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[.  Intr oduction

Fiduciaies cannot wid the possibility of litige
tion associted with the mangement of a pdfolio
entusted to their car Regardless of the més, bene
ficiaries can akays institute a lasuit relaed to pot-
folio mangement. As indicaed in the second ticle
(Article 2) a fduciary can educe litigtion probability
by developing and dllowing faithfully a well-consid
ered investment polig staement (IPS) drmulated
using pecets of Moden Portfolio Theory (MPT) and
maintaining a fequent dialgue with the benéfia-
ries! Even these mcautionay efforts do not pedude
possibility of a damge daim. Appropriate mange-
ment of a tust's assets aequired under the Rident
Investor Rule (Rule) doebowever, reduce the lili-
hood of damges being assessegainst the iduciary.

Our first aticle (Article 1) esthlished the elaion-
ship betveen the Rulethe Uniform Pudent lwestor
Act (Act), and MPT It conduded: “T he relaionship
between thédct and MPT implies thiduciaties ignok
ing the tenets of MPT arpotentialy inconsistent with
the Act and the Rule and migut themselgs & risk."2
Articles 1 and 2 were piesciptive in thd we set érth the
elements andmproadies aiflucialy should consideiof
effective potfolio formulation and mangement of a
trust. In this dicle, we eamine an ppropriate
methodolgy for calculding maket-adjusted danges
in those cases inhich the fducialy has &iled to“invest
and mange trust assets as aygtent ivestor vould, by

consideing the puposes,tems, distribution require-
ments,and other ctumstances of theust”?

Section Il of this aicle will briefly examine the
evolution of damge cases decided/lthe couts. See
tion 11l will desciibe the necessaichamcteistics of a
market-adjusted danges model thiais fair to both the
plaintiff and deéndant in a casevalving investment
suitability. Section IV illustates a maket-adjusted
damages model based on MPThere the fduciary-
manayed potfolio is & the gopropriate fisk level kut its
asset composition is deemed unddlga SectionV
descibes the pocess ér measung maket-adjusted
damages. SectioV| discusses a casewre the paifo-
lio's composition andsk level ae ingpropriate. See
tion VIl illustrates why couts will probably increas
ingly adopt the maet-adjusted model in assessing
damayes and points out the jilsrfaced ly fiduciaies
who ignoe the tenets of these Miased models.

II. The Ewlution of Mar ket-Adjusted Damages

Cases Decided ythe Courts*

A. The Challengs of Rirness. When fducia
ries made unsuibhe investments cous histoically
have stuggled with various methodolgies in their
attempt to ecompense beriefaries® They relied nee
essaity upon the ste of knavledge & the time sul
decisions wre rendeed Replacing the aginal
amount lost hasemeally been consided inadequz.
In most casegoults atempted to place theust in,as
neaty as pacticale, the position vaere it would hare
been had the unsulile investment not been made
This efort at fairness has causedush débae aound
practical issues li&: What effect should be igen to
taxes? Should taes on @ins be deducted or ided?
Wha about assets thanight or might not hae been
sold duing the peiod in question?Wha aout com
missions? Should those commissions paid tecef
transactions be deducted? Should itheciary be per
mitted fees if unsuitble investments had been made?

B. Time Value of Mong. Some cous thought
sudh restoation to be too specui@e and not suspé-
ble to reasonbly accuete calculéion® Othes who

t The content and imptance of deeloping an ppropriately
formulated IPS is deeloped in the secondtale in this seies,
Edward A. Moses,J. Clay Singleton and Steart A. Marshall,
“Using aTrust’s Investment Blicy Staement to Deelop the Brt-
folio’s Appropriate Risk Level,” ACTEC dumal, Vol. 30, No. 4,
(2005) p. 251-260.

2 Edward A. Moses,J. Clay Singleton and Steart A. Mar-
shall, “Modemn Portfolio Theoly and the Rrdent livestorAct,”
ACTEC dural,Vol. 30,No. 3,(2004) p. 168.

¢ Uniform Pudent livestorAct, 8 2(a). We do not adress in
this aticle the measws of damges assoctad with acWities sut
as“chuming” or punitve damges assoctad with self-dealing and
fraud

4 The authos would like to a&nowledge Nom L. Miller, an
associte in the Olando,Florida ofice of Akeman Senteitt, and
Michele M. Benard, a student athe Florda Agriculture and
Mechanical Unversity Lav School in Otando, Florida, for their
reseath assistance in #leloping this section.

