality”. Exposure
could be defined as the expected unit move in the portfolio divided by the unit move in
the market. For example, if a portfolio is expected to increase in value by 1.5% for a 1%
increase in the market, the exposure would be 150%. Although exposure could be
defined differently, in this appendix we show examples of exposure calculations according
to the definition above. Some of the examples, such as Example 5 and Example 6 might
be disputable and the subcommittee hopes the concept of exposure and methodology of
calculating exposures will be enhanced through fruitful discussions with the industry.

In order to calculate exposure, firms should identify the “markets” against which the
exposure is calculated. It is expected that the markets used to calculate exposure will be
consistent with the investment strategy and benchmark. In the case of simple single asset-
class strategy, the market will be a broad index that represents the asset-class, such as the
S&P 500, FTSE 100, TOPIX, etc. In the case of a market neutral strategy, the strategy is
usually employed relative to a single asset market, such as the U.S. stock market. The
exposure to U.S. stock market would be expected to be around zero for a market neutral
strategy, so the exposure information provides a useful way to confirm the degree of mar-
ket neutrality. 

General Formula

Let I and V be the market level and portfolio value, respectively. The portfolio value
changes ΔV if the market changes ΔI. In general, the following formula can be used to cal-
culate exposure:

,

where i is an instrument or strategy within the portfolio and w i is the weight of the instrument

or strategy in the portfolio (i.e., ). 

Exposure of Stocks
In the case of a non-leveraged stock portfolio, the exposure of the stocks is calculated as
follows:

,

where β is the portfolio’s sensitivity to changes in the stock market. Firms should use
a β of 1, but may also present the exposure calculated using a different β, based on an
estimate from a risk model (e.g. forecast beta) or historical β, if it determines that this
is appropriate. The beta of the portfolio is calculated as an asset-weighted average of
each stock’s sensitivity to changes in the stock market. If the firm presents the expo-
sure based on a β other than 1, the firm should disclose how the β is determined.
Using a β of 1 improves comparability (otherwise two firms could estimate the β of
the same portfolio differently, leading to two different exposure figures for the same
portfolio). 

The exposure of the total portfolio is therefore the percentage of stocks times the β. For
example, if the portfolio holds 95% stocks and 5% cash, the exposure would be 95%
times β. Since it is recommended that firms use a β of 1, the exposure is simply the per-
centage of stocks in the portfolio.
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Exposure of Bonds

In the case of a bond portfolio, the portfolio’s modified duration is used instead of β. The
price sensitivity of a bond and/or a bond portfolio versus a unit change in interest rates is
expressed by modified duration as below:

,

where D is the modified duration, V is the price level of a bond, and Δy is the unit change
in interest rates. 

Portfolio duration (Dp) and benchmark index duration (DI) are expressed as follows:

, .

Rearranging these formulas leads to the following:

, .

From these equations the exposure of the bond portion of the portfolio is calculated as
follows:

.

If portfolio duration (Dp) is equal to the benchmark index duration (DI), then the expo-
sure is 100%. If Dp is larger than DI, then the exposure exceeds 100%. As with the stock
portfolio, the exposure of the total portfolio is equal to the percentage of bonds in the
portfolio times the exposure of the bonds. For example, if the portfolio is 97% bonds and
3% cash and the exposure of the bonds is 105%, then the exposure of the total portfolio
is 97% times 105%, or 101.85%.

While the use of the portfolio’s effective duration is better to use in theory, the use of
modified duration is simpler and does not depend on an underlying pricing model to
estimate spot rates. Firms are allowed to use the effective duration instead of the modified
duration, but should disclose the pricing model methodology used.

Exposure of Options
In the case of options, the delta-weighted exposure should be used. The option delta (δ),
which is the first derivative of the option price relative to a change in the price of the
underlying security, is used rather than β. The option premium changes ΔV if the stock
market changes ΔI. In this case, exposure is calculated as

.

