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			Preface

			Tom and Jason want to tell you just how excited they are that you have picked up Return of the Active Manager (ROAM). This book is about people. Specifically, our remarkable capacity to change, evolve, and get better. To blow past the status quo, ignore the naysayers, and be bigger and better than we were before.

			But, in what context, you may ask? Active investing is the space in which Tom and Jason hope that you are captivated and strive to improve. Our space is all about sacrifice now for a better future. It is at its core an anticipation of something bigger and brighter if only we can forestall the urge to be and do the normal.

			Tom and Jason are active investment managers. There, we said it. And at a time in which such a statement is out of favour; perhaps even old-fashioned. But to be an active manager is to believe in the largeness of human capability. To put our mind’s sharp edge into the future and to slice out something remarkable. It could be something mundane, it could be something extraordinary. But the capaciousness of our minds to anticipate, to adapt, to understand, and to decide is beyond parallel. Our only obstacle is the quality of our minds, our thinking, and our behaviors. If only we can overcome the frailties of human ego, human bias, and poor judgment.

			But wait! We can. We do. And we shall.

			What this book is about

			Return of the Active Manager provides everything for the end-client focused investment professional to begin to overcome behavioral biases, and to take advantage of them too.

			You will find critical tools, including how to: 

			
					use Big Data to reveal behavioral anomalies that are both significant and economic

					find behavioral insights in quarterly financial statements

					take advantage of in-person exchanges with the executives of businesses in which you want to invest

					the correct criteria for identifying active investment managers most likely to consistently succeed

					powerful ways of conducting in-person interviews with executive managers at businesses whose securities you analyze for possible purchase.

			

			Who this book is for

			Return of the Active Manager is for the active investment manager and those who work alongside them and around them. These people include research analysts, portfolio managers, private wealth advisors, manager search consultants, and others.

			How this book is structured

			We begin with a prologue which lays out the case that an entire investment ecosystem has developed unconsciously and without much evaluation. Cutting to the chase: the ecosystem is designed for passive investment products and their success. The ecosystem is one whose architecture rests on a oft-tested, consistently failed, never dismantled idea: modern portfolio theory. We request that you consider something else. Namely, behavioral finance because it is a better description of the real world and it stands up to testing.

			If you accept that behavioral finance is a superior discipline then you also must demand answers, not just descriptions. It is not enough to know that human beings frequently make biased decisions. That is a given. But what do we do about that fact? How do we move beyond diagnosis to prescription? Return of the Active Manager moves on to describe the ways that different constituents in investment management may utilize behavioral finance to improve the lot of our end clients.

			First up is a new way, a foundational way, of viewing financial markets through a behavioral lens. Following that is a heartfelt description of the most critical relationship in investing: advisors and our end clients. We put this chapter first among their prescriptions because an understanding of behavior can improve… well, everything. 

			Next up is Chapter 3, with insights about how investment professionals may improve their own behavior to avoid bias via bettering their processes. Fundamental analysis is frequently thought of as that most quantitative of investment activities. Yet, behavioral insights are readily available throughout this activity. Therein are critical money-making insights for investment professionals.

			Our investment ecosystem has a critical gatekeeper: those conducting searches for the ace investment manager. A frequent concern among those in this community is: yes, I believe in active management, but how do I identify the good ones? Chapter 5 strives to answer these questions. Following that is a deeper dive into the ways in which pure data analysis, not only avoids much behavioral bias, but also may contribute to excellent returns. 

			We conclude by discussing the ways in which active investment management firms must adapt to the evolved ecosystem by changing their organizations to avoid behavioral shortcomings, and to better exalt the human analysts and decision-makers that are the beating heart of active management. 

		

	
		
			Introduction

			A burning bridge threatens active equity funds. Over the last ten years, large outflows have resulted in a 25% market share decline relative to passive funds, as shown in Figure A. Active US equity funds suffered $174bn outflows in 2018, equal to 4.1% of beginning assets. Meanwhile, passive US equity funds had inflows of nearly $207bn, accounting for all active US equity outflows and then some. Active US equity funds finished 2018 with 51.3% market share versus 48.7% for their passive counterparts. For perspective, the two groups started 2018 with market share of 53.9% and 46.1%, respectively. If these trends continue, passive US equity funds will surpass active funds.1

			Investors are driving these flows as they have wised up to the value-destroying, closet-indexing gambit and are heading for the exits. There was never a question that this would eventually happen, as on average 70% of active equity funds at some point turn themselves into closet indexers and, as a result, end up delivering inferior returns to their investors. The only question was when and this has been definitively answered: right before our very eyes. Having been misled by false promises, investors are aggressively draining the closet index swamp.

