WHICH APPROACH WORKS AND WHEN?
Commentary, 2/08

	WHAT ARE THE RIGHT QUESTIONS?

How did my manager do last year against all the others?

Or:

Is it a reasonable approach?

Is it based on adequate research and systems?

Is the manager diligently working and on the ball (current) with the markets?

Is the manager sticking to the approach promised, with proper discipline?

Am I adequately insulated against really big mistakes?


Obviously, the buy and hold strategy worked last year.  The active portfolio approach had managers following the market down a bit, as they must before trends are clear, and then not being able to catch the up market, as they must wait a bit before getting a clear signal.  So, therefore the buy and hold strategy is best.
Wait a minute.  Hold it.

Let’s not let superficial or surface thinking rule.  And let’s not apply the same standards and rules to the market as we would apply to business.  Let’s adjust them to what fits.
Things go much deeper than what appears to make sense on the surface of things.

Inevitably during certain periods, no matter the approach and analysis methods, things will not favor certain managers.  No manager does well under all circumstances, though their clients may (unrealistically) expect them to.  Often investors treat manager performance in investing as they would treat it in business – but business is more directly controllable and therefore is not a good analogy.  There will be variance from the ideal – we simply want to make sure that there is not significant downward variance.
Yes, accountability is still a key.  And certainly excuses should not be accepted, but reasoning should be.  

Did the managers apply the approach and analytical techniques they promised to and did they stick to the discipline?  If yes, then it is not the manager, but more likely the approach that is being used not working during that period, which can and does happen!
If an active (vs. passive or buy and hold) approach was used, did the manager use sufficient indicators and analysis (and have sufficient data and computer programs to base moves on)?  If yes, then it is probably not the manager, but more likely the approach for the period measured.  

What period should I measure over?   Certainly not a month.  Certainly not 6 months.  But is a year too short?  Often a year is actually too short in the investment world, as the circumstances may not be conducive to that approach working during any one peculiar period.

What should I measure against?  It is unrealistic to expect a manager to beat all the indices, individually or in composite, for they are not using, almost surely, an indexing approach (and if they were they would be behind the ideal combination of even the indexes, at the very least by the amount of their costs).
Is it of value to avoid big downs, but still get some of the equity return?   This is a vital, central question and the answer is highly determinant of which approach should be used.  

The old saying “I’m not as concerned with my return on capital as the return of my capital” applies here.  
If the manager uses stop-losses, the “down” is limited, but there will always be a price to pay, as some of the “up” or “bounce” might be missed if one gets out – but you can’t have your cake and eat it too!  
Does the manager go to cash (or perhaps bonds) when the indications are of danger?  If so, then the “downs” are likely to be less.  
In either case or in both combined, the investor is protecting capital (though not maximizing performance in the best of all circumstances).  And, it may also be true that  the manager who protects the downside may actually outperform over the long term, because that manager protected the capital base – but that is not the  point – as the investor should virtually never expect the maximum return, whenever there is a protection of capital benefit built into the approach!
The active manager (just as the buy and hold manager) will not do so well in certain circumstances – and those circumstances are never known ahead of time – so one has to ride through the unfavorable times (but while being sure that the big downs are avoided
).   
A market that has narrow swings will not offer much opportunity for an active manager.   A market that has sudden swings doesn’t allow for the active manager to have time for moves.  A super-speculative in and out emotional market will also not work, though the active manager will likely have stop-losses and go to cash more often, thus lowering risk.  

In the first case there is not enough time opportunity and in the second there is no possible control.
So, we come down to using these key questions, while still keeping an even bigger perspective:

Is it a reasonable approach, especially with regard to downside protection?  And does it fit my objective?
Is it based on adequate research and systems?

Is the manager diligently working and on the ball (current) with the markets?

Is the manager sticking to the approach promised, with proper discipline?

Am I adequately insulated against really big mistakes?

If the answers are yes, then a longer leash should be allowed – or the investor should switch the approach.  

The above is strictly intended to create some perspective and thought in the investor and does not represent an opinion or recommendation as to what to do. 
� It’s ok to have some 10% declines, but very probably not ok to have a 20% “hit”.  


� For instance, am I avoiding being in just one type of investment, meaning am I adequately diversified among asset classes, even if there is an active approach used?  
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