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Introduction

This report examines two US-registered open-end funds (Templeton Foreign Fund and Lazard International Equity Select Fund) as candidates for inclusion in Vampyromorphida Wealth Management’s mutual fund advisory program.  Each fund’s “advisor” or “institutional” share class was evaluated along 28 dimensions.

While the two funds offer similar historical performance and broadly similar investment strategies, I find Templeton preferable to Lazard on a number of “soft” indicators involving investment culture and fiduciary responsibility.

I would therefore adjudge Templeton Foreign Fund as at least a marginal candidate for inclusion in the Vampyromorphida Wealth Management mutual fund advisory program, while I would exclude Lazard International Equity Select.

The most important evidence and conclusions are summarized below.  Supporting details, including spreadsheets containing return data and risk-adjusted performance statistics, are available upon request.

Because the veracity of facts or inferences stated here cannot be assured, this report should not be used as the primary or sole basis for any investment decision. 

Similarities and Contrasts

Both Templeton Foreign and Lazard International Equity Select are international equity mutual funds that employ a bottom-up, value-oriented approach to stock selection.  Both invest primarily in large-cap stocks of non-US issuers and benchmark their performance against the MSCIBarra EAFE Index.  Both underperformed the benchmark return and the average return among mutual funds in their respective categories over the past 5 years.  

The Lazard entry is relatively small ($29 million net assets) and limits its portfolio to EAFE Index countries and issuers.  In contrast, the $17 billion Templeton entry’s holdings include a substantial Emerging Markets component.  

A detailed discussion of each fund’s relevant features follows.

Management Fees and Expenses

Templeton Foreign Fund reports a 0.91% expense ratio (FY ended 8/31/06), comprised of a 0.59% management fee, plus 0.32% for adminstration and other expenses.  

The total is below the 1.07% median expense ratio among 163 Foreign Large-cap funds, Institutional share class, tracked by Morningstar as of 9/30/06.  While a relatively low ratio of expenses to assets naturally reflects Templeton Foreign’s large asset size, it’s worth  noting that management fees were reduced in 2004 and several new fee breakpoints were added in 2006, which could further reduce the management fee in future years.

Lazard International Equity Select’s 1.15% reported expense ratio (year ended 12/31/06) was held down by a 1.15% ceiling on total expenses under its Investment Management Agreement.  Actual expenses totaled 1.97% – comprising a 0.85% stated management fee, and 1.12% for administrative and other expenses.  So even after waiving nearly the entire Management Fee, this Fund’s total expense ratio still exceeded the 1.07% median among comparable funds according to Morningstar.  

Performance

Returns of both funds in recent years have been, in a word, poor.  Templeton Foreign underperformed its category of Foreign Large Value funds for the 1-year, 5-year and 10-year periods ended 2/28/07, according to Morningstar. Although the Fund took less risk than its EAFE benchmark (reflected in a slightly narrower standard deviation of monthly returns), its returns fell well below the index even after adjusting for risk.  

Templeton Foreign’s weak performance came despite a relatively large commitment to Emerging Markets, which strongly outperformed developed markets these past few years.  The MSCI Emerging Markets Index (EM Index) outpaced the developed-country EAFE index throughout the bull market that began in early 2003, with only brief interruptions.  

On the positive side, the Fund held its value through most of the 2000-2002 bear market, outperforming both EAFE and its peer group during that period.

Lazard International Equity Select, launched in mid-2001, outperformed its Foreign Large Blend peer group and the EAFE Index benchmark in the down market of 2002, but has underperformed in every calendar year since.  Its returns relative to peers would appear even worse if the Fund were grouped within the Foreign Large Value category, which seems to better describe its investment style than its official designation as Foreign Large Blend (“blend” meaning neither value nor growth style).

Assessing the likelihood that either Fund can stage a turnaround and surpass its peer group and/or its benchmark in coming years is beyond the scope of this report. I would base such assessment on direct interviews of the Fund managers, augmented by attribution analysis employing custom-designed benchmarks and similar statistical tools.

Investment culture

A.  Regulatory issues:  In 2004, Templeton Funds’ parent company settled separate charges by the SEC and state authorities in California, Massachusetts, and Ontario, involving improper market timing and directing high-commission trades to brokers who distributed its funds.  The market timing activities occurred between 1996-2001, and the directed brokerage violations occurred between 2000-2004. 

A case can be made that Frankin-Templeton’s past legal woes actually lessen the probability of future abuses.  The firm has since moved to improve compliance and disclosure.  

Lazard Asset Management had no similar issues in recent years.

B.  Commitment to mutual funds:  US-registered mutual funds comprised more than half of Templeton parent Franklin Resources’ $511.3 billion total assets under management as of 9/30/06.  Templeton Foreign was the fourth-largest US mutual fund in the Franklin-Templeton empire. Franklin-Templeton’s primary reliance on its mutual fund business is positive for fund shareholders.

In contrast, Lazard’s business strategy appears to be built around hedge funds.  That suggests the needs of mutual fund shareholders might not command a high priority within the Lazard corporate hierarchy.

C.  Quality of Investment Staff and Board Members

Staff:  The 60-year old Templeton group, now a unit of Franklin Resources, is highly regarded as a research-driven organization that pioneered and popularized international investing for both US and global investors.  Franklin-Templeton has 8,000 employees based in 29 countries.  The Fund’s three portfolio managers each have been with Franklin Templeton Investments for more than a decade, and have managed this particular fund since 2001.  

