THE ROLE OF INVESTMENT PHILOSOPHY IN

EVALUATING INVESTMENT MANAGERS*

INTRODUCTION

It has long been noted that investment returns
have a substantial random element, and that this
elevates the importance of investment philosophy
in evaluating investment managers.' Despite this
seeming consensus on the centrality of invest-
ment philosophy to the task of evaluating manag-
ers, it is rare that | encounter a manager that can
articulate a compelling investment philosophy.
While most managers have an "investment philos-
ophy statement”, in my experience these state-
ments are more often marketing slogans or prod-
uct positioning statements than they are thought-
ful encapsulations of the investment insights an
investment process is designed to exploit.

| have come to the view that many investment
managers are "alpha-pretenders”. That s, | be-
lieve that generating positive ex-ante alpha is a
secondary consideration for many investment
management firms. The primary concern for such
firms appears to be exploiting the fact that ran-
domness in returns will at times cause a mediocre
investment process to exhibit positive ex-post
alpha. Pretending to be an alpha-generator while
in fact selling noise can be a successful business
strategy because it is very difficult for a prospec-
tive investor to sort out whether ex-post alpha
was generated by ex-ante alpha or noise. Conse-
quently, investors overweight the importance of
past performance, and often select managers
whose future alpha-generation prospects are no
better than chance.

Yet it is reasonable to assume that not all invest-
ment managers are pretenders. If one wishes to
retain a true alpha-generator - a manager that can
reasonably be expected to generate alpha in the
future - how does one use the concept of invest-
ment philosophy to distinguish the alpha-
generator from the pretender?? This paper ad-
dresses the question by defining the concept of
investment philosophy and discussing, with illus-
trations from my consulting experience, how the
concept can be applied to evaluating investment
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managers. The paper concludes that investment
managers and consultants are both underutilizing
the investment philosophy concept, and that
many true alpha-generators, by not articulating
their investment philosophies more explicitly, are
passing up an opportunity to differentiate them-
selves from alpha-pretenders.

I. What Is An Investment Philosophy?

In a sense successful active management is sim-
ple. All one has to do is discount the cash flows
of an asset by an appropriate discount rate, com-
pare the resulting value to the asset's price, buy if
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PHILOSOPHY.

the price is below the value, and sell if the price is
above the value. If investors using this process
produced reasonably consistent and positive re-
sults, investing wouldn't need to be a philosophi-
cal endeavor.

But failure breeds introspection, and, it turns out,
successful investment isn’t so simple after all.
The following turns out to be important:

e No one knows what the cash flows of a risky
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1 See Brinson [2005] for a recent articulation of this point.

2 There are, of course, quantitative approaches to distin-
guishing alpha from noise, including measuring the con-
sistency of ex-post post alpha through time and across a
firm’'s products. This paper, however, is focused on using a
manager's investment philosophy to assess that manager

qualitatively.
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asset will be.

e No one knows the right discount rate for a
risky asset.

e Market prices tend to reflect information and
points of view as that information and those
points of view are traded upon.

These facts reframe the problem of active man-
agement, and make central the following ques-
tion: why has the market not discounted the in-
formation or point of view on which cash flow
projections and discount rates are based??

Answering this question requires that a manager
have points of view (implicit or explicit) on how
the market prices and sometimes misprices secu-
rities, and on what the manager's competitive ad-
vantage is in identifying and exploiting such mis-
pricings. These points of view frame the problem
of designing an investment process, and provide
guiding principles for the execution of the invest-
ment process.

With this background, we can define an invest-
ment philosophy as follows:

o A set of beliefs regarding the security pricing
mechanism and what it is about that mecha-
nism which sometimes causes securities to be
mispriced.

o A set of beliefs regarding the manager's com-
petitive advantage in exploiting these mispric-
ings.

e A thesis about how these beliefs can be ex-
ploited to generate alpha (an “alpha-thesis”).

We might go further and define a "sound" invest-
ment philosophy as one which:

e Knows where it stands with respect to capital
market theory and evidence.

e s living; that is, it wrestles with confirmation
and disconfirmation as it is used in practice,
and adapts as necessary.

e Has deep enough core principles that adapta-
tion does not result in total change.

Il. How Does Analysis of a Manager's Investment
Philosophy Aid in Distinguishing Alpha from
Noise?

| am not aware of any empirical studies establish-
ing a link between investment philosophy and
performance. Yet, there is broad acceptance of
the idea that a sound investment philosophy is
critical to generating ex-ante alpha. | look for-
ward to future research on this topic, but in the

meantime | will take on faith the idea that a well-
thought out active management strategy is more
likely to generate alpha than is a haphazard ap-
proach.4

The investment philosophy concept suggests that
managers are more likely to generate alpha if
they:

1. Have a clear thesis of how they generate alpha.
Managers are not likely to generate ex-ante alpha
without having a very clear idea of what they do
that generates alpha, what it is about the markets
they invest in that provides the opportunity to
generate alpha, and what their competitive ad-
vantage is in exploiting that opportunity.

