Investment Advisors

Management Quality Rating Methodology

anagement Quality (MQ)
Ratings by JCR-VIS Credit
Rating Company Limited
(JCR-VIS) provide an opinion
on a company’s operational and invest-
ment platform. Ability to manage assets is
assessed with special emphasis on the
extent to which management has been
able to put in place sound governance
practices and systems to facilitate the asset
manager’s ability to meet stated invest-
ment objectives. While retaining most of
the criteria factors from the MQ rating
methodology applicable to asset manag-
ers, JCR-VIS is publishing this methodology
paper to factor in the nuances specific to
entities undertaking Investment Advisory
Services! alone. The Management Quality
rating scale will be appended with the suf-
fix 1A to distinguish it from other MQ
Ratings outstanding by JCR-VIS.
The factors considered by JCR-VIS during
the rating process are in conformance with
global best practices with regards to invest-
ment management. The business of invest-
ment management is based on trust.
Accordingly, transparency and investment
processes form the cornerstone of the rat-
ing methodology used by JCR-VIS for evalu-
ating the MQ Ratings of Investment
Advisors — AM (IA).
The activities at any investment advisory
firm can broadly be broken down into
three; those involving client interaction;
secondly, the investment management
process itself and thirdly, administrative

functions. While evaluating the processes
at a company, the following attributes,
among others, will be viewed favorably by
JCR-VIS from a rating’s perspective:

e Marketing material & other modes of
external representation by the com-
pany present a true and fair picture
of the past performance of the com-
pany’s investment management
capabilities;

e The investment mandates clearly
stipulate the investment objective
and constraints of the clients;

e The investment process is designed
such to ensure that all relevant fac-
tors are considered while taking
investment decisions, while the com-
pany has adequate resources with
the necessary skill set to undertake
its activities;

¢ |nvestment recommendation and
trade execution practices ensure fair
dealing to all clients;

e Demonstrated ability to deliver con-
sistent returns in line with stated cli-
ent objectives;

e Conformance with best practices
regarding self-regulation and trans-
parency, as reflected in the compa-
ny’s policy framework;

e Aformal mechanism to solicit clients’
feedback with regards to the quality
of services provided by the company,
with the same feeding into the
review mechanism of the company’s
own internal practices.

1 The NBFCs rules define “investment advisory services” as the services provided for, managing discretionary
or non-discretionary portfolios for both individual and institutional clients and include the business of
advising others as to the value of securities or as to the advisability of investing in, purchasing or selling of

securities, for remuneration

JCR-VIS Credit Rating Company Limited

February, 2015




Management Quality Ratings - Investment Advisors

The methodology is organized into four
broad areas, with relevant attributes for
each detailed hereunder.

Management and Governance
The governance practices instituted at any
organization are evaluated with keen inter-
est by JCR-VIS. A Board of Directors (BoD)
comprising a blend of professionals with
relevant industry experience can provide
better guidance in strategic matters to the
management team, to benefit all stake-
holders. While JCR-VIS views an indepen-
dent management favorably, which has
powers to manage the day-to-day opera-
tions of the company; the quality of input
provided by the Board in terms of the
broad policy guidelines is also important.
Moreover, JCR-VIS also evaluates the
Board’s access to information, necessary to
fulfill their duties, and the extent to which
the Board exercises investment mandates
oversight, either directly or through com-
mittees.

JCR-VIS evaluates how the organizational
structure facilitates decision-making and
timely response to environmental influ-
ences. To avoid ambiguity, the organiza-
tion’s hierarchical pattern must be distinct-
ly defined so that the employees are aware
of their job definitions, responsibilities and
authorities and there is sufficient segrega-
tion of functional duties.

An important aspect of the rating process
includes in-depth review of profile of key
personnel. The experience and discipline
of key personnel are critical to the success
of the company. They are assessed for
their educational background and experi-
ence of portfolio management, research &
financial analysis. This also involves
appraising senior management and any
committees involved in investment deci-
sion making. A company must possess staff
skill set in line with its current or planned
product offering; for instance, a company
offering portfolio management services to
employee retirement plans would be
expected to have personnel with quantita-
tive skills. Reliance on few key employees
and lack of succession planning may

adversely impact ratings; opportunities for
employee development are keenly
reviewed by JCR-VIS.

Investment Process

At the core of an investment advisory
firm’s activities are the investment pro-
cesses put in place to manage client port-
folios. The areas covered here include
research capabilities, risk management
infrastructure, investment decision making
process, trade execution practices and
portfolio monitoring mechanisms. In addi-
tion to clients having the right to appoint
third party service providers such as bro-
kers/custodians, a company itself may also
engage the services of such outside firms;
the criteria for same must be clearly stipu-
lated. Moreover, compensation arrange-
ments, if any, must be disclosed to clients,
in order to ensure transparency.