Even while the Foreign Fund’s returns lagged its peer group in recent years, many other Templeton international and global stock funds continue to post stellar performance.  They include Templeton Growth Fund – managed by the same portfolio team that runs the Foreign Fund – as well as a number of funds managed by Templeton’s Emerging Markets team under Mark Mobius.

Lazard International Equity Select Fund is managed by a five-person team, four of whose members have worked at Lazard since the early 1990s.  The fifth joined Lazard in 2005 from UBS, where he had headed global equity portfolio management and global equity research.  

The same team is responsible for 11 to 14 other registered investment companies, plus a pooled group of Managed Accounts aggregating $20-30 billion.  The team has compiled a mixed performance record in running Lazard’s other international equity mutual funds.

Directors:  The Board of Directors that oversees Templeton Foreign Fund is stacked with former high-level White House advisors and corporate heavyweights.  This goes beyond the firm’s chairman, Nicholas Brady  – an ex-Treasury Secretary who lent his name to an entire asset class – and covers the full complement of independent directors, a Who’s Who of past and present Fortune 100 senior executives.

The benefit of having a high-power board is somewhat offset by the possibility that these giants are spread too thin – not to mention the possible appearance of  “feeding at the trough.”  Of the 11 independent directors, two served on more than 40 fund boards each (responsible for as many as 143 portfolios), and another served on 29 boards.  Five directors received more than $300,000 each for board service from all Franklin-Templeton affiliates during 2006. 

Lazard Funds Inc.’s 6 independent directors are retired corporate executives and owners of small investment firms. I would describe this board’s credentials as “adequate,” but no more than that.

In an ideal world, I would also want to devote more time to seek out information that might qualify the extent to which each individual non-interested board member is truly independent of the respective fund company and its corporate parent.  

D.  Compensation structure

Templeton bases portfolio managers’ annual bonuses primarily on relative performance over 1, 3 and 5 years.  Bonuses are split between cash (50% to 65%) and restricted shares of Franklin Resources stock (17.5% to 25%) and mutual fund shares (17.5% to 25%).  This pay structure helps align managers’ interests with those of shareholders by rewarding long-term investment performance (the 5-year horizon), and by delivering part of the bonus in the form of fund shares.  

At Lazard, I found a number of possible red flags in the compensation of mutual fund portfolio managers. 

In January 2007, Pensions & Investments quoted Lazard Asset Management CEO Ashish Bhutani as saying Lazard makes sure that “long-only people get to participate” in hedge fund growth, by distributing part of its hedge fund revenue to long-only portfolio managers and analysts.  He touted this arrangement as a key to Lazard's success in keeping everyone at the firm supportive of its hedge fund operations. 

In addition, a Lazard Funds regulatory filing can be read as placing current fiscal year performance above longer-term performance when determining portfolio managers’ bonuses. The same document also mentioned “Equity Incentive” plans that give portfolio managers “an opportunity to participate in the future growth of the Investment Manager.”  Rewarding short-term performance and asset-gathering could motivate managers to take actions that may not best serve fund shareholders.

E. Personal ownership of  Funds by Staff and Directors

Staff:  Templeton Foreign Fund lead portfolio manager Jeffrey A. Everett owned between $100,000-$500,000 each of this Fund and another fund covered in the same filing. Another portfolio manager owned between $10,000-$50,000 of Foreign Fund, while the third manager, Murdo Murchison, owned none.

Before drawing any conclusion about the latter two managers’ personal stakes in their product, I would first ask them or their employer whether they are personally invested in other Templeton vehicles such as managed accounts, whose portfolios may closely match their mutual funds.

The Lazard fund’s lead portfolio manager has $100,000-500,000 in each of three Lazard international equity mutual funds he manages (although he owns no shares of International Equity Select).  Another of the Fund’s 5 managers has $100,000-500,000 each in two Lazard international equity funds, while a third manager has $50,000-100,000 invested in this Fund.  The portfolio team’s other two members are London-based; they don’t own US-registered mutual funds, but might own shares of comparable Lazard funds registered in the UK or elsewhere. I would seek further information about this from Lazard.

Directors:  The Franklin-Templeton group requires each board member to eventually invest in the group’s mutual funds at least five times the member’s annual fees for board service.  At the end of 2005, all but one of 11 board members owned over $100,000 worth of funds they oversee within the entire Franklin-Templeton family. The directors’ personal holdings and the related investment requirement appear well designed to align directors’ interests with those of fund shareholders.

Absence of Lazard mutual fund ownership among board members could be another red flag for this fund family.  However, directors might have personal assets invested in other Lazard vehicles that employ the same strategies and/or the same portfolio managers as the mutual funds.  Further information should be sought from the company before reaching a conclusion about this.

Only one of Lazard Funds’ 6 independent directors owns any Lazard mutual funds.  The asset manager’s CEO, Ashish Bhutani, is shown as owning none of the 11 mutual funds.

Conclusion

Despite Templeton Foreign’s poor relative performance over the last 5 years, I recommend that Fund for inclusion in the program in view of its portfolio team’s good track record running other Templeton international and global equity funds and the parent company’s strong investment culture, record of leadership and success in international investing, and generally good stewardship practices.

I recommend against including Lazard International Equity Select, in view of subpar performance, a company culture that favors alternative products over long-only strategies such as mutual funds, and a compensation structure that may encourage portfolio managers to focus on asset growth at the expense of long-term performance.
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