°* For a detailed discussion of casetaed to meas@s of
damaes seé€Fiducialy Risk and Litigtion: A National Rerspee
tive” by Dominic J Campisipresented td'he Floida Bar Contin
uing Legal Educdéion CommittegFebruary—March, 2003.

¢ See ., Hinrichs v Gifford, WL 34138090 (2001)James
Wobod Gen.Trading Estalishment v Coe 297 F2d 651,658 (2d
Cir.1961) andGillespie v Sedtle-First Na. Bank,855 P2d 680
(Wash.App. 1993).
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have emplgyed the time &lue of mong have had to
confront the question of arppropriate metic: simple
interest,compound interst,or some maeet standat?
Historically, where inteest on the initial dange
amount vas gplied, it was simple interst unless the
fiduciary’s conduct \as moe Hameaworthy, in which
case it vas compounded In situdions involving egre-
gious fducialy conductcoutts hare pemitted punitve
(exemplay) damages based typicallon some mea
sure of the initial damge calculdéion ®

C. A Market Standad. More recenty, coutts
have begun to aplore a maket standat goproad.
Many cases hee dtempted to measardamaes
against a single bemenak sud as the S&P 50@ow
Jones Industal Averages, or similar indees® Still
othes have bgun to considemas a berntemaik, perfor-
mance of a mpety manaed potfolio over the gven
pefiod.*®

D. Comparison to a Pioperly Managed Portfo-
lio. Using a single indeis rarely appropriate because
most popety constucted potfolios will not be com
posed of one assdtass and a single ingdés most lile-
ly to be inconsistent with theppropriate risk-retum
requiements of the tist. Compadson to a popety
manayed potfolio is a meement in theight direction.
Moreover, it begins to compar with concets ajree
able with piinciples emninciaed under MPT—lich as
we hare shavn in Article 1 is embeded in theAct.
However, without moe defnitive direction, it leaves
open the guestion okactly what is a“propety man
aged potfolio.” Litigators will not find it suprising
tha, with ary given set oféictsthere ae likely to be as
mary “propety manaed potfolios” as thee ae
expetts to opine on a pacular fact patem.

E. Using a Market Standard Criteria. Why
has thee been a paucity of dagmestimées using the
market standat ciiteria? As the R@orter’s note to
Restaement (hird) of Trusts 8211 points out:

This gproac can be cared out ly

referring the perbrmance of all or a
relevant potion of the poper irvest

ments of the trst in questionto the

performance of all or paiof the potfo-

lios of compaable trusts,or to the per

formance of some suite secuities

index or other benemak portfolio.

The Reorter’s note opens the doarfthe use of a
market standat assessment of dages. While the
reason ér not pusuing this pproac by plaintiffs may
be as simple as the laof sophisticion on the parof
litigators in suitdility caseswe believe the scanity of
damaye estimées using a m&et standatt criteria
stems fom the la& of a compehensie, market-
adjusted dange model thais fair to both the plaintif
and the dedndant in a case\nlving suitdility of
investments. &r in this sense means the rketr
adjusted dange model paifolio must be consistent
with the citeria of meeting theeguirment imposed
on the fduciaty to “invest and marge trust assets as a
prudent ivestor would, by consideing the puposes,
temns, distribution requirements,and other cicum-
stances of the ust” Without sutn a model pdfolio,
the couts mg be unwilling to consider the assessment
of maiket-adjusted danyes. The methodolgy for
creaing sud a model pdfolio and the use of the
model potfolio in the measwment of damges is the
subject m#er for the emainder of this &cle.

lll. Necessay Characteristics of a Market-

Adjusted Damages Model Prtfolio

A. Overall Criteria. A market-adjusted dange
model potfolio (model potfolio) must meet the same
criteria as equired by Section 2 of théct, “Standad
of Car; Portfolio Strategy; Risk and Retur Objece
tives! To do lessesults in an unequal pliag field for
plaintiffs and deéndants.

