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It's becoming a common approach to use multimanager funds in defined contribution (DC) plans to increase
efficiencies and leverage the relationships formed by companies’ defined benefit plans. Outsourced chief
investment officer (OCIO) providers have also adopted multimanager funds to bring scalability to smaller
institutional investors. One key challenge of managing these funds is liquidity management. Using an overlay
manager can help meet this challenge in a few surprising ways.

Key takeaways

» An overlay can mitigate cash drag and provides operational efficiencies in fund liquidity management through
two primary functions: cash overlay and centralized coordination of manager activity.

» Implementing an overlay program in multimanager funds can create cash drag, which can improve tracking
error and incrementally increase return.

» Overlay within a multimanager fund increases staff efficiency and can improve fund performance by
reducing administrative burdens and centralizing liquidity management.

» Because it requires only a small portion of notional exposure to be held as collateral, overlay can also reduce
transaction costs and residual cash.
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Decomposition of short option performance

Multimanager or white-label funds have become more
popular for segments of the investment marketplace.

DC plans have begun to use multimanager funds to
increase efficiencies and, where applicable, leverage the
relationships formed by companies’ defined benefit plans.
OCIO providers have also adopted multimanager funds

to bring scalability to smaller institutional investors.

Liquidity management is a key challenge for fund managers
managing these funds. They must ensure that adequate
cash is available to absorb participant activity, such as
redemptions and contributions, that can occur as frequently
as daily. This liquidity management process creates cash
drag, reducing expected returns and increasing expected
tracking error. Using an overlay manager can help tackle
this challenge, generating operational efficiencies, improved
tracking error, and the potential for incremental return
for the funds.

The challenge of liquidity management

All multimanager funds must have a framework to support
participant and investment manager activity. In many
cases, a manager uses a liquidity sleeve holding cash to
absorb this activity, serving as the account through which
all this activity passes. However, in cases where there’s no
liquidity sleeve, contribution and redemption activity simply
pass through to each investment account directly. If the
manager maintains a cash position, they risk introducing
cash drag into the fund. Similarly, if they continuously
direct contribution and redemption activity to individual
manager accounts, investment managers may hold
excess cash to accommodate unexpected activity.

FIGURE 1: LIQUIDITY MANAGEMENT BEFORE CENTRALIZATION
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Creating liquidity management
efficiencies with an overlay

An overlay can mitigate cash drag and provide
operational efficiencies in fund liquidity
management through two primary functions:

Cash overlay. Overlay exposure adds market exposure
to align with fund liquidity and can reduce the impact
of cash drag. Fund managers can adjust the overlay
each day as contributions and redemptions occur,
with lower transaction costs than trading physical
securities. The overlay can also include frictional
manager cash, reducing cash drag across all accounts
in the fund. In this way fund managers can carry
more liquidity—typically amounting to 2% to 5% of the
total fund size—to reduce the frequency of raising or
sending cash to managers, reducing trading costs and
allowing managers to hold less cash.

Centralized coordination of manager activity. An overlay
manager can coordinate directly with the fund's
underlying managers to raise or deploy cash as the
level of liquidity in the fund drifts from target levels.
The manager then adjusts overlay exposure to

align with trading activity, mitigating unnecessary
gaps or fluctuations in market exposure during the
transition of assets.

Multimanager fund

fund administration

Managers must incur trading costs or maintain excess cash balances to absorb
daily participant activity, increasing costs and cash drag.