If the option is an at-the-money call option, δ is approximately 0.5. The option premium V
depends on stock market level (I), volatility of the stock market, execution price, time to
maturity, and the risk-free interest rate. A typical example could be I=$100, V=$8 and
δ=0.5. The exposure would be calculated as follows:

.

Thus, the exposure is 625% for this at-the-money call option.
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Multi-Asset Composites 

In the case of multi-asset composites that use leverage, firms should indicate which segments
within the multi-asset strategy use leverage. Firms may also present the total exposure, which
could be calculated as the sum of the weight of each segment multiplied by its respective
exposure. While this aggregation of exposures is not a precise technical measurement it is a
useful approximation of the total exposure. It would be more precise to present each of the
segment’s exposure relative to the underlying market (e.g., the stock segment relative to the
stock market), but this would require the presentation of a great number of data points, par-
ticularly for composites with several segments. Firms are encouraged to present the expo-
sure of each of the individual segments as supplemental information. 

Example 1: Stock portfolio with long futures 
At the beginning of the period the portfolio consists of $90 long stocks, $10 margin
deposited for futures, and a long futures position with $60 notional value. 

.

Assume that V2 is deposited margin for futures and is equal to $10, V2n is a notional value of 

futures position and is equal to $60, β is 1, and . Then the exposure is calculated as:

.

Thus an exposure against the stock market is 150%.

Example 2: U.S. equity market neutral strategy
At the beginning of the period $100 is deposited margin to a primary broker and the port-
folio consists of $94 long stocks and $96 short stocks. The market value of the total portfo-
lio is $98 (= $100 + $94 - $96). Exposure against U.S. stock market is calculated as follows:

.

The first term relates to the margin deposit and is assumed to have zero sensitivity to the
stock market. The second term and third terms relate to the long and short positions
respectively and are assumed to have a β of 1. The exposure of –2.04% is small but it is use-
ful information because prospective clients would like to know the actual level of neutrality. 

Example 3: Stock portfolio with index options 
A portfolio consists of $90 stocks and $10 call options at the beginning of the period.
Using a β of 1 and option exposure of 6.25 (from the example above), the exposure is cal-
culated as: 

.

Thus the exposure relative to the stock market is 152.5%.

= ×( ) + ×( ) =0 9 1 0 0 1 6 25 1 525. . . . .
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Example 4: Portfolio consisting of options of individual stocks
A portfolio consists of many options of individual stocks. For example, a call option of
General Electric, a call option of IBM, and a put option of General Motors, etc.

,

where Si is the price of stock i, Vi is premium of option i, δi is the delta of option i, and βi
is the beta of stock i.

Assuming βi is 1, the formula simplifies to the following:

.

Example 5: Multi-Asset portfolio with tactical asset allocation strategy
A portfolio consists of stocks (s), bonds (b), and short term instruments including cash (c),
and the benchmark consists of 60% stock index and 40% bond index. Let I be the stock
market or bond market. The total exposure for the composite is calculated as the weight of
the stock segment multiplied by the stock exposure, plus the weight of the bond segment
multiplied by the bond exposure. The exposure of the cash segment is assumed to be zero.  

Assume stock futures have a short position and bond futures have a long position. Let sm
correspond to the margin for stock futures, bm correspond to the margin for bond
futures, sn correspond to the notional value of stock futures, and bn correspond to the
notional value of the bond futures.

. (5-1)

Let Is be the stock market and ΔIs be a change of the stock market. The portion of the
equation related to stocks is as follows:

(5-2)

.

The second term is the ratio of nominal value of stock futures to portfolio total value and
because the futures are short, the numerator will have a negative sign in this case. 