B. Model Portfolio Construction. The model
portfolio should be consistent with the objees set
out in a vell-constucted IPS andeflect all specit
requirrments of the trst (eg., income distibution
requirments).The model pafolio should also be
consistent with the edthshed isk tolerance of the
beneiciaries. Futher, the constuction of the model
portfolio should hae an unddying logic. Based on
the elaionship betveen the Rulethe Act and MPT
(se€Article 1),the constuction of the model ptfolio
should bllow the pecets of MPT As will be shavn
in Sections IV an&/l, we do not eject the impdance
of business judgment irofmulating the model pdfo-
lio. Business judgment should be enyad when the
fiducialy consides altenative potfolios after the di-
cient potfolio a the tust's gpropriate lisk level has
been identikd on the Hicient Fontier*

7 See g., In the Mater of Reeson,86 A.D.2d 872,447
N.Y.S.2d 297,302 (NY.App.Div.1982) andWeiss v\Weiss, 984
F.Supp. 675 (®.N.Y. 1997)

¢ See @, Rivero v. Thomas,194 P2d 533 (1948)Ward v.
Taggart, 336 P2d 534 (1959) anillespie v Segmour 877 P2d
409 (1994).

° See g, Rolf v Blyth, Eastman Dillon & Co.Inc., 570 F 2d

38,48-50 (2d Cir1978),Rolf v Blyth, Eastman Dillon & Co.Inc.,
637 F 2d 77 (2d Cir1980),Miley v Oppenheimer & Colnc., 637
F. 2d 327 (5th Cir1981) andMarion Beime Spagins Il v. First
Alabama Bank of Huntsvill&N.A.,475 So.2d 512 (Ala. 1985).
10 Estae ofWide, 708A.2d 273 (Me 1998)
1t Alterndive potfolios ae discussed irticle 1. This
approad is illustated futher in section \D belaw.
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C. Asset Selection. Assets selecteaf consid
eration and intusion in the model pdfolio should
reflect assetswailable for investment g a fiduciary.
As discussed irticle 1, these assetepresent the
feasilbe set. Ior examplg if an assetlass is selected
as one of the wrestment oppdaunities in the éasilbe
set,a reasonhble index and its ivestment eqwalent
should be wailable to the fducialy. This requirement
is not lestictive gven the wariety of index mutual
funds and echang traded funds (ETFs)vailable.

D. Model Portfolio Value Estimaes. The \alue
of the model pdfolio should eflect the“real world.”
Tha is, considesation should be igen to sub expenses
as taxes associad with secuty turnover and tust
income fees associad with tades and trst administ
tion, and withdewals and aditions to the wst in deter
mining the model pdfolio’s value & various points in
time. If these elements emot consided in tadking
the \alue of the model ptiolio, the \alues of the actual
trust potfolio, which necessdlly reflects these ele
ments,and the model ptfiolio cannot be comped fair-
ly and maket-adjusted danges cannot be computed

IV. lllustr ation 1: The Model Damayes Portfolio
Based on MPT Compaed to theActual Port-
folio with Both at the Appropriate Risk Level *2
This illustration follows the discussion iArticle 1.

Here we expand the assetasses P dividing the oigi-

nal lage and small gaitalization stodks into their

growth and alue componentsThese aditional asset

classesalong with the dginal asset lassespresent a

realistic kasille set and pvide a qui& refresher on

the pproad to developing a suithle pottfolio present
ed inArticle 1.We assume in this section thhe eist-
ing trust potfolio has the ppropriate level of risk.

Finally, the section is witen from the pespectve of

an pett consultant (epett) engaged to assess poten

tial maket-adjusted danges assoctad with an gist-
ing, fiduciary-manaed tust potfolio.

A. Asset Classes. Based on the tist povisions
and cicumstances & will assume thexpelt deter
mines the éasille set contains the nine asskisses
shavn in Chat IV.1.

2 In SectionVI we consider the merlikely possibility the
fiducialy has constrcted a pdfolio where both the xpected isk
and etum ate ingpropriate.

¥ The assetlasses and cgsponding indees ae represented
throughout the emainder of this &icle as bllows: small gowth
stoks (Russell 2000 @Gwth), small \alue stoks (Russell 2000
Value), foreign stoks (MSCI EAFE), large gowth stoks
(S&P/BARRA 500 Gowth), large value stoks (S&P/BARRA 500
Value),real estee (NAREIT Real Estee InvestmentfTrusts),copo-
rate bonds (IbotsonAssocides Long-tem Coporate Bond Indg),
govemment bonds (lhotsonAssocides Goemment Bond Inde),
and teasuy bills (IbbotsonAssocides 30-dg Treasuy Bill Index).