JCR-VIS reviews in-house research capabili-
ties, including stress testing capacities.
Access to economic data and analysis can
help the company in taking informed deci-
sions. Management quality rating process
also involves review of the practices and
procedures to identify and analyze risks
that are inherent in the business of invest-
ee companies, pricing policies, must-sell
limits and exposure restrictions in addition
to analytical techniques employed to arrive
at fair values. Evaluation of the risks associ-
ated with the models employed to arrive at
fair values or take portfolio allocation deci-
sions can provide meaningful contribution
to the investment decision making at any
firm. The company’s policy framework
must also clearly delineate procedures to
monitor trading positions and buy/sell
approval processes.

Framework for identifying, measuring,
managing and reporting investment and
operations related risks is reviewed thor-
oughly by JCR-VIS. The risk and control
functions must be represented at the exec-
utive level, with regular review of risk indi-
cators. A well-sourced and independent
risk function is considered favorably from a
rating’s perspective.
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A disciplined investment environment also
involves evaluation of own performance
through various tracking mechanisms. Use
of such techniques ensures internal moni-
toring on a continuous basis.

Self-Regulation

Given the varying level of regulatory over-
sight for different companies, with this
being less stringent for investment adviso-
ry firms, the internal policy framework in
relation to the control environment
assumes added significance during the rat-
ing process. JCR-VIS places special empha-
sis on controls relating to conflicts of inter-
est (including policies to prevent front
running) and overall control environment
in a company, including internal audit and
compliance set up and reporting mecha-
nisms. Among others, this includes appro-
priate segregation between front and back-
office functions in addition to which the
role of middle office must also be clearly
defined, including order matching/confir-
mation and reconciliation; the policy
framework must address all work flows.
Where the company is involved in activities
other than management of clients’ funds,
the extent of firewalls between the various
functions to guard against potential sourc-
es of conflict is also evaluated.

JCR-VIS analyzes the operating procedures
and management’s ability to effectively
carry out operating functions in line with
the defined policies. This analysis includes
historical review of company’s compliance
with regulations and internal policy frame-
work. An inquiry is made as to the exis-
tence, frequency and causes of any viola-
tions.

A review of information systems is also car-
ried out to evaluate company’s ability to
efficiently conduct day to day activities and
generate the relevant reports for manage-
ment’s review; this includes analytical tools
for performance and risk analysis. JCR-VIS
favors automated monitoring procedures
and reviews interface between transaction
entry, portfolio management and back
office systems. Back-up procedures must be
adequately defined, implemented and test-

ed to ensure un-interrupted operations. The
level of client services may also be impacted
by the quality of information systems; seam-
less workflow for NAV calculation, valida-
tion and assessment is considered favorably
by JCR-VIS. In addition to this, companies
are increasingly providing online interface
to clients for ready access to portfolio and
trade details; JCR-VIS will review client ser-
vicing provided by a company as it may
enhance ability to attract and retain clients.

Quantitative Analysis

Performance of Assets under Management
Investors can have varying objectives from
return maximization to meeting future lia-
bilities; investment strategies should be
designed to ensure that the stated objec-
tives are met. Adherence to the clients’
stated investment objectives, as well as
constraints is evaluated. The ratings are
not just based on investment performance
but mainly depend on the company’s abil-
ity to achieve consistent results under dif-
ferent market scenarios and for different
asset classes. During the review, perfor-
mance of discretionary and non-discre-
tionary mandates is evaluated indepen-
dently. Performance on agreed parameters
is more important in case of discretionary
portfolios. In non-discretionary mandates,
the reference investment advice is mea-
sured as a performance indicator and JCR-
VIS seeks information on notional returns.

Performance disclosures in line with global
performance presentation standards stipu-
lated by the investment management
industry are also considered positively.

Assets under Management

The size of assets under management,
though not the only indicator of a compa-
ny’s franchise correlates strongly with mar-
ket position; JCR-VIS looks for consistency
in growth trends. Diversity in client man-
dates and revenue stream is viewed favor-
ably as it is likely to make an institution less
vulnerable to the risk associated with ter-
mination of a few large mandates.

JCR-VIS Credit Rating Company Limited
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Financial Strength

Akin to other MQ rating assessments by
JCR-VIS, AM (lA) is also primarily driven by
gualitative factors. JCR-VIS considers the
financial strength of a company in terms of
its continuing ability to manage assets and
sustainability of its operations. Any form
of external support available to the man-
agement company is factored in where
appropriate.

