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Guidance Statement on Treatment of Significant Cash Flows

GIPS® Guidance Statement on the Treatment of Significant Cash Flows (Rewvised)

Introduction

Dealing with large external cash flows in a portfolio is a common struggle for most nvestment
managersfirms. These farge-flows; of cash andfor seeurities;investments can make a significant
impact on the implementation of an investment mandate, objective, or strategy mplementation
and, thus, on a portfolio’s and composite’s performance. Accordingly, this Guidance Statement
clarifies the issues related to the treatment of significant cash flows under the Global Investment
Performance Standards (GIPS®).

Background
The GIPS Previston-H-3:-A-3-requiresstandards require that composites must-include new

portfollos ona timely and con5|stent baS|s after theeach portfollo comes under management

The GIPS Qrevmen%—AAetatesstandards also state that termlnated portfollos must be lncluded
in the historical returasperformance of the appropriate composites up-tethrough the last full
measurement period that theeach 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
managementmandate, objective, or 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
composite to composite, depending on a number of factors that impact the implementation of an
investment mandate, objective, or strategy. It is also reasonable that when external cash flows to
a portfolio are significantly 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 “capital (cash;
seeurities or assetsinvestments) that enters or exits a portfolio;”(i-ecapialadditions-or
withdrawals. A significant cash flow is defined as the level at which the firm determines that are
generaly-chent-initiated)-a client directed external cash flow may temporarily prevent the firm
from implementing the composite strategy. 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 discussion of dBiscretion sectien inef 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/ cash flows, large external-cash flows, and
significant cash flows, please see the Guidance Statement on Calculation Methodology.
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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 aan ex-ante composite-by-specific basis and must
consistently follow the composite-basis.-specific policy. The definition may be influenced by the
characteristics of the asset class(es) within the strategy, such as market liquidity;-arket
volatiity, and/or by the trading capabilities of the investment manager. (For instance, a
significant cash flow may be considered 10% percent of a portfolio’s market-value for an
emerging market fixed-income composite but may be in excess of 50% percent 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 establish absolute levels of significance for each asset
class. Theoretically, external cash flows that are relatively small on a composite level; but
relatively large on a portfolio level, can potentially distort the portfolio’s performance and skew
the measure of eempesiteinternal 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 shewldmust have a portfolio inclusion policy for new portfolios and an exclusion
policy for terminated portfolios. It is the responsibility of the firm to set reasonable guidelines for
each composite regarding the inclusion/ and exclusion of portfolios in the composite.
Composites must include new portfolios on a timely and consistent basis after each portfolio
comes under management. Firms are encouraged to establish a policy that includes new
portfolios in composites as soon as possible, preferably at the start of the nextfirst full
performance measurement period. Firms are-alse-enceuraged-temust establish a policy that
includes terminated portfolios in the historical performance of the composite through the last full
measurement period the-that each portfolio iswas 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 (i.e.,
before a significant cash flow occurs and 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 from a composite due to a
significant cash flow will not affect the specific portfolio’s performance history. The definitions
and policies for significant cash flows and grace periods for new er-cash-flow-impacted
portfolios or portfolios with significant cash flows 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.

© 2010 CFA Institute 2



Guidance Statement on Treatment of Significant Cash Flows

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 Entlre Portfollos with Slgnlflcant Cash Flows
If a firm w :

oeceur-thenit-has adopted a SIthflcaht cash flow pollcv for a speC|f|c comp05|te the flrm must

disclose the-foHowing-tems-tn-each-compeositepresentation-how the-firm-it defines a
“significant cash flow” for that composite; and for which periods.

Firms are required to disclose that policies for valuing portfolios, calculating performance, and
preparing compliant presentations are available upon request. With respect to significant cash
flows, this information is expected to include:

e The Ggrace period for the composite,

e |f the definitions, policies, or grace periods for handling significant cash flows have been
redefmed—ﬁrmsmustedtselese the date and naturedescrlptlo of the change ahd

e The number of portfolios removed during a given period,
e The number of times portfolios were removed during a given period, and

e 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 SIgnlflcant cash flows there Would be a break in the composite performance
record '

Stghmeanpeash%mm%notapprep&ateiopthaeeempo% If a comp05|te Ioses 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
twe-periods eannet-must not be mathematically linked. The periods both before and after the
break in track record must be presented, with the break in performance clearly shown.

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 higher. 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 that have adopted a significant cash flow policy must document each time a portfolio
moves into or out of a composite due to a significant cash flow. Documentation must be part of
the firm’s record keeping process and, at a minimum, must include:
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e The date of the significant cash flow, the date the firm removes the portfolio from the
composite, and the date the firm returns the portfolio to the composite,

e Depending upon the firm’s definition of significant cash flow, the amount of the
significant cash flow or the amount of the significant cash flow as a percentage of the
most recent portfolio market-value, and

e |f the significant 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 isremains the most direct method for dealing with significant
cash flows.-Under-this-methodeologywhen-Significant Cash-Flows-oceur A temporary new
account is defined as an account for temporarily holding client-directed external cash flows until
they are invested according to the composite strategy or disbursed. Firms can use a temporary
new account to remove the effect of a significant cash flow on a portfolio. When a significant
cash flow occurs in a portfolio, the firm may treat-thesedirect the external cash flows-as to a
temporary new accounts. according to the composite’s significant cash flow policy. 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 securitiesinvestments into a temporary new account for
liquidation and/or distribution to the client.

Temporary new accounts must notare-ret-reguired-to be included in any composite. The portfolio
that experiences a significant cash flow (the “main portfolio™) would reflect the withdrawal of
funds-cash and/or seeuritiesinvestments as aan external cash eutflewflow out of the main
portfolio. ;and-the-pPerformance of the main portfolio would be calculated to include this cash
outflow at the date of transfer to the temporary new account. The temporary new account would
receive the funds-cash and/or securitiesinvestments as aan external cash inflew-flow from the
main portfolio on that date. The assetsinvestments would remain in thisthe temporary new
account until the funds are distributed. The same principles would hold true with a significant
cash #nflow into the main portfolio. In this examplecase, the funds-cash and/or investments
received would remain in the temporary new account until all fundscash and/or investments #
the-temperary-new-aceount-are invested in line with the main portfolio’s manager’s-standard
pohiey-for-the-investment mandate, objective, or strateqy and then would be transferred into the
main portfolio_on that date and treated as an external cash flow.

Firms that are currently able to use a temporary new account methodology are encouraged to
continue to do so. A
this-methodtheThe GIPS standards recommend the use of temporary new accounts to remove
the effects of significant external-cash flows. The removal of portfolios due to significant cash
flows may no longer be permitted at some point in the future. The firm’s policy for the use of
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temporary new accounts must be defined and consistently applied in the same manner as the
policy for the temporary exclusion of an portfolio-acceunt from a composite.

Effective Date
The effective date for this Guidance Statement is 1 January 2011. Prior versions of this Guidance

Statement are available on the GIPS standards website (www.gipsstandards.org).
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