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“It’s not hard to make decisions when you know what your values are.” Roy Disney
Choosing an external money manager to help implement a well-constructed portfolio is a task of
significant importance. Most investors, retail and institutional, rely to some degree on outside
managers to achieve their investment goals and yet the decision making process at both levels seems to
produce generally disappointing results.
Perhaps, as Roy Disney pointed out, allocators and average investors do not know their “values” very
clearly or perhaps the process of choice ends up being skewed by behavioral dynamics as it so often
happens in financial matters.
It is the objective of this study to clarify the set of actions that define the process of choosing a money
manager by reviewing reasons and drivers of the choice, contingencies that may influence such choice
and finally by analyzing the available studies on the matter.
The first question an investor needs to ask is: do I need an active manager or should I pursue a passively
tracking strategy? The answer is heavily influenced by philosophical beliefs as well as market
contingencies. Believers in efficient markets might find active alpha – or the return produced strictly by
active and skillful managers – a chimera and therefore they may prefer the low-cost passive replication
products. However, there is enough evidence in actual performance results and historical studies to
believe that pockets of inefficiencies do exist and that certain managers are able to exploit them. The
problem then becomes how to identify such managers and how to analyze favorable contingencies that
may help one manager over another. The timing issue is particularly important; many managers do
outperform their indexes but often their outperformance is cyclical and by the time an allocator spots
the talented manager, favorable conditions may be coming to an end. This problem with cyclicality
explains why performance chasing is often disappointing.
To this point, two filters help mitigate the issue: the degree of a market’s efficiency should be inversely
proportional to the degree of utilization of active managers. In other words, the more efficient a market
has proven to be historically, the less significant should be the allocation to active managers. For
instance, the US Treasury market is very efficient, and the delta between the top and bottom managers
in terms of performance is very small; therefore, passive strategies are generally more appropriate. The
second filter is concerned with the macro conditions of the market in question. For example,
momentum markets tend to lift all boats and make active management less relevant; however, even
efficient markets undergo times of choppiness and uncertainty when active managers can help
substantially.

A true understanding of the manager’s strategy and the contingencies that he/she can exploit will help
immensely in the process of discerning between true alpha and “statistical luck.” Scott Stewart at the
CFA Institute states that the theory of Efficient Markets implies that all relevant information is public
and reflected in current prices and therefore if that is the case any realized alpha may just be erroneous
measurement; such data could be reflecting pure luck, justified by the statistics of large numbers, or
exploitation of misunderstood risk factors.
In fact it is quite recognized that markets suffer from asymmetrical information and that not all relevant
data is readily available to all participants and therefore developing a model that screens appropriately
those managers that are strategically positioned to arbitrage such information anomalies is worth the
effort and the cost.
A look at the US equity mutual fund industry shows that more managers produce some statistical level
of alpha in higher degree than would be estimated by just luck (Fama and French 2010). An additional
problem arises when fees are factored in; unfortunately, a higher level of fees can quickly erode any
alpha a manager can produce over the long term. It is therefore imperative that an allocator or an
average investor take into consideration the impact of fees and be ready to properly value cost versus
expected alpha.
An additional interesting point transpires from the available studies; where alpha seems to exist, it also
seems to have some degree of “stickiness.” In the US equity mutual fund industry, it was found with
statistical confidence that alpha produced over 36 months tends to persist in the following year as well
(Kosowski et al., 2006). Similar data is available in the hedge fund industry where outperformance may
persists up to three years (Amman-Huber-Schmid, 2011).
And therefore, what could materially help us in screening these managers who can produce “sticky
alpha?” In addition to the above referenced macro analysis, usually there are two other paths:
qualitative and quantitative research. These two processes should both be implemented with similar
dedication even though it is usually the case that an allocator or an investor will tend to favor one
method over another; this preference is in our judgment a major mistake because quantitative and
qualitative analyses do work best in synergy by helping uncover important elements of the manager in
question which could not be revealed by only one methodology.
Qualitative due diligence is a high level process designed to overcome vacuums in analysis that a mere
quantitative review may create. A qualitative process can also help mitigate fraud risk and because of
the deeper understanding of the manager and his/her strategy, it improves the odds of a longer term
relationship.
Scott Stewart provides six key qualitative characteristics based on research spanning from Warren
Buffet to David Swensen and Jack Treynor. He states that most research quotes the following traits as
pivotal elements of long term success for a money manager:
-

Intelligence
Knowledge
Long term thinking
Independent thinking
Predisposition to alignment of interests.

