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1.

Capacity analysis

Regarding capacity analysis we believe that there are two key aspects to consider:
1.

Why is capacity critical?

2.

Why is capacity difficult to determine?

Why is capacity critical?
As a portfolio manager, having the freedom to
implement your investment philosophy is a critical
ingredient to generating strong outperformance.
Irrespective of how skilled a manager is or how hard
they work, if their universe of potential investments to
select from is reduced or it takes them longer to trade
in and out of their portfolio holdings they will be at a
disadvantage. They may still outperform, but they will
need to first overcome this handicap they face against
more nimble peers.
Would you expect the top-ranked golfer to win a
tournament against another top ten player if they had
to use a heavier ball or had to play with only a limited
selection of clubs? Probably not. They may beat a
top 100 player, but not another skilled practitioner. In
most investment asset classes, a skilled manager
research team should be able to uncover a number of
great managers so don’t need to invest with those that
start every day at a disadvantage.
A greater universe of potential investments to select
from should enable better performance.
Consequently, with lower assets under management
in any given strategy, managers are more likely to be
able to implement their best ideas at the appropriate
weighting in their portfolios. Many managers will tell
you that their universe is large enough and they
always select their best ideas. However, it is worth
asking them if screening for stocks above $5bn is in
the clients’ best interests or is actually better for the
manager’s P&L as they can run more assets in the
strategy.
Notwithstanding the negative impact of having a
smaller universe, having the liquidity to build up or
dispose of positions in investments without affecting
the price is clearly another advantage of having
smaller assets.
Managers with large assets are likely to take longer to
build up their desired weights in stocks. During this
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extended period there is an increased chance that
other investors will recognise the opportunity and the
price will appreciate before the manager can get their
desired position size.
Having the ability to trade out of winners or losers and
move on is also important. For example, if an equity
manager owns 10% of a company (which is more
than possible for larger strategies with holdings in
smaller companies) and they decide that they no
longer want to own the stock, they may find it difficult
to sell at a price they're comfortable with, especially
given that often the reasons they want to unwind the
position may be simultaneously reducing the
enthusiasm of other investors. Thus the sale of a
large position can take time, causing an opportunity
cost, or worse could negatively impact client
performance if the manager’s actions cause the share
price to decline.
Such illiquid positions can end up taking up a
disproportionate amount of an investment team's
time. They may have to employ atypical and time
consuming methods in an attempt to realise value,
such as taking a seat on the Board or engaging with
other strategic investors. Clearly this can add value,
and is an important aspect of some investment
managers’ processes; but the key is to understand the
difference between teams who expect to take this
approach ex ante, and teams who are forced into
doing so as a result of their oversized stake in a
business being unsalable via normal methods.
Despite the clear disadvantages, it is worth noting that
some managers will claim advantages of having
enormous assets in their strategy. The most common
is management access. However, we meet with a lot
of investment management firms from around the
world, some large and some very small managers.
Many of the smaller managers once worked within a
big firm, and it is extremely rare to find a manager
who is not surprised by the level of management
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access that they continue to receive, even with

significantly smaller firm or strategy assets.

Why is capacity difficult to determine?
Due to the liquidity of the underlying investments,
capacity varies significantly across asset classes.
For example, Global government bonds and UK
smaller companies have differing levels of liquidity, so
managers operating in these asset classes will have
different levels of capacity.
Even within an asset class, capacity is impacted by
each manager's individual strategy.
For example, a high turnover growth strategy
operating within the same universe as a buy-and-hold
contrarian value strategy is likely to have a lower
capacity, due to the extra liquidity required by the
manager to implement their philosophy.
Furthermore, each manager's level of concentration
impacts their capacity. Put simply, a manager who
has a more diversified portfolio can generally manage
more assets.
As a result of the above, there is no easy way out on
this topic; no magic formula or number exists.
Therefore, we believe that the most effective way to
assess capacity is to understand a manager's asset
class and their individual style of investment as best
we can before we invest. Combining this with our
experience, we can establish what we believe is an
appropriate capacity for each individual strategy, and
then seek to divest from managers as they approach
this level. Our strong preference, however, is to
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invest with managers who have a pre-defined strategy
regarding capacity that broadly agrees with our own
analysis. Typically, this involves using managers with
a commitment to close their strategies to new clients
when they become too large.
Many successful managers who have built up a high
level of assets under management will argue that
capacity is not a problem for them, at least “not yet”.
They could even evidence this by pointing out that, for
example, they don’t own more than 5% of the free
float of any of their existing holdings and could sell
any holding within a week. However, this belies the
fact that they may have (intentionally or
unintentionally) migrated up the market cap spectrum
as assets in their strategy have increased. From our
research perspective, the key question we ask is:
could they replicate their portfolios from the past
(when they started building their track record and had
lower assets under management) with today’s level of
assets? The answer is often a resounding ‘no’ since it
would result in them owning excessively large stakes
in certain smaller companies that made meaningfully
positive contributions to their past performance.
Where this is the case we need to take this into
account since it implies they would be unable to
replicate past performance with current assets, and
therefore the performance track record is less
relevant.
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2.