The bond segment is calculated as follows:

(5-3)

.
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Since the sensitivity of bond market relative to the stock market is generally expressed as:

. (5-4)

are the bond market volatility, the stock market volatility, and the correlation
between bond and stock market respectively. The last term of equation (5-1) should be
zero because it is assumed that ΔVc is not correlated with ΔIs. From these considerations
equation (5-1) becomes as follows:

. (5-5) 

To facilitate comparability among firms, the βs is recommended to be equal to 1 and the
correlation is zero. However, firms may use a different β, based on an estimate from a risk
model (e.g., forecast beta) or historical β, if it determines that this is appropriate. This
results in the following equation:

. (5-6)

Therefore, the exposure of the multi-asset portfolio versus the stock market is simply the
sum of the ratio of the stocks in the portfolio plus the ratio of nominal value of stock
futures in the portfolio. As stated earlier, because the futures are a short position, the
numerator of the second term will be negative. Note that the assumption of a zero corre-
lation leads to an underestimation of the exposure. As the correlation increases, the expo-
sure increases.

The calculation of the exposure against the bond market is calculated similarly as the
stock exposure and the next equation corresponds to equation (5-5).

. (5-7)

As stated above, assuming a zero correlation between stock and bond markets, the follow-
ing equation results:

. (5-8)

The exposure of the total portfolio should be calculated as the sum of equation (5-6) and
(5-8). In addition, the firm should indicate which segments use leverage.

Example 6: Global Equity portfolio with tactical country allocation
Let us consider the case of multiple underlying equity indexes. In this example the
benchmark is constructed as, for example, 40% S&P 500, 40% MSCI Europe, and 20%
MSCI Japan and a manager is permitted to use stock futures to change country alloca-
tion for the purpose of generating active returns. The actual portfolio consists of U.S.
stocks, European stocks, Japanese stocks, stocks of other regions/countries, and cash.
The portfolio has positions of long or short stock futures. The suffix m corresponds to
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the margin for futures position. Portfolio sensitivity relative to the “market” (I ) is
expressed as follows. 

.
(6-1)

Please note that corresponds to the various markets (U.S., Europe, Japan, and others).
The last term should be zero because it is cash. The second term of the parenthesis corre-
sponds to stock futures. The first and second terms would be converted in the same way as
equation (5-2).

(6-2)

.

The sign of Vin is plus if the futures position is long and is minus if the futures position is
short. If I is assumed to be the “global stock market” (i.e., including exposure to markets 

outside of the benchmark), it might be assumed that for each i. Theoretically 

these assumptions are not necessary correct and more accurate estimations are possible.
Those estimations, however, would reduce the comparability among firms. The exposure
is calculated as:

. (6-3)

Firms are reminded that Standard 4.A.10 requires firms to disclose the percentage of the
composite invested in countries or regions outside of the benchmark.

Again, assuming the β within each market is equal to 1 for simplicity and comparability
among firms, inserting 1 into equation 6-3 leads to the final exposure figure. Firms should
report the result of equation (6-3). Firms are also encouraged to report as supplemental
information the exposure against particular stock markets, for example U.S. stock market,
if it characterizes the investment strategy and has a prominent effect to the portfolio
returns. Exposure against the U.S. stock market is calculated from equation (6-2) by 

defining I as U.S. stock market, , and for . Assuming the β of the 

U.S. stock portfolio is 1 leads to the following equation: 

. (6-4)
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APPENDIX C
Calculation of Composite Value at Risk

The Value at Risk (VaR) ratio is the ratio of the value of possible loss to total assets. The
composite VaR ratio is the asset-weighted average of individual portfolio VaR ratios. 

The composite VaR ratio should be calculated on a monthly basis. The firm should pres-
ent the minimum, average, and maximum of the 12 monthly composite VaR ratios for
each annual period reported. If the strategy assumes frequent change of leveraged posi-
tions, these calculation should be performed based on daily data.

Example 1

Composite C has three portfolios, X, Y, and Z. Assume that asset values and VaRs for
January are as follows:

The composite VaR ratio of 8.68% is the asset-weighted average of the individual portfolio
VaR ratios. Assume the same calculations are performed each month with the following
results:

Composite VaR Ratio (%)
January 8.68
February 8.98
March 8.33
April 8.09
May 8.16
June 7.84
July 8.11
August 7.78
September 7.72
October 7.51
November 7.88
December 8.03

The firm would present 7.51%, 8.09%, and 8.98% as the minimum, average, and maxi-
mum composite VaR ratios for the year. From these three figures, a prospective client
should anticipate that their average value at risk is the value of their portfolio times 8.09%
and they should expect that their value at risk ranges from 7.51% to 8.98% times their
portfolio value. 