The first element, intelligence, is a tricky one. It would seem natural to link superior intellectual skills to
investment outperformance and this is often the case indeed; however, there are examples of
spectacular failures in investment history by renowned Nobel Prizes such as in the incident of the Long
Term Capital Management bust. This may be due to two factors: higher intelligence might lead to
overconfidence and erroneous measurement of intelligence. The overconfidence issues may be
mitigated by other areas of investigation, for example, in terms of strategy fundamentals. In other
words, an allocator should truly understand the source of alpha rather than relying too heavily on the
pedigree of the manager. The measurement issue, on the other hand, is rather personal; investors and
allocators may have different belief systems that may lead to wildly different measurement systems.
Usually basic intelligence can be measured by IQ tests, standardized aptitude assessments and school
curricula. An interesting study (Zagorsky, 2007) researched IQ scores as a reflection of intelligence and
also studied education degrees and their linkage to income and wealth; Zagorsky studied data from the
period 1980-2004 and found education to be directly correlated to income and wealth while intelligence
was only positively correlated to income.
On the subject of knowledge, there is more clarity as a higher degree of know-how is always preferable
to a lesser level and such knowledge is easily confirmed and quantified by interviewing the manager or
reviewing any research the manager might have produced.

In regards to long term and independent thinking, studies seem to agree that they are necessary
conditions for success. New studies have recently pointed out how short-termism is weakening financial
performance at the investment and corporate level as well (Ambachtsheer, 2014) while, conversely,
there is empirical evidence that planning produces long term benefits. Furthermore, the mix of long
term planning with independent thinking should ensure a higher degree of success as the risk of rigidity
that may be introduced by long term parameters gets lessened by the natural inquisitive approach and
desire for curiosity that comes with independent thought processes.
And last but not least, an allocator should carefully study how a manager positions him/herself in the
framework of interest alignment. This point is of the utmost importance since it helps mitigate a classic
agency problem, or that situation where one party is expected to act in another’s party best interest. An
investor should look for relationships where the manager has large amounts of personal wealth invested
along with her/his clients and where some elements of retribution are linked to performance. On this
last point, while there is evidence of higher risk adjusted returns being associated with higher levels of
performance sharing (Stewart, 2014), one must also be careful with some unintended consequences
such as the manager executing on a “call option with other people’s money.” In this instance, a
manager might be incentivized to take on larger risks levels than agreed upon because of the
asymmetrical nature of his/her reward; if the trade works out the reward might be significantly high but
should it not work, 100% of the losses would fall onto the investors’ shoulders. This problem is reduced
by making sure the manager has other negative repercussions from a possible blow-up such as strong
legal recourses, negative name recognition and possibly the inability to start over under a new brand
with little adverse legacy. A deep understanding of the strategy and style drifting monitoring would also
help greatly.
From a quantitative perspective, there are a number of analytics that should be carefully studied. In
terms or risk adjusted performance, the Sharpe ratio, which takes its name from Prof. Bill Sharpe who