2. Put significant effort into understanding where
their performance comes from. Good managers
recognize that they have as much at stake as any-
body in understanding whether their performance
is due to successful execution of the alpha-thesis,
benchmark misfit, or luck, and are therefore very
thoughtful about evaluating their own perfor-
mance.

3. Have thought about whether their alpha-
generation process will need to change over time.
In competitive capital markets, alpha-generation
sources tend to be arbitraged away. Good man-
agers understand this, and therefore monitor
whether or not it is happening, and have a pro-
cess for seeking out new alpha sources which lev-
er the manager's competitive advantage.

This suggests a set of questions to which an evalu-
ator should seek answers when striving to judge
whether positive ex-post alpha was generated by
positive ex-ante alpha or noise. Together, these
questions comprise what can be called the
“investment philosophy test”:

e What is the thesis (or theses) of how the
product generates alpha?

3 Some managers argue it does not matter why the market
has not discounted the manager's point of view so long as it
in fact has not. This is a little like not asking why a chess
master has offered you a piece. It seems more prudent to
assume that the winner's curse - the tendency for the high-
est bidder for an item of unknown value to be the bidder
with the highest misestimate of value - is alive and well.

4 A valid criticism of this paper is that | assert that invest-
ment philosophy can be used to identify alpha-generators,
yet offer no evidence. It appears that | am failing to practice
what | preach. My response to this criticism is: | agree that
evidence would make my argument stronger. Yet, the idea
that investment philosophy is important has a strong theo-
retical basis. Consider the alternative, that knowledge of
how securities market work is of no relevance in generating
alpha. This borders on nihilism.
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e What is the conceptual basis of the alpha-
thesis? What is the manager's view about the
security pricing mechanism that underlies the
thesis?

o What is the relationship of this view to capital
market theory?

e What is the manager's competitive advantage
in executing the thesis?

e What is the evidence that alpha has been
generated by successful execution of the al-
pha-thesis and not a mismatched benchmark
or luck? If evidence is lacking, how does the

manager convince himself that the thesis is
sound?

e How does the manager think about the possi-
ble need for the alpha-thesis to change over
time?

It is not always fruitful to ask a manager these
questions directly, particularly if the manager
doesn’t think in these terms. Yet, an evaluator
should strive to be able to answer these ques-
tions for him or herself by the end of an evalua-
tion.

[ll. Common Ways of Failing the Investment Phi-
losophy Test

The majority of managers | interview do not pass
the investment philosophy test. Following are
examples of common failings.

1. Managers that don't have an alpha-thesis.

Many managers present themselves by describing
what they do without ever offering an argument
why one should expect the process to add value
relative to a passive alternative. Perhaps these
managers think that, if they have good perfor-
mance, consultants will just assume that the per-
formance came from ex-ante alpha rather than
noise. Perhaps they are right in some cases.
However, consultants following the approach out-
lined in this paper will assume the good perfor-
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how the investment process generates alpha.

Sometimes it is possible to tease an alpha-thesis
out of a manager who hadn't thought to articulate
one, and these are sometimes the clearest ones,
since one gets the manager's real thoughts rather
than a script. However, just as often when | try
this, the manager gets uncomfortable, and some-
times even defensive. It is not unusual for manag-
ers in such situations to accuse me of trying to
oversimplify their investment process.

2. Managers that have an alpha-thesis that isn’t
conceptually grounded. | am amazed at all the
managers that make an assertion of the type "In
the long run X always wins", where X could be
dividend yield, earnings growth, quality of man-
agement, a quantitative factor or mix of factors,
etc., yet are unable to cite a reason why X should
be systematically under-priced by the market.
The managers may be able to point to data sug-
gesting that X has been associated with excess
returns in the past, but without a plausible expla-
nation of why X should outperform, such data do
not convince me that X is likely to outperform in
the future.

Sometimes managers present data purportedly in
support of an alpha-thesis, but where the data
doesn't connect with the thesis. My favorite ex-
ample of this is when managers claim that be-
cause over half of the total return of the S&P 500
since 1926 has come from reinvested dividends,
one should expect high dividend paying stocks to
out-perform low dividend paying stocks over long
time periods. | don't know whether the managers
making this argument really believe it or just think
it sounds good, but either way, the argument is a
testament to the low quality of thinking one some-
times finds in manager-consultant meetings.

3. Managers that don't think very deeply about
where their performance comes from. | also find
it striking that many managers with good perfor-
mance don't put much thought into figuring out
whether their performance came from ex-ante
alpha or noise. They seem to think that good per-
formance speaks for itself, as if they didn't under-
stand that the consultant's job is to figure out
whether the good performance came from alpha
or noise, and as if they didn't have an interest in
knowing themselves where their performance
comes from.

A good example of this is a manager that selects
securities from a universe which is different than
the market benchmark to which the manager is

compared. There is nothing wrong with this per