5-4
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Asset Value VaR VaR Ratio

Portfolio X $100 $8.5 8.5%

Portfolio Y $200 $18 9%

Portfolio Z $40 $3 7.5%

Composite $340 8.68%
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COUNTRY SPONSORS OF THE GIPS STANDARDS
(as of 1 November 2005)

About the Country Sponsors of the GIPS Standards:
Although the CFA Centre funds and administers the activities of the GIPS standards, their
success is the result of an alliance among experts from a variety of fields within the global
investment industry. The following key industry groups have been involved in and con-
tributed significantly to promoting and developing the GIPS standards:

6. APPENDICES

Australia 
Performance Analyst Group of Australia

Austria 
Österreichischen Verreinigung für
Finanzanalyse und Asset Management und
der Vereinigung Österreichischer
Investmentgesellschaften

Belgium 
Belgian Association for Pension Institutions

Denmark
The Danish Society of Investment
Professionals, The Danish Society of
Financial Analysts

France 
Société Francaise des Analystes Financiers
and Association Francaise de la Gestion
Financière

Germany 
BVI Bundesverband Investment und Asset
Management e.V., Deutsche Vereinigung
für Finanzanalyse und Asset Management,
and German CFA Society

Hong Kong 
The Hong Kong Society of Financial
Analysts

Hungary 
Hungarian Society of Investment
Professionals

Ireland 
Irish Association of Investment Managers

Italy 
Italian Investment Performance Committee

Japan 
The Security Analysts Association of Japan

Luxembourg 
Association Luxembourgeoise des Fonds
d’Investissement and Association
Luxembourgeoise des gestionnaires de
portefeuilles et analystes financiers

Netherlands 
Beroepsvereniging van
Beleggingsdeskundigen

New Zealand 
CFA Society of New Zealand

Norway 
The Norwegian Society of Financial Analysts

Poland
Polski Komitet Wyników Inwestycyjnych

Portugal
Associação Portuguesa de Analistas
Financeiros

Singapore 
Investment Management Association of
Singapore

Spain 
CFA Spain

South Africa 
Investment Management Association of
South Africa

Sweden 
Swedish Society of Financial Analysts 

Switzerland 
Swiss Bankers Association

United Kingdom
National Association of Pension Funds Ltd

United States and Canada 
CFA Institute
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CORRECTIONS TO GIPS STANDARDS
Last updated 31 October 2006

Provision Original Correction

II. Provisions of 2. Calculation Methodology: 2. Calculation Methodology: 
the Global Achieving comparability Achieving comparability among 
Investment among firms’ performance firms’ performance presentations 
Performance presentations REQUIRES… requires…
Standards (page 6)

2.A.1 TOTAL RETURN, including Total return, including realized 
realized and unrealized gains and unrealized gains and losses 
and losses plus income, MUST plus income, MUST be used.
be used.

5.A.1.c . . .If the COMPOSITE contains . . .If the COMPOSITE contains 
less than 5 PORTFOLIOS, the 5 PORTFOLIOS or less, the number 
number of PORTFOLIOS is not of PORTFOLIOS is not REQUIRED.
REQUIRED.

5.A.1.d . . .If the COMPOSITE contains . . .If the COMPOSITE contains
less than 5 PORTFOLIOS for the 5 PORTFOLIOS or less for the full 
full year, a measure of year, a measure of DISPERSION is not 
DISPERSION is not REQUIRED. REQUIRED.

5.A.6 The TOTAL RETURN for the The total return for the 
BENCHMARK (or BENCHMARKS) BENCHMARK (or BENCHMARKS) 
that reflects… that reflects…

5.B.2 . . . over time of the COMPOSITE . . . over time of the COMPOSITE and 
and BENCHMARK returns. BENCHMARK returns.