Chart IV.1

Annual Historical Returns on Nine Indexes

All Statistics in %

1972-2003*

Average Standad

Retun Deviation
Small Gowth Stoks 12.65 28.04
SmallValue Stoks 20.30 24.67
Foreign Sto&s 13.20 22.85
Large Goowth Stoks 12.12 19.80
Large Value Stoks 15.14 19.29
Real Estte 12.19 20.59
Com Bonds 9.62 11.21
Govt Bonds 9.56 12.11
T-bills 6.35 2.90

*Note:1972-2003 vas tosen due to da availability and to

maintain compability with Article 1.

The epett assumes ftiner the histacal expeli-
ence with these assdass indges shan in Chat IV.

is a easonble estimée of the assetl@assesexpected

future perbrmance®

B. Efficient Frontier.

tha set of potfolios thd produces the highestJel of
expected etum for eat level of expected isk. The

Efficient Frontier was computed nthemadically and is

shavn in Chat 1V.2.

24

22 A

20

Expected Return
8 R =

=]

Chart IV.2
Attainable Set of Indexes and
Their Efficient Frontier

Smal Valua
Stocks

Large Value
[ Stocks

Foreign Stocks
@

Efficient
Portfolio

Large Growth

Diversified>°°k® [ [ Real Estate

a
Il Growth
® portiolio Sm 0

Stocks
Corp E!c:ndsE Govt Bonds

T-Bills

5 10 15 20 25 30
Standard Deviation

31 ACTEC Jumal 60 (2005)

The Eficient Fontier is




C. An Efficient Portfolio. In Chat IV.2,the line
represents the Etient Fontier Asset ¢asses in the
feasilbe set ae shavn as squass. Assume the et
reviews the IPS and selects initiakh potfolio with an
expected isk of 10% (annal standat deviation of
retum) providing an &pected etun of 12.25% This
portfolio is ldbeled in CharlV.2 as theEfficient Port-
folio.” The asset allo¢@n of this potfolio is shavn in
Chat IV.3.

Chart IV.3
Efficient Portfolio
Annual Expected Return = 12.25%
Expected Standard Deviation = 10.00%

Foreign Stocks
7%

Small Value Stocks

34% Govt bonds

T-bills
38%

D. A Mor e Diversified Portfolio. As discussed
in Article 1,the epett, like the fduciary, has the Iexi-
bility to select a better dérsified potfolio tha might
be moe suitdle. To be consistent with ouxample in
this section & assume this ptfolio has the samésk
as the Hiicient Portfolio but slightly less a&pected
retum. This potfolio is labeled"Diversified Portfolio”
in Chat IV.2. This potfolio’s asset allod#n is
shavn in Chat IV.4. The «pett selects this pdiolio
as apropriate because it is ndgrefficient, giving up
retums of ony 1.0% per gar br moe diersification.
This Diversified Portfolio is the model pdfolio the
expett will use to estimee the maket-adjusted dam
ages. The assetlasses shon can be eplicated as
actual ivestments in atist potfolio through a combi
naion of index mutual fundsETFs and REITSs.

Chart IV4
Diversified Portfolio
Annual Expected Return = 11.25%
Expected Standard Deviation = 10.00%

Foreign Stocks

Small Value Stocks
19%

Real Estate

Govt bonds
Small Growth [ 20%
Stocks |

12%

T-bills
36%

E. The Hduciary’'s Actual Trust Portfolio.
Liability can aise when the iducialy selects an ina
propriate potfolio without considang the eficient or
neaty efficient potfolios & the iisk level gpropriate
for the tust benedtiaries. Assume theifluciary con
structs a patfolio tha comrectly maches the ppropri-
ate risk level but with a smaller xpected etun than
the moe dversified potfolio descibed ealier. This
portfolio can be consided ingpropriate. When fdu-
ciaries use heustic methodsrules of thumbor other
approaces tha do not eflect the pinciples of MPT
and théAct, they often arive & portfolios thd, ex ante
are ineficient in a MPT senseln this casghea priori
conduct of theiflucialy can be deemed to be irapr
dent and subject to a dages assessment.

