Excess Returns

Insights for Investment Marketing and Sales Professionals

How Active Managers Can Be More Active | February 2025

A long-term view. Buy and hold. Forever stocks ... In This Issue

Almost all active asset managers, when asked The Fullness of Time

about their competitive advantage, will use passive- Vintage Analysis

sounding, undifferentiated language like this. A new When

issue of Excess Returns considers how active managers

can communicate—and act—with greater distinction, Alpha Partners is an investment marketing firm offering
vitality and precision. custom research, marketing communications and

With best wishes presentation coaching. Our goal is to create alpha (excess
’ returns) by helping investment firms win, keep and diversify

: i assets under management.
*C  Alpha Partners LLC

/
Liz Hecht /[/ 435.615.6862

www.alphainvestmentmarketing.com

e 3

Founder

The Fullness of Time

Heading into a meeting with a portfolio manager at a large, well-known investment firm, the marketing
communications director gives me an earnest warning: “Whatever you do, don't ask him about the sell discipline.”
Puzzled, | ask “Why not?” Only to be told, “He just really doesn't like talking about it.”

During an in-depth background interview, | ask another portfolio manager, “What do you mean by ‘long term, or ‘over
a full market cycle?” “Oh, you know,” he says, “In the fullness of time.” How biblical, | think. He never did provide a true
answer. Thinking about it later, | concluded that he was being dismissive. Or making fun of my question. Or both.

| used to think of “long-term” as a desirable attribute resonant with positive meaning. But weirdly, in the
investment world, through lack of clarity and vast overuse, claims of “a long-term perspective” have come to
mean almost nothing. Ask investment managers to describe what distinguishes their strategy and virtually every
company everywhere all the time will claim “a long-term outlook.” And this is true across asset classes.

New Ways to Measure Active Manager Skill

Learning from experience is one of the most powerful,

constructive ways to be active in managing portfolios.
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In reality, a long-term outlook truly is a competitive advantage. Short-term behaviors create opportunities for
long-term investors every single day. And unhealthy public market pressure to perform in the short term is one
of the reasons why private markets are becoming increasingly popular as a source of capital.

So how does an investment firm present this genuine competitive advantage without sounding exactly like
every other investment firm? And, bigger picture, how do long-term-oriented active managers do a better job of
sounding active? Here are several suggestions:

Be precise. Define your investment time horizon and what you mean by “a full market cycle.” Point to average
annual portfolio turnover as evidence of a long-term mindset. (There are portfolio management teams claiming
a long-term outlook with average annual portfolio turnover of close to 100%.) Note the number and age of
long-term holdings and describe them, including case studies showing thoughtful patience when times are
tough. Provide a few sector- and security-specific examples demonstrating the opposite of long-term behavior.

Show that you know how to sell. Sometimes it's easy to detect when a portfolio manager doesn’'t know how
to sell. Unwillingness to discuss the sell discipline and glib, evasive answers to related questions are one tip-off.
Another is hanging a company’s identity on the cliché of long-term investing without any of the precision noted
above. In a world increasingly dominated by index funds, passive-sounding “buy-and-hold,” expensive beta-
masquerading-as-alpha strategies are more subject to challenge. Even so-called “forever stocks” sometimes
need to be sold or trimmed.

Demonstrate learning from experience. A particularly pernicious form of passivity is refusing to learn

from experience. Learning from experience is one of the most powerful, constructive ways to be active in
managing portfolios. And yet, according to Michael A. Ervolini, many investment managers remain impervious to
improvement.

Mr. Ervolini is the founder of Cabot Investment Technology, Inc., a global software company providing analytics
to help money managers improve portfolio performance. FactSet bought Cabot in 2021, and until recently

Mr. Ervolini served as a distinguished fellow at the company. His book, Managing Equity Portfolios: A Behavioral
Approach to Improving Skills and Investment Processes, explores new ways to measure skill versus luck, helping
investment managers gain a deeper understanding of their strengths and shortcomings.*

Based on in-depth discussions with more than 1,000 equity professionals, Mr. Ervolini has concluded that

the industry is “bogged down in denial ... more comfortable rationalizing lackluster results than tackling
opportunities for deliberate improvement.” He sees such denial expressed in an unwillingness to even try new
metrics designed to help managers “improve while more effectively describing their differentiated value.”? One
such metric is vintage analysis defined in brief here.