6. Real Estate …all the required and …all the required and 
recommended elements of recommended elements of the 
the GIPS standards (outline GIPS standards (outline in 
in Section II.1 through Section II.0 through 
Section II.5.), … Section II.5.), …

6.A.3.a . . .(1) calculated separately . . .(1) calculated separately using
using chain-linked TIME-WEIGHTED chain-linked TIME-WEIGHTED RATE

RATE OF RETURN, (2) adjusted OF RETURN, or (2) adjusted such 
such that the sum of THE INCOME that the sum of THE INCOME RETURN

RETURN and the CAPITAL RETURN and the CAPITAL RETURN is equal to 
is equal to the TOTAL RETURN, or the TOTAL RETURN, or (3) income 
(3) income cash recognition cash recognition mode,
mode,

6.A.3.f The percent of total MARKET The percent of total MARKET

VALUE of COMPOSITE assets (asset VALUE of COMPOSITE assets (asset 
weighted not equally weighted) weighted not equally weighted) to
total REAL ESTATE assets valued by total REAL ESTATE assets valued by
an EXTERNAL VALUATION for each an EXTERNAL VALUATION for each
period, and period, and
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7. Private Equity …all the required and …all the required and 
recommended elements of the recommended elements of the 
GIPS standards (outline in GIPS standards (outline in 
Section II.1 through Section II.0 through 
Section II.5.), … Section II.5.), …

Appendix A The required fee schedule Include sample disclosure text:
Example 4: Private disclosure is inadvertently The standard fee schedule
Equity Partners omitted currently in effect is as follows:
Disclosures 1.00% of assets under manage-

ment. In addition, there is a 20%
incentive fee for all assets. The
incentive fee is applied to the 
value added in excess of fees,
expenses, and the return of the
GP-BO Index.

Glossary,  A unit, division, department, or A unit, division, department, or
definition of office that is organizationally office that is organizationally and
DISTINCT BUSINESS and functionally segregated functionally segregated from other
ENTITY from other units, divisions, units, divisions, departments, or 

departments, or office and office and assets retains discretion 
retains discretion over the assets over the it manages and should 
it manages and autonomy over have autonomy over the
the investment decision-making investment decision-making 
process. process.

Glossary,  . . .This schedule is typically . . .This schedule is typically listed 
definition of listed by asset level ranges and by asset level ranges and MUST

FEE SCHEDULE SHOULD be appropriate to the should be appropriate to the 
particular prospective client. particular prospective client.

Glossary,  The current listed price at The current listed price at which
definition of which investors buy or sell investors buy or sell securities at 
MARKET VALUE securities at a given time. a given time.

Glossary, Open Market Value Open Market Value (REAL ESTATE)
definition of OPEN (PRIVATE EQUITY)
MARKET VALUE

(PRIVATE EQUITY)
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Carl R. Bacon, Chair
Chairman
Statpro Group Plc.
United Kingdom

Hiroshi Fujibayashi
Senior Researcher
Sumitomo Trust and Banking Co., Ltd.
Japan

Brian Henderson
Investment Consultant
Hymans Robertson
United Kingdom

Stefan Illmer
Custody & Transaction Services Client
Reporting, UXD
Credit Suisse 
Switzerland

Michaela Krahwinkel
Head of Performance Analysis
Union Asset Management Holding AG
Germany

Neil E. Riddles, CFA
COO
Hansberger Global Investors, Inc.
United States  

Timothy M. Simons, CFA
Partner
Ashland Partners & Company LLP
United States

David Spaulding
President
The Spaulding Group Inc.
United States  

Karyn D. Vincent, CFA
President
Vincent Performance Services, LLC
United States 

Alexandre Zannoni
Vice President/Head of Performance Risk
Analysis
Banque Cantonale Vaudoise
Switzerland  