devised this measure, has over the years become a classic first screening test. The Sharpe ratio
standardizes the returns of a portfolio by dividing the risk premium (the return of the portfolio minus
the risk free rate) by its standard deviation. The measure allows to rank investments by values, where
higher ratios indicate better risk adjusted performance. The problem with this approach is that it
penalizes all kinds of volatility; this is especially an issue in alternatives where often the ability to control
losses is of a higher order than beating an index on pure upside. For this reason, it is a good idea to also
run the Sortino ratio. This measure is calculated by subtracting from the manager’s return a chosen
minimum accepted rate of retun divided by downside volatility or the so called “bad volatility.”
Normally, a Sortino ratio higher than the Sharpe value is welcome and it may help screen more carefully
for managers who can produce a few unexpected “homeruns” and yet manage the downside even
better.
On the subject of alternative asset managers, the issue with the Sharpe ratio highlights an additional
hurdle the allocator must overcome: alternative portfolios are constructed in ways that differ
significantly from traditional strategies, hence their name and their appeal as portfolio de-correlators.
In fact, they often incorporate, leverage, illiquidity, non-linear pay-offs and option-like risk exposure. All
these elements are difficult to capture via linear risk equations (just like the Sharpe ratio) and therefore
require a higher degree of due diligence by the investor.
A careful analysis of returns should also identify maximum drawdowns, recovery time after losses,
win/loss ratios and average gains and losses. Along these lines, two interesting studies (Stewart 198 and
Hernandez and Stewart 2001) revealed how the frequency of quarterly positive returns has some utility
in forecasting active returns and active returns consistency. Hernandez and Stewart created quintile
groups of institutional US equity money managers by ranking the occurrence of positive quarterly
returns in five years segments; they found out that quarterly performance consistency was useful in
identifying outperforming managers over forward periods of three and five years.
Another important element of analysis falls in that somewhat grey area between qualitative and
quantitative analysis: are emerging managers preferable to established ones? From a pure performance
perspective, it would seem emerging managers do outperform. Many studies have made such claim;
there is even a study from 1996 (Golec) which established a negative correlation between a manager’s
age and his/her excess performance. However, a deeper analysis should recognize that performance
risk and business risk are much higher with emerging managers. To this effect, most studies
underestimate the risk of permanent loss associated with business risk. In any case, it is undeniable that
successful money managers, as they age, may become more preoccupied with retention of wealth and
trading records than with excess returns. Another element that bears consideration in this debate is the
infrastructure that can support an emerging manager. If a manager is constantly distracted by sales and
operations, his/her performance will suffer and the ability to move to a higher level will be seriously
jeopardized. From an investor perspective, the choice between an emerging manager and an
established manager must come down to more than just performance and it should be made within a
diverse set of asset allocation parameters.
As we approach the conclusion of this analytical review of best practices in managers’ selection, it would
be interesting to review real life case studies of how institutional allocators formulate their screening
and decision process. For instance, the Harvard Endowment follows, among other more specific steps,
the following major rules (source: www.endowmentinvestor.org):

- Managers with $5 billion - $15 billion in AUM
- Managers with only one or two products
- Managers where everyone in the firm is incentivized toward investment success through co-investing
most or all of their personal assets
- Managers that own the firm.
While most of us see $5 to $15 billion as a major capacity investment, in the bigger scheme of themes, it
is not a an outsized investment vehicle and it highlights an interest by Harvard to focus on managers
with a specific set of skills (especially when point one and point two are seen in aggregate) and not an
institution with purely an asset gathering focus. Points three and four are perfectly in line with our
previous comments about designing a set of parameters geared toward a mitigation of the agency
problem.
Another issue that is materially important for institutional allocators is management fees. Lower asset
returns and higher competition has increased the negotiation power of allocators with many fund
managers; some of the ways in which fees are lowered include focusing one’s allocation with fewer
managers, establishing separate accounts versus funds of funds, private equity co-investments and be
early at the first close (source: www.endowmentinvestor.org).
In general, institutional allocators, do follow a more sophisticated approach than the average retail
investor and their selection framework is a cocktail of the rules we have discussed in this paper. What
transpires from a number of studies is the ability of institutional allocators to choose superior managers
but a negative track record seems to develop in the retention process. In other words, it seems
allocators are generally correct in their initial choices but their subsequent retention/timing decisions
actually detract from net performance (Stewart, 2014). A careful process of selection and a buy and
hold strategy might produce higher alpha.
In conclusion, the research that was reviewed in this analysis suggests that there are techniques that
may help improve the manager’s selection process; however, most investors seem to focus mostly on
the quantitative part while success is probably determined by a balanced mixture of qualitative research
and quantitative analysis. Focusing on past performance, for instance, leads to performance chasing, a
subpar screening method due to the widespread cyclicality of most managers’ records. Allocators and
investors alike must retain flexibility, be driven by common sense, be realistic about future expectations
and thoroughly understand the underlying drivers of a manager’s performance.
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