Chat 1V.5 shavs just sub a potfolio labeled
“Actual Portfolio.”** Following the eample in this
section this pdfolio has the equisite amount ofigk
(standad deviation of 10% per gar) lut an epected
retum of only 8%. The epected etum and isk for
ary poitfolio can be detenined ly applying its asset
allocdion to the &pected etums, risks, and corela
tions for its constituent asselasses® The asset allo
cation of theActual Portfolio is not shavn because &

“ With the xpanded éasilte set pesented hey a potfolio
with the sameisk as the pdfolio in Article 1 has an>gpected
retum of 12.25% as opposed to theégimal expected etum of
11.8%. This difference is due to thedrsification provided by the
additional sto& asset lasses.

* In Chat IV.5 we hare omitted identifying the assebeses
in the easilbe set br simplicity This Eficient Fontier is the same
as Charlv.2.

% Consult theAppendix toArticle 1 for an eample of these
calculdions.
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use it ony to illustrate our point. Because tietual
Portfolio is signifcantly below both the Hicient Fon
tier and the Diersified Portfolio, a case can be made
tha the fduciary has displged impudent conduct.

Chart IV.5
Efficient, Diversified, and Actual Portfolios
Actual Portfolio Annual Expected Return = 8.0%
Expected Standard Deviation = 10.0%

24 1
22 A
20

18 1

Efficient
Portfolio

Diversified
® Portiolio

Expected Return

A Actual Portfolio

0 5 10 15 20 25 30
Standard Deviation

V. Estimating Mar ket-Adjusted Damages

Market-adjusted danges ae calculéed as the dif
ference betwen the endingalue of the Diersified Rort-
folio (model) and théctual Portfolio over the papd in
guestion. To male this calcultion the actualetums on
the gpropriate assetlass ind&es ae used as thetumns
on eab assetlass in the Diersified Portfolio.

A. Calculating the Ending Value of the Dier-
sified Portfolio. Calculaing the ending alue of the
Diversified Portfolio for compaison with the ending
value of theActual Portfolio requites considetion of
all factoss tha affect,in a real-world sensethe Dver-
sified Portfolio’s ending alue These &ctos ae esti
maed based on astties assumed to takplace as a
result of‘managing” the Diversified Portfolio in pamal-
lel with theActual Portfolio.

Calculaed etums should distinguishxelicit-
ly between ivestment pedrmance and gnadlitions
and withdewals, reporting only retumns due to tding

decisions and mket action. One possibility is the
time-weighted ate of retum tha uses the lginning
and ending met values of the pafolio eat peiod
and then wights eals adlition and withdawal for the
amount of time it s irvested’” As a pactical mater
the etums of the assetass indeges in the Diersified
Portfolio can be detenined on a montlylbasis®® The
month-end alues of assets in the pmlio, reflecting
the monthy retums of eah asset lass br the month,
become the lgnning value br the ne&t month. Any
withdrawals or aditions to théActual Portfolio should
be accountedof in the month in Wwich they occured
and the ebalancing of the Dersified Portfolio (dis-
cussed fuher belov) should be accountearfin the
month in vhich these banges took place

The actvities and cost consequences asdecia
ed with mangement of the Diersified Portfolio were
introduced in Section Ill. D andeamoe fully devel-
oped in thedllowing subsections:

1. TaxesAssocided with Portfolio Rebal-
ancing. Wheneer thee ae signifcant adlitions or
withdrawals from theActual Portfolio, assets should
be puchased or sold to maintain itsginal asset allo
caion in kegping with tha of the Dversified Portfo-
lio. The puchase of aditional secduities in the case
of a potfolio addition will not trigger a caital gains
tax. On the other handn allawvable, significant with
drawal from theActual Portfolio will require an
assumed sale of assets in thevddsified Portfolio
with possilte recaynition of capital gains or losses and
associted tax implicéions.

2. TaxesAssocidged with Trust Income
Unless all disibutable net income of the Dersified
Portfolio is assumed to be paid out to the income ben
eficiary, the tust’s liability for income tars on its
nondistibuted potion must be consided

3. Transaction Costs andAdministr ative
Fees. Just as theActual Portfolio incurs transaction
costs and adminigsiive feesthese costs ost be ec
ognized also in the Diersified Portfolio. Administra-
tive fees ae typicaly assessed as a pentaye of
assets or aiXed dollar amount. Making a nwhing
adjustment to the Dersified Portfolio is usualy
straightforward. Transaction costs should also eer
ognized as anx@ense to the Dersified Portfolio and
the damges Pr this cost should beelaed to the
turmover of assets assoteéa with the Diersified Port-
folio’s rebalancing oreallocaion.

