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Dear Consulting Colleagues,

I'm reaching out to you because I'm concerned that you may have misplaced your faith
in those who are performing investment manager due diligence for you. As many of
you know, I've worked on consulting analytics for more than 30 years, and have seen
significant advances in the tools that could and should be used in separating the
winners from the losers, also known as investment manager screening. The problem is
that the finest tools are not being used by many investment manager researchers. The
active/passive luck/skill debate rages on largely because the old tools cannot accomplish

the very basic task of accurately identifying winners. The crying need for real due
diligence was dramatically demonstrated by the Madoff Mess!, which revealed

problems that extend well beyond hedge funds to plain old vanilla long-only managers.

For the most part, client facing advisors trust others to screen investment managers, and
this trust is being placed more and more in outsourced due diligence. I've been to these

service providers, and gotten almost nowhere, although some have updated their tools.

Because you need to focus on more important matters, outsourcing manager due
diligence makes all the sense in the world. Some, like David Loeper, CEO of
Financeware, argue that you shouldn’t even bother outsourcing because the value of
investment manager due diligence is much less than what you pay for it. I particularly
agree with Dave in those cases where the quality of research is poor, but Dave’s point is
that the costs of identifying potential talent outweigh the benefits regardless of the
quality of research. The counter to the Loeper position is Meir Statman’s “What do

Investors Want?”, which started as a great article and now Meir has published a book
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with that title. Clients want the entertainment and bragging rights that come with active
managers; they want the “expressive benefits.” Anything worth doing is worth doing
well. Presumably you're buying due diligence because it’s what your clients want, and

you should get what you pay for.

So here’s the test of faith that will help you determine if you and your clients can rely
on the research you're buying and using. This test also applies to “in-sourced’ research
provided by your firm. The test revolves around the two key questions that real due

diligence must answer in the best possible way:

1. What does this manager do?

2. Does this manager do it well?

You need to know how these critical questions are being addressed.

What Does This Manager Do?

This question is usually answered by on-sight visits to the investment firm, supported
by analytics like style analysis. It sets the stage for the second question and provides a
potential stopping point. If we don’t understand what the manager does, we pass and
move on — we don’t invest. The Madoff Mess?! reinforces the importance of this

discipline. Style analysis is only as good as the indexes that are used to identify style,

and holdings-based analysis provides the most accurate perspective?. According to Dr.

William F. Sharpe?, the recommended indexes are mutually exclusive and exhaustive
which means no stock is in more than one index and the collection of indexes comprise

the entire market.

The Test: Does your due diligence provider use style analysis? Is it returns-based or
holdings-based? Are the style definitions mutually exclusive and exhaustive (hint: there

are only two index families with these properties)? Do you receive these reports? If



you’d like to see an example of holdings-based analysis, you can enter your own

portfolio holdings into the portal at StyleScan; there’s no charge for this education.

This first question establishes the benchmark for the next question.

Does the manager do well at what it does?

Most due diligence fails to answer this question accurately. It's not just an opinion and it’s
not an easy question to answer, but it is after all the main purpose of due diligence. The
researcher should be determining whether the alternative of passive implementation would
do just as well as this manager. We can pretty much replicate just about any investment
strategy with passive inexpensive blends of mutual funds or ETFs. This second question is

best addressed with hypothesis testing and modern holdings-based attribution analyses. Peer

groups and indexes do not work — never have, never will®>. Hypothesis testing compares the

manager’s actual performance to all of the possible outcomes from what he does®.
Importantly, contemporary simulation technology enables the determination of statistical
significance over short periods of time, whereas regression analyses require decades to reach

similar conclusions.

Beyond hypothesis testing, modern holdings-based attribution analysis explains why the
manager has succeeded or failed, being very careful to get the benchmark right, because if
the benchmark is wrong all of the analytics are wrong’. Hypothesis testing determines the
significance of success or failure. Attribution analysis examines the likelihood that success
will continue. As in style analysis, both hypothesis testing and attribution are best
implemented using indexes that are mutually exclusive and exhaustive, blended into custom

benchmarks.

The Test: Does your due diligence provider use peer groups and indexes to evaluate
performance? If so, you and your clients are relying on luck to screen managers, because it’s

certainly not science. How confident is the provider in the talent of each approved manager?
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How much better have these approved managers performed above a passive
implementation? Why have approved managers succeeded and why are they likely to
continue to do so? If the answers sound like the benchmarks might be wrong (e.g. “this
manager succeeds because he’s smaller company oriented”), good chance the benchmarks
are in fact wrong. It's easy to get the benchmark wrong, but difficult to make good decisions

when we do.

Don’t Wait

I'm writing this in October, so third quarter performance reviews are underway. And it
won’t be that long for that all-important end of year reporting. We all want to do right by our
clients, so now is the time to do diligence on your due diligence provider. As Bob the Builder
says “Use the right tools for the job.” Of course there are no guarantees, but better tools
should lead to better decisions, and therefore to better performance. There’s also the benefit

of differentiation from your competition.

There are at least three outsourcing firms that use the better tools described here, but they’re
not the most widely used, and no I'm not shilling for these firms. In summary these new

superior tools are:

e Mutually exclusive and exhaustive indexes used for custom benchmarking and

portfolio construction

e Hypothesis tests that simulate the possible outcomes from what the manager does. It

answers the “What could have happened?” question

e Holdings-based attribution analysis that uses accurate benchmarks because if the

benchmark is wrong all of the analytics are wrong.
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