Summary

As a portfolio manager having the freedom to
implement your investment philosophy is a critical
ingredient to generating strong outperformance.
If a manager’s universe of potential investments to
select from is reduced or it takes them longer to trade
in and out of their portfolio holdings they will be at a
disadvantage compared to smaller more nimble
peers.
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Capacity analysis is one important ingredient in our
detailed manager research process. However, there
is no easy way to determine manager capacity.
Therefore, we believe that the most effective way to
assess capacity is to understand a manager's asset
class and their individual style of investment as best
we can before we invest.
We then focus on
managers who have a pre-defined strategy regarding
capacity that broadly agrees with our own analysis.
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For more information, please contact:

Natalie Mucrone
Marketing natalie.@momentumgim.com
Tel: +44 (0)207 618 1802
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Important notes
Momentum Global Investment Management is the trading
name for Momentum Global Investment Management
Limited. This document does not constitute an offer or
solicitation to any person in any jurisdiction in which it is not
authorised or permitted, or to anyone who would be an
unlawful recipient, and is only intended for use by original
recipients and addressees. The original recipient is solely
responsible for any actions in further distributing this
document, and should be satisfied in doing so that there is
no breach of local legislation or regulation. The information
is intended solely for use by our clients or prospective
clients, and should not be reproduced or distributed except
via original recipients acting as professional intermediaries.
This document is not for distribution in the United States.
Prospective clients should inform themselves and if need be
take appropriate advice regarding applicable legal, taxation
and exchange control regulations in countries of their
citizenship, residence or domicile which may be relevant to
the acquisition, holding, transfer, redemption or disposal of
any investments herein solicited.
Any opinions expressed herein are those at the date this
material is issued. Data, models and other statistics are
sourced from our own records, unless otherwise stated
herein. We believe that the information contained is from
reliable sources, but we do not guarantee the relevance,
accuracy or completeness thereof. Unless otherwise
provided under UK law, Momentum Global Investment
Management does not accept liability for irrelevant,
inaccurate or incomplete information contained, or for the
correctness of opinions expressed.
We caution that the value of investments in discretionary
accounts, and the income derived, may fluctuate and it is
possible that an client may incur losses, including a loss of
the principal invested. Past performance is not generally
indicative of future performance. Clients whose reference
currency differs from that in which the underlying assets are
invested may be subject to exchange rate movements that
alter the value of their investments.

concomitant exposure to loss if positive performance is not
achieved. Reliable information about the value of an
investment in an alternative strategies fund may not be
available (other than at the fund’s infrequent valuation
points).
Under our multi-management arrangements, we selectively
appoint underlying sub-investment managers and funds to
actively manage underlying asset holdings in the pursuit of
achieving mandated performance objectives. Annual
investment management fees are payable both to the
multimanager and the manager of the underlying assets at
rates contained in the offering documents of the relevant
portfolios (and may involve performance fees where
expressly indicated therein).
Momentum Global Investment Management Limited
(Company Registration No. 3733094) registered office at
The Rex Building, London EC4R 1EB.
Momentum Global Investment Management is authorised
and regulated by the Financial Services Authority in the
United Kingdom, and is an authorised Financial Services
Provider pursuant to the Financial Advisory and Intermediary
Services Act 37 of 2002 in South Africa.
© Momentum Global Investment Management Limited 2013

Our investment mandates in alternative strategies and hedge
funds permit us to invest in unregulated funds that may be
highly volatile. Although alternative strategies funds will
seek to follow a wide diversification policy, these funds may
be subject to sudden and/or large falls in value. The illiquid
nature of the underlying funds is such that alternative
strategies funds deal infrequently and require longer notice
periods for redemptions. These Investments are therefore
not readily realisable. If an alternative strategies fund fails to
perform, it may not be possible to realise the investment
without further loss in value. These unregulated funds may
engage in the short selling of securities or may use a greater
degree of gearing than is permitted for regulated funds
(including the ability to borrow for a leverage strategy). A
relatively small price movement may result in a
disproportionately large movement in the investment value.
The purpose of gearing is to achieve higher returns
associated with larger investment exposures, but has
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