INTERPRETATIONS SUBCOMMITTEE
ROSTER (2005-2006)
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accounting:
accrual, pp. 81–84
cash basis, pp. 82–83 
settlement date, pp. 79–81
trade date, pp. 79–81

acquisitions. See portability of performance 
additional information, p. 118, p. 142 
advertising, Section 3-10
after-tax performance: country specific, 

Section 4-3
annualized return. See composite: return
assets under management, pp. 67–68,

pp. 108–109, p. 126
asset-weighted return. See composite: return  
balanced portfolio. See portfolio: multiple asset
base currency, p. 101

euro conversion, Section 4-5
benchmark, pp. 114–115, pp. 133–134, p. 159
calculation methodology, Sections 3-3 and 4-1

daily valuation method, pp. 85–86
Dietz method, pp. 86–87
IRR method, p. 89, pp. 146–150
modified Dietz method, p. 87
modified IRR method, pp. 87–88

carve-out, Section 4-8, pp. 107–108, p. 110,
p. 116, pp. 132–133, pp. 139–140, p. 146 

cash, pp. 93–94
flow. See external cash flow

chain linking. See geometric linking
claim of compliance, pp. 70–72

advertising, p. 156
client restrictions. See discretion
commingled fund. See pooled investments
compliance statement. See claim of compliance
composite:

construction, Section 3-4
creation date, p. 57, p. 121, pp. 172–173
definition, Section 4-2, p. 57, p. 73,

pp. 99–103, pp. 173–175
description, p. 57, pp. 73–74,

pp. 112–113, p. 120, pp. 155–156
discontinued, p. 73, pp. 112–113, p. 148
inception date, p. 57, p. 102
list, pp. 73–74, pp. 112–113, pp. 155–156
minimum asset level, pp. 109–110, p. 111,

p. 113, p. 172
name change, p. 121
redefinition, pp. 104–107, pp. 120–121,

p. 173
return:

annualized, p. 129, pp. 137–138,
pp. 157–158

asset-weighted, pp. 91–94, p. 96
average annual compound, pp.

137–138, pp. 157–158
cumulative, p. 136, pp. 157–158
equal-weighted, pp. 136–137
quarterly, p. 94, p. 137

terminated.  See composite: discontinued 

convertible securities, p. 107   
country version of GIPS (CVG), p. 3  
cumulative return. See composite: return
currency, p. 113, p. 160
custody fees. See fees
daily valuation method. See calculation

methodology
derivatives, Section 5-4, pp. 113–114, p. 160
Dietz method. See calculation methodology
disclosures, Section 3-5, pp. 130–135,

pp. 141–142, p. 148, pp. 159–161
discretion, pp. 97–99, pp. 140–141, p. 146
distinct business entity, pp. 65–67
dispersion, p. 122, pp. 127–128  
error correction, Section 5-1
euro conversion. See base currency
exchange rates, pp. 114–115  
external cash flow, pp. 85–93

large, pp. 78–79, pp. 85–91, p. 96
significant, Section 4-9, pp. 110–111
temporary new account, pp. 110–111

fees, Section 4-6
administrative, p. 56, p. 135
all-in, p. 117
bundled, p. 95, pp. 117–118
custody, p. 58, p. 94, pp. 117–118, p. 135
investment management, p. 60, pp. 83–84,

p. 95, p. 118, p. 135, p. 159
performance: gross-of, p. 59, p. 95, p. 114,

p. 118, p. 135, p. 149, p. 159
performance: net-of, p. 61, pp. 83–84,

p. 95, p. 114, p. 118, p. 148–149
wrap fee, Section 4-13, p. 117

fee schedule, pp. 116–117
firm:

assets. See assets under management
definition, Section 4-4, pp. 65–70, p. 75,

pp. 108–109, p. 112, p. 122 
fundamental responsibilities, pp. 72–74
inception, p. 102, pp. 124–125
policies and procedures, p. 70, p. 118
redefinition, p. 120, pp. 218–219

fund of funds. See subadvisor
geometric linking, pp. 85–91, p. 141 
GIPS Executive Committee, pp. 2–3
gross-of-fees performance. See fees
Guidance Statements:

adopted, Section 4
proposed, Section 5

hedging, p. 101, pp. 113–114
historical performance, pp. 69–70, pp. 104–107,

pp. 124–125, p. 129, pp. 130–132, p. 138
hybrid securities. See convertible securities
index. See benchmark
internal rate of return (IRR). See total return
leverage, Section 5-4, pp. 113–114, p. 139, p. 160
linking. See geometric linking
list of composites. See composite: list
manager of managers. See subadvisor