			The major beneficiaries of this draining have been indexing behemoths like Vanguard, BlackRock, and Schwab, who gladly scoop up the spoils of what is essentially a re-pricing of indexing services, from high-cost closet indexers to low-cost pure indexers. The highly competitive index return market is converging to a new low-cost equilibrium. And the investing public could not be happier.

			The pressing question for active equity funds is, what should be done? One approach is to continue delivering beta while charging active fees and hope the fund is not caught in the ongoing swamp draining. If you pursue this route, we wish you the best of luck in surviving the scale-dominated competition, which is driving indexing fees to near zero.

			Figure A: Market share of active and passive funds (2009–2018)
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			The other approach is to become truly active and deliver alpha over time, thus able to charge higher fees. This of course requires stock picking skill, which we believe is widespread within the industry, a conclusion supported by numerous studies. But in order to be truly active you will have to flaunt many an industry norm. The industry is structured to incent active funds to become closet indexers, something we refer to as the closet indexing factory. So, if you choose to take this less travelled alpha-generating path, you will be constantly buffeted by a hostile industry ecosystem.

			In parallel to this transition, behavioral finance (BF) is becoming the paradigm of choice, replacing the discredited modern portfolio theory (MPT). While at first glance these two changes – active to passive, and MPT to BF – sweeping through the industry seem unrelated, upon closer examination they are intertwined. Unrealistic MPT concepts undergird the closet indexing factory. Full adoption of behavioral finance will lead to the dismantling of this factory, while at the same time providing a framework upon which to build an alpha-generating active equity ecosystem.

			The active-passive split

			An overriding question is how long will this transition from active to passive last? Will passive funds be the only ones standing at the end of the day? We do not believe this to be case for the simple reason that as uninformed passive assets under management (AUM) grows, the stock market becomes more informationally inefficient. In turn, this means information-gathering active fund performance will improve as passive AUM grows. Sanford Grossman and Joseph Stiglitz made the argument 40 years ago that some degree of information inefficiency must remain in order to incent active investors to pursue the costly process of gathering information they need to make profitable investment decisions.2 In other words, the current passive revolution is sowing the seeds for the return of the active manager.

			Russ Wermers surveyed a vast body of empirical results and concluded that the more stocks are held by passive investors, the more informationally inefficient markets become and, in turn, the greater are the opportunities for active managers.3 In another study, Russ Wermers and Tong Yao find that passive fund trades add little to market efficiency, since they are driven by investor flows, while information-gathering active funds trade in stocks that are not efficiently priced. They find that it is often the case active and passive funds trade in the same stocks, but their trades are frequently in opposite directions.4 

			With continuing large passive inflows, stocks will be increasingly mispriced. From the 50/50 split at the time of the publication of this book, our best guess is that the forces driving flows into passive funds will eventually be neutralized by the offsetting increase in the attractiveness of stock picking, resulting in a roughly 70% passive/30% truly active split.

			A 2016 study conducted by Martijn Cremers, Miguel Ferreira, Pedro Matos and Laura Starks examines the impact, across 32 countries and more than 24,000 equity funds, of what they refer to as explicit index funds (as compared to closet indexers) on the performance and fees of truly active equity funds. They find that actively managed funds are more active and charge lower fees when active funds face more competitive pressure from low-cost explicitly indexed funds. Moreover, the average alpha generated by active management is higher in countries with more explicit indexing and lower in countries with more closet indexing. Overall, their evidence suggests that explicit indexing improves competition in the mutual fund industry.5

			In other words, truly active managers should cheer the current US repricing of indexing services, from high-cost closet indexers to low-cost pure indexers. Our fondest hope is the equity investment industry will ultimately be comprised of low-cost index funds alongside truly active funds, with nary a closet indexer in sight.

			We wrote this book for those equity teams who currently are or wish to become truly active and strive to generate alpha for their investors, while avoiding the temptation to turn themselves into closet indexers. We provide specific recommendations for how this can be done by means of restructuring various aspects of investment management, from client financial planning, to portfolio construction, to asset allocation, to manager selection, to security analysis, to portfolio management, to running an asset management firm.

			Our goal is to help you build a viable active equity alternative so that you can successfully compete against the low-cost index funds which increasingly dominate the industry.

			Notes
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			Prologue. How Did We Get Here?

			“The crazy thing is thinking humans act logically all the time.”6

			— Dr. Richard Thaler, 2017 Nobel Laureate in Economics, Principal, Fuller & Thaler Asset Management 

			Seeing markets as they are rather than as others wish them to be

			Investors are not rational, and markets are not informationally efficient. 