*” The Chatered RnancialAnalysts Institute has pmulgated
rules br the fir presenttion of investment esults. These ules
require the time wighted ate of etum method be used to calctda
total retum. SeeAIMR Rerformance Pesentéion Standads
Handbookas vell asPerformance Rgorting for Investment Man
agers both pullished ty AIMR. AIMR is the former name of the

Chatered HnancialAnalysts Institute

# |f there ae no signifcant withdewals or aditions to the
portfolio within a year it is reasonble to use the anral retums on
the assets in the Dersified Portfolio for calculding yearend \al-
ues br the potfolio.
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4. Portfolio Rebalancing and Reallocéon.
Rebalancing occuwr when cashléws in or out of the
portfolio or maket action equires tansactions to
bring the potfolio bad to its oiginal asset allod#on
design. Fuhemore, the fduciary should eview the
asset allodion pefodically and consider the possibili
ty of rebalancing the pdfolio. Practically, fiduciaies
should eview the asset allo¢@n whene&er the tust’s
circumstancestang or when caital maket condi
tions ae mderally different than wen the pdfolio
was designed Wheneer these aviews occur a nav
estimde of the Eficient Fontier nust be made and the
appropriate asset allodgen of the Dversified Rortfolio
detemined This reallocdion may also tigger caital
gains and losses along with asstaibtaxes.

B. Estimating Damages. Realisticaly, expect
ed and actual assdass etuns will not mach exactly
as pecise &pectdions ae realizzd @arely in practice
Thus,the Dwversified Portfolio and theActual Rortfolio
will in all lik elihood hae retums slighty different
from their &pected etums. Neerthelessthe Diversi-
fied Portfolio will have been the besk antechoice br
a fiduciary, because it will hae been conaticted to be
consistent with the IRS

After all out-of-poket cost adjustmentaddi-
tions, and withdewals ae made to the Dersified
Portfolio, damayes ae the diference betwen the
Diversified Portfolio’s ending alue and thaof the
Actual Portfolio. The peiod for estiméing damaes is
over the time peaods in which the fducialy has misal
locaed theActual Portfolio. If the fduciary’s overall
performance is better than thaf the Diersified Fort-
folio, then the iduciary should not be liale for dam
ages. Occasional] even though theiducialy did not
manaye gpropriately the assets entsted to his or her
care actual pedrmancefor whatever reasonwas suf
ficient to eliminae ary cause ér damages?®

C. Multi-y ear Investment Reriods andAnnual
Reviews. When the imestment péod extends @er
several yeas a easonble minimum epectdion is thd
the fduciaty will review portfolio performance aleast
anrually.*® Reldive asset lass perbrmance will
change, potentially shifting the Eficient Fontier.
Reallocding the Dversified Portfolio may be neces
say. More impotantly, from a potential likility per-

spective these arumal reviews gve an erant fducialy
the oppotunity to reallocde theActual Portfolio to a
more eficient and therefore, more gpropriate alloca
tion. Duiling ary time peiod when the iflucialy did
not compy with the IPS arin its ébsencethe needs of
the tust, damayes might be laimed In other vords,
ary time the uciary selects a pdiolio tha a priori
has an inppropriate amount of xpected isk or retum,
the fduciary could be lidble for damaes.

VI. lllustr ation 2: The Model Damayes Prtfolio
Based on MPT and theActual Portfolio at an
Inappropriate Risk Level
To this point veé hare only consideed the case in

which the fduciary has constrcted an indfcient pot-

folio a the gpropiiate risk level. When the iluciary

ignores &pected isk in a MPT contet, it is likely the
fiduciary will constuct a potfolio where both the
expected isk and etum ae ingpropriate. These situ

ations ae depicted belov.

A. Actual Portfolio Has Too Much Risk. In
Chat VI.1, two altenative potfolios ae lebeled as
“Higher Risk Dversified Portfolio” and“Lower Risk
Diversified Portfolio.” Consider irst the sitution
wher the fducialy has constrcted theActual Portfo-
lio with too much risk. If we assume the IPS indiea
the gpropriate amount of xpected isk is 7.6%,the
original Efficient Rortfolio and its Dversified counter
pat depicted edier are no lon@r relevant. Instead the
Efficient Frontier indicaes a pdfolio with an epect
ed iisk of 7.6% would hare an apected etum of
10.9%. To avoid dutter this potfolio is not dpicted in
Chat V.1.