7. Index
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market value. See portfolio: valuation, private
equity: valuation, real estate: valuation

mergers. See portability of performance
minimum asset level. See composite
modified Dietz method. See calculation

methodology
modified IRR method. See calculation

methodology
multiple-asset portfolio. See portfolio: multiple-

asset
mutual funds. See pooled investments
net-of-fees performance. See fees
non-discretionary. See discretion
performance examination. See verification
performance record. See track record
performance history. See historical

performance
pooled investments, p. 101, p. 155
policies and procedures. See firm
portability of performance, Section 4-7,

pp. 130–132
portfolio:

balanced. See portfolio: multiple-asset
discretionary, pp. 67–69, pp. 97–99
fee-paying, pp. 67–69, pp. 97–99
model (simulated), pp. 108–109
multiple asset, p. 102, pp. 107–108,

p. 116, pp. 132–133
new, pp. 103–104
non-discretionary, pp. 67–69, pp. 97–99
non-fee-paying, pp. 67–69, pp. 97–99,

pp. 134–135
number in composite, pp. 126–127
terminated, p. 104
valuation. See also private equity: valua-

tion, real estate: valuation
pp. 77–79, pp. 121–123
dates, pp. 78–79, p. 83, p. 91, p. 96,

p. 143, p. 146
private equity, Section 3-8

carried interest, p. 57, p. 145, p. 148
committed capital, p. 57, pp. 144–146
distribution, p. 58, p. 144, p. 147,

pp. 149–150
drawdown, p. 58, pp. 145–146, p. 149
fair value, p. 144, p. 146
final realization date, p. 148
investment multiple, p. 60, p. 149
investment structures (vehicles),

pp. 144–147
paid-in capital, p. 61, pp. 149–150

realization multiple, p. 62, p. 149
residual value, p. 147, pp. 149–150
since inception IRR (SI-IRR), p. 146,

p. 149
valuation, pp. 146–150
venture capital, p. 146, p. 148
vintage year, p. 146, pp. 148–150

quarterly returns. See composite: return
record-keeping policies, Section 5-3, p. 77
real estate, Section 3-7

capital employed, p. 141
capital return, p. 141
component returns, p. 141
composite construction, p. 139
discretion, p. 140
dollar-weighted returns (internal rate of

return), p. 140, p. 143
TWRR, pp. 85–91
valuation, pp. 142–143

risk measures, p. 138
sample presentations, pp. 40–45
separately managed account. See fees: wrap fee
significant cash flows. See external cash flow
significant events, pp. 119–120
standard deviation. See dispersion
subadvisor, p. 69, pp. 118–119
supplemental information, Section 4-10  
supporting records. See record-keeping policies
taxes, pp. 95–96, p. 101, p. 114, p. 135 
temporary new account. See external cash flow
time-weighted rate of return (TWRR). See total

return
total firm assets. See assets under management
total return. See also calculation methodology

IRR (money-weighted), p. 89,
pp. 146–150

time-weighted (TWRR), pp. 85–91
track record, pp. 124–125, pp. 130–132, p. 138
trading expenses, p. 63, p. 94
transaction costs. See trading expenses
translation of GIPS (TG), p. 3  
unit trusts. See pooled investments
verification, Sections 3-9 and 4-11, pp. 75–76,

p. 153
performance examination (performance

audit), Section 5-2  
verifier independence, Section 4-12
volatility. See risk measures
withholding taxes, reclaimable foreign. See

taxes
wrap fee. See fees: wrap fee