Source: Parametric, 3/31/2023. For illustrative purposes only. Not a recommendation to buy or sell any security.
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The benefits of an overlay manager Conclusion
Using an overlay manager for fund liquidity management Overlay within a multimanager fund increases fund efficiency
can offer the following benefits: by centralizing liquidity management. Using this framework,

fund managers can streamline the management of cash
flows resulting from participant and investment activity.
e Improved fund tracking error by mitigating exposure A liquidity sleeve obtains benchmark exposure and can

gaps during investment activity mitigate the effects of cash drag. As a result, the fund can
generate incremental return and improved tracking error
while reducing transaction costs.

e Increased expected return by eliminating cash drag

e Reduced transaction costs and residual cash
in underlying managers

* Increased staff efficiency by reducing day-to-day
administrative burden

An overlay can also improve liquidity management relative
to a passive index fund. An overlay requires only a small
portion of notional exposure to be held as collateral,
leaving the remaining cash available to absorb daily
participant activity. An index fund must be fully funded,
creating operational challenges related to cash settlement.
As well, managers can trade index funds only at market
close, which may require advance notice, potentially
introducing unnecessary gaps in market exposure. On
the other hand, managers can trade futures intraday to
adjust exposures as soon as activity is known. In this way
an overlay is a much more efficient vehicle for aligning
market exposure in a timely manner and reducing
operational concerns surrounding cash settlement.

FIGURE 2: STREAMLINING LIQUIDITY MANAGEMENT MECHANICS AFTER INCORPORATING AN OVERLAY MANAGER
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fund administration

Overlay manager adjusts exposure to align with fund liquidity and absorb particpant
activity. Managers can expect less frequent cash flows and hold less frictional cash.

Source: Parametric, 3/31/2023. For illustrative purposes only. Not a recommendation to buy or sell any security.
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Notes

1. Fong, Richard. 2022. “Cash Securitization: The Challenge of Effective Liquidity Management,” Parametric, October 2022.
https://www.parametricportfolio.com/Insights-and-Research/Cash-Securitization
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About

Parametric Portfolio Associates® LLC (“Parametric”), headquartered in Seattle,
is registered as an investment advisor with the US Securities and Exchange
Commission under the Investment Advisers Act of 1940. Parametric is a
leading global asset management firm, providing investment strategies and
customized exposure management directly to institutional investors and
indirectly to individual investors through financial intermediaries. Parametric
offers a variety of rules-based investment strategies, including alpha-seeking
equity, fixed income, alternative, and options strategies. Parametric also offers
implementation services, including customized equity, traditional overlay,
and centralized portfolio management. Parametric is part of Morgan Stanley
Investment Management, the asset management division of Morgan Stanley, and
offers these capabilities through offices located in Seattle, Boston, Minneapolis,
New York, and Westport, Connecticut.

Disclosures

This material may not be forwarded or reproduced, in whole or in part,
without the written consent of Parametric. Parametric and its affiliates are
not responsible for its use by other parties.

This information is intended solely to report on investment strategies and
opportunities identified by Parametric. Opinions and estimates offered
constitute our judgment and are subject to change without notice, as are
statements of financial market trends, which are based on current market
conditions. We believe the information provided here is reliable but do not
warrant its accuracy or completeness. This material is not intended as an
offer or solicitation for the purchase or sale of any financial instrument.

Past performance is not indicative of future results. The views and strategies
described may not be suitable for all investors. Investing entails risks, and
there can be no assurance that Parametric will achieve profits or avoid
incurring losses. Parametric and Morgan Stanley do not provide legal, tax,
or accounting advice or services. Clients should consult with their tax or legal
advisor prior to entering into any transaction or strategy described herein.
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Charts, graphs, and other visual presentations and text information were derived
from internal, proprietary, or service vendor technology sources or may have been
extracted from other firm databases. As a result, the tabulation of certain reports
may not precisely match other published data. Data may have originated from
various sources, including, but not limited to, Bloomberg, MSCI/Barra, FactSet, or
other systems and programs. Parametric makes no representation or endorsement
concerning the accuracy or propriety of information received from any third party.

Derivatives such as futures, swaps, and other investment strategies have certain
disadvantages and risks. Futures require the posting of initial and variation
margin. Therefore, a portion of risk capital must be preserved for this purpose
rather than being allocated to a manager. Liquid futures may not exist for
published benchmarks which may result in tracking error. Also, some intraperiod
mispricing may occur. Swaps require periodic payments, may be less liquid than
futures, and may have counterparty or credit risk. Some investment strategies
require a cash investment equal to the desired amount of exposure.
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