As bebre, assume thexpett judges this par
folio, while eficient & that risk level to ladk appropri-
ate diversification. The «pet, therefore, selects the
Lower Risk Dversified Portfolio depicted in Charr
VI.1 which has the same 7.6%pcted isk, and an
expected 9.75%atum. Again, expets, like fiducia-
ries,need to egercise their bisiness judgment and ma
choose somegha less than sirtly efficient potfolios
to adieve other verthy goals,like diversification. The
Lower Risk Dversified Portfolio asset alloc#on
should be useds bebre, in assessing piedic potfo-
lio retuns and ending ptfolio value

9 As indicaed ealier, we do not adress in this dicle the
measues of damges associad with actities sut as“chuming”
or punitve damages associad with self-dealing anddud

2 The Center dr Hducialy Studies sugests a ilucialy

review the Irvestment Blicy Stdement (and the assotgd asset
allocaion) & least annally. SeePrudent Ivestment Pactices:A
Handbook ér Fiduciaries,Foundaion for Fduciaty Studies2004.

31 ACTEC Jumal 63 (2005)



Chart V1.1
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B. Actual Portfolio Has Too Little Risk. Con
sider the second sittian where a fducialy constucts
the Actual Portfolio with too little isk. If we assume
the IPS indictes the ppropriate expected isk is 12%,
the Eficient Fontier indicdes a pdfolio & this expect
ed iisk level of would have a13.56% xpected etun.

As bebre, assume thexpett judges this par
folio, while eficient & that level of risk, to ladk appro-
priate diversification. The pet, therefore, selects the
Higher Risk Dversified Portfolio which has the same
expected isk and a 12.50%xgpected etum. The
Higher Risk Dversified Portfolio asset allodion will
be usedas bebre, in assessing pardic potfolio
retums and ending ptiolio value

C. Estimating Damages. The pocess ér esti
maing damaes is the samehether thé\ctual Portfo-
lio has,ex ante the gpropriate, too nmuch, or too little
risk. After all out-of-podet cost adjustmentadditions,
and withdewals ae made to thexpert's selected

Diversified Portfolio, damayes ae the diference
between the Diersified Portfolio’s ending alue and
theActual Portfolio ending alue Again,the peiod for
estimding damaes is @er the time péods in which
the iducialy has misallod®sd theActual Rortfolio.

VII. Conclusions

A. The Courts and a Market-Adjusted Dam-
ages Model. In liability cases imolving fiduciaiies,
coutts gpear to be eceptive to a maket-adjusted
damages gproad. The hesitang of the couts to
embiace moe fully the adoption of a miet-adjusted
damaes a@proat gopeas to be a ldc of conidence
in eafier approaces sugested br using maket
results to assess dages. In mag respects the
coutts have been caect in their concer tha pro-
posed mdet-relaed damge models m@a not hae
been &ir to the plaintif or the deéndant.To be fir
and consistent with the Ruyla maket-adjusted dam
age model nust embace pinciples of MPT Addi-
tionally, application of the model to detarine maket
value estimees nust indude consideation of all
“real-world” inflows and outbws of the actual por
folio. If expetts use the pproach we suggest, the
coutts will justifiably have moe confdence in the
logic and firness of the m&et-adjusted model
approad for measung damaes.

B. The Case 6r the Market-Adjusted Danmt
ages ModelApproach Using MPT. The liability
model we have dereloped thoughout this dicle is
consistent with one of the basidmuiples of theAct:
fiduciaiies should be liale only for their conduct—not
for investment esults. Ourdcus is based complegel
ona priori conduct andifids fault only when the ilu-
ciary ignores the guidance grided Ly theAct to use
MPT as a tool. Onceafilt is detemined we hae
demonstated hav MPT can be used to assess dam
ages. Because MPT is consistent with #at and
should be usedwith consideed judgmentjn con
structing a tust’s potfolio, it is only logical to gply
the same MPT jmciples to assess dages. Fnally,
we hare demonsated once gain in tust potfolio
constuction tha MPT can be ignad ony at the fdu-
ciary's pei.
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