			We take this as read. We no longer need to rack our brains trying to explain the illogical decisions made by investors nor crazy stock price swings. It is now widely accepted that these both are driven by investor emotions, which generate the cognitive errors of individuals and markets alike.

			We both spent our early careers in the thrall of the efficient market hypothesis (EMH). Almost daily something would arise that was inconsistent with this market rationality model. But even worse, carefully researched empirical evidence piled up against the EMH. 

			Finally, enough was enough. We abandoned both MPT and the EMH and we now fully embrace behavioral finance. We devote the time we once spent trying to explain the unexplainable to developing behaviorally-based investment management tools. This is the freedom of viewing markets as they are rather than as others wish them to be.

			An interesting thing happened along the way. We discovered that viewing markets through the lens of behavior provides a superior framework for making investment decisions. This is because individuals rarely change their behavior and emotional crowds are even less likely to change theirs. On the other hand, the unrealistic rationality assumptions underlying MPT-based models produce an inferior decision framework.

			Many will find this perplexing, since MPT was supposed to introduce science into investing via mathematical modelling. But the rationality assumptions needed to shoehorn markets into a form that could be modelled mathematically were just too extreme. The result is a theory with little or no empirical support. It turns out accepting markets as they are, full of humans with considerable emotional baggage, is superior to the neat packing provided by MPT.

			We believe it is high time MPT be replaced by the far superior insights of behavioral finance. Yet, while many have written about these insights, we believe that behavioral finance is largely a diagnosis without a prescription.

			We remedy this in this book. We take as a given that investment decision-making and the financial markets that arise from these decisions are irrational, driven by a whole swathe of behavioral biases. In our minds there is much opportunity for active investment managers to harness the resulting behavioral price distortions. In short, we seek to deliver practical applications (i.e., prescriptions) to take advantage of the insights of behavioral finance.

			Much as the Renaissance of the Middle Ages transformed our world by means of careful empirical investigation rather than relying on myth and superstition, Return of the Active Manager, based on the empirically verified concepts of behavioral finance, will transform how we manage equity portfolios.

			Evolution of the active equity ecosystem

			Escaping the notice of most participants was the co-evolution of the asset management industry and asset gathering industry. The sad result is the emergence of an investment ecosystem unworkable for most truly active managers. One where they trade investment strategy freedom (long-term viability), for assets under management scale (short-term profitability). Crucially, no one party is to blame for this state of affairs. The evolution took place in the organic, diffuse way all markets evolve. Here is the evolution timeline.

			1738: The rationality model

			Daniel Bernoulli first proposed that individuals make rational decisions by means of maximizing expected utility.7 This idea became the foundation for the rationality model that pervades all of the social sciences, in particular economics and later finance. MPT is an extension of the rationality model.

			1950s onwards: Physics envy

			Physics is based on a set of mathematical laws that do a great job of describing a wide range of physical phenomena. As a result, they are the envy of the physical and social sciences. Economics began to introduce mathematical modelling in the 1950s to increase its stature within the social sciences. In the 1970s, finance bought into MPT, before it was empirically verified, in order to increase its prestige within the business school. To this day, we are paying the price for this impulsive acceptance of an unvetted MPT.

			1952: MPT Pillar One: Mean-variance portfolio optimization

			In 1952, Harry Markowitz proposed that investment portfolios be constructed to maximize returns for a given unit of risk via mean-variance optimization, better known as the efficient frontier.8 His formulation was based on statistical measures and was used

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Style box based benchmarks changed from being measures of performance after the fact to investment constraints before the fact.

					For purposes of simplification, and a desire to create a robust, mathematical theory, the godfathers of MPT used measures of volatility – standard deviation and beta – as proxies for risk. This led to focusing on avoiding the short-term emotional triggers of volatility, drawdown, and tracking error. In turn, this hurt long-term equity fund performance.

					As MPT was tested, several persistent anomalies in the behavior of equity prices were identified – the value and size effects – that turned into the style box. When the style box was combined with asset allocation theory as well as performance measures based on volatility, style drift, and tracking error, active investment managers became severely constrained in their creativity as they were shoehorned into a very limited number of categories of management style.

					When volatility-based performance measures are combined with time pressures, the net result of this short-termism is career risk for investment managers. As a result, most active managers prefer to hug their benchmarks as closely as possible and thus end up underperforming them. 

					If we rewind just several decades, remember that investment managers were trying to deliver total returns and absolute returns consistently. We evaluated them the way most things are evaluated: if someone says they can do something, and it turns out that they can, then we affirm they can do that thing. When others agree to compete in the same space to achieve the same goal, we can then declare a contest, complete with rankings, including the winner. 
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