While the regulations stipulate minimum
capital requirement of Rs. 30m for compa-
nies undertaking investment advisory ser-
vices, we believe that start-up capital
requirements could be higher, even though
there are minimal infrastructure related
costs that need to be incurred. This is
because the company may require capital
to sustain operating costs in the initial
years while a client base is built; hiring and
retaining qualified staff may be hindered
by the absence of adequate financial
resources with a company.

JCR-VIS evaluates both business and finan-
cial sustainability of any organization.
Earnings from core operations should be
sufficient to meet operating costs on an
on-going basis. Revenues from advisory
services could be performance based or
linked to the quantum of assets under
management or a combination of both.
There could be potential for conflict of
interest in either of these, motivating man-
agement to undertake investment deci-
sions with a short term investment horizon
in case of former or delivering just medio-
cre returns in case of latter; these need to
be managed to ensure that clients’ inter-
ests remain well protected. In this context,
JCR-VIS reviews the compensation arrange-
ment of management personnel involved
in investment decision making and its rela-
tionship with the performance of assets
under management and conflict of interest
arising from the same, if any.

Bringing it Together

It is important to recognize that rating
attributes may evolve over time in line
with changes in investment management
industry and/or the regulatory environ-
ment. However, as stated earlier, the core
driver of ratings are expected to continue
to be the level of transparency and invest-
ment management processes instituted at
any organization.

JCR-VIS Credit Rating Company Limited
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Management Quality (IA) Rating
Scale

AM1 (IA)
Highest Management Quality

AM2 (IA)
High Management Quality

AMS3 (lIA)
Good Management Quality

AM4 (IA)
Adequate Management Quality

AMS (IA)
Weak Management Quality

The rating grades from AM2 (IA) to AM5 (IA) may
be modified by a (+) or (-) sign to indicate the
relative positioning within a rating category.

Rating Watch:

JCR-VIS places entities on ‘Rating Watch’ when it
deems that there are conditions present that
necessitate re-evaluation of the assigned rating(s).
Refer to our ‘Criteria for Rating Watch’ for details.
www.jcrvis.com.pk/images/criteria_watch.pdf

Rating Outlooks

The three outlooks ‘Positive’, ‘Stable’ and
‘Negative’ qualify the potential direction of the
assigned rating(s). An outlook is not necessarily a
precursor to a rating change. Refer to our ‘Criteria
for Rating Outlook’ for details.
www.jcrvis.com.pk/images/criteria_outlook.pdf
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tee member of both JCR-VIS & IIRA, which is a body that considers all rating actions.
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lal ir Kothari Parade (Lady LLoyd Pier)
Inspired by Her Excellency, The Honorable Lady Lloyd,

this promenade pier and pavillion was constructed at a
cost of 3 Lakhs and donated to the public of Karachi by
Jahangir Kothari to whose genrosity and public spirit the
gift is due. Foundation stone laid on January 5, 1920.
Opened by Her Excellency, The Honorable Lady Lloyd on
March 21, 1921.

National Excellence,
International Reach

__ JCR-VIS Credit Rating

' Company Limited is commit-
ted to the protection of
investors and offers a blend

Dome: A roof or vault, usually hemispherical in form. J”ha’;) ir 1;0[}’“’[ of local expertise and inter-
: arade . .
Until the 19th century, don?es were constructed of national experience to serve
masonry, of wood, or of combinations of the two, fre- o . .
quently reinforced with iron chains around the base to | the domestic financial markets. With its inter-

counteract the outward thrust of the structure. | national reach, JCR-VIS is positioned to aim for

Origins: The dome seems to have developed as roofing for an mterl;]atlonal mark. _In t_hls regard, the _gIOb_
circular mud-brick huts in ancient Mesopotamia about al experience of our principal, Japan Credit

6000 years ago. In the 14th century B.C. the Mycenaean Rating Agency, Ltd. has been invaluable

Greeks built tombs roofed with steep corbeled domes in t ds addi depth t . h
the shape of pointed beehives (tholos tombs). Otherwise, owards adding dep 0 our ongoing researc

the dome was not important in ancient Greek architec- | endeavors, enriching us in ways, that enable
ture. The Romans developed the masonry dome inits | ys to deliver our responsibilities to the satis-
purest form, culminating in a temple built by the emper-
or Hadrian. Set on a massive circular drum the coffered
dome forms a perfect hemisphere on the interior, with a
large oculus (eye) in its center to admit light.

faction of all investors.

The edifice of the Jahangir Kothari Parade has
stood proudly through the years and is a sym-
bol of our heritage. Its 'Dome' as the most sta-
ble of building structures, exemplifies archi-
tectural perfection. Committed to excellence,
JCR-VIS continues its endeavor to remain an
emblem of trust.
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