According to Mr. Ervolini, here is what denial sounds like:

“We already do that”

“We're different. Those analytics don't fit the way we do things here””

“That'’s interesting, but right now we're busy [doing something completely unrelated to improving].”
‘How do | know | won't break something that’s already working?”

“It makes total sense, but | can’t get my managers to buy into this sort of stuff”

Seriously? In an industry driven by performance measurement, these practitioners reject new ways of
measuring how to improve performance?
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Why actively court change and new ways of getting better when you can continue hiding behind truisms
such as “buy and hold?” But hiding is getting harder every day. “Although asset managers have been slow to
embrace” needed changes, writes Mr. Ervolini, “their clients, asset owners/allocators, are exhibiting a much
more favorable response to integrating new metrics in their decision processes ... Among the many benefits
derived from the new metrics is that asset owners/allocators are now able to confirm that the way a fund is
being managed is consistent with its prospectus and marketing materials.”

The phrase “in the fullness of time,” | have learned, “encapsulates the idea of God’s perfect timing ... how
He orchestrates events to align with His divine plan.”®In colloquial terms, “in the fullness of time” means:
“Eventually, if you wait long enough.” Yeah, I'm pretty sure that portfolio manager was being dismissive and
mocking my question!

Vintage Analysis

Pioneered by Cabot-FactSet, vintage analysis is another way to measure a portfolio manager’s information ad-
vantage or access to information not already priced into the market. As shown below, vintage analysis offers a
variation of contribution analysis showing contribution to returns based on position age sorted by quintile.

Information Advantage
Relative Contributions

1 day to 7.7 months - 0.26%
7.7 months to 14.4 months @@ 0.55%
14.4 months to 20.7 months @ 0.10%
20.7 months to 28.4 months @B 0.44%

-1.34% Gmmmmm» 28.4 months to 58.9 months

Source: FactSet Research Systems, Inc. Permission provided by FactSet
Research Systems, Inc. and Copyright FactSet Research Systems, Inc.

This example demonstrates the information advantage of a fundamental global growth equity fund over the
most recent three-year time period. This is a successful fund, having delivered over 150 basis points of relative
return annually for the past decade.

The contribution by age is positive (green) for four out of five quintiles with 10 to 55 basis points annually of
relative contribution. The fifth or oldest quintile (red) was a drag on the fund, generating negative 134 basis
points of relative contribution. The chart provides guidance on when a portfolio manager should start challeng-
ing positions.

Results, however, are not always this easy to interpret, sometimes requiring additional metrics evaluating the in-
formation advantage by year as well as by sector and factor. Combining information advantage by position age
with other new portfolio metrics also can be advantageous. New metrics include rigorous measures of individu-
al skills (buying, selling and sizing) and deep loss evaluation (is there a need for a stop loss?).

A modest but growing number of active fund managers, writes Mr. Ervolini, are using these and other metrics to
evaluate the efficacy of selling younger and older positions.*



Excess Returns | How Active Managers Can Be More Active | February 2025

When

“Timing, we believe, is an art. | will show that timing is really a science.”
— Daniel H. Pink in the Introduction to When

Operating in the investment world, where perfect timing is thought to be
unattainable bordering on nonexistent, When: The Scientific Secrets of Perfect Timing
is a joy to read. “To unearth the hidden science of timing,” author Daniel H. Pink
and his researchers uncover insights about time and timing based on more than
700 studies in the fields of economics and anesthesiology, anthropology and
endocrinology, chronobiology and social psychology.

Read When to learn when it's best to schedule earnings calls and surgery (in the
morning), when to present bad news (before good news) and when to do one’s best
work (for most of us, before noon without distractions and with deliberate breaks
to enhance productivity). The book also provides inspiring examples of perfect
timing among groups working in unison (singing in a choir, rowing crew). A blend of
theory with practical advice, When offers invaluable guidance on how to configure
our daily lives.

1. For more on Mr. Ervolini’'s work, visit skillversusluck.com.

Daniel H. Pink

WHEN

THE SCIENTIFIC
SECRETS OF
PERFECT TIMING

2. “Weak Feedback and Denial Are Killing Active Management: A Slow Death, Perhaps, but One that Is Avoidable,” by Michael A. Ervolini,

The Journal of Portfolio Management, February 2024.
3. BibleAsk.

4. For a more in-depth description of vintage analysis, see The Journal of Portfolio Management article noted in Footnote 2 immediately

above.

Questions? Comments? Requests? Click here.
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