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King George lIl:

They say George Washington’s yielding his power and stepping away
Is that true?

| wasn’t aware that was something a person could do.

I’m perplexed.

Are they gonna keep on replacing whoever’s in charge?

If so, who’s next?
There’s nobody else in their country who looms quite as large...

— “Who’s Next”, Hamilton (2015)
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Sean Maguire: Hey, Gerry, In the 1960s there was a young man that graduated from the University
of Michigan. Did some brilliant work in mathematics. Specifically bounded
harmonic functions. Then he went on to Berkeley. He was assistant professor.
Showed amazing potential. Then he moved to Montana, and blew the competition
away.

Gerry Lambeau: Yeah, so who was he?

Sean: Ted Kaczynski.

Gerry: Haven't heard of him.

Sean: [velling to the bartender] Hey, Timmy!
Timmy: Yo.

Sean: Who’s Ted Kaczynski?

Timmy: Unabomber.

— Good Will Hunting (1997)
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Chef: Oh Lord have mercy. Children,
children! No no, you've got it all wrong.
Don't you see, children? You have the
heart, but you don't have the soul. No,
no. Wait. You have the soul, but you
don't have the heart. No, no. Scratch
that. You have the heart and the soul,
but you don't have the talent.

— South Park, Season 8, Episode 4

Horatio: 0 day and night, but this is wondrous strange!

Hamlet: And therefore as a stranger give it welcome.
There are more things in heaven and earth, Horatio,
Than are dreamt of in your philosophy.

— Hamlet, Act 1, Scene 5

Daenerys Targaryen: Lannister, Targaryen, Baratheon, Stark, Tyrell — they're all just spokes on a
wheel. This one’s on top, then that one’s on top and on and on it spins crushing
those on the ground.

Tyrion Lannister: It's a beautiful dream, stopping the wheel. You're not the first person who's ever
dreamt it.
Daenerys: I'm not going to stop the wheel, I'm going to break the wheel.

— Game of Thrones, Season 5, Episode 8 (2015)
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The King is Dead

Some six centuries ago, European monarchies adopted the practice of declaring, “The King is dead!
Long live the King!” upon the death of a monarch. In films and other adaptations, we usually get only
the latter half of the expression, but there is clever intent buried in the repetition: there is to be no
interregnum. When the old king dies, the new king immediately ascends with all his power and
majesty, and probably most of his enemies as well. It is an instantaneous change not only in the power
structure of a nation, but also in the mindset of any number of subjects, who have little time to lament
the amount of time and effort they had spent fawning over and currying favor with the old king. They
have to reset immediately: I’m sure this king will be better, much wiser, much less murderry. That sort
of thing.

Our human nature helps us adapt. As Ben has pointed out numerous times, we want to believe.

We want to believe that this king will be different, and we’re usually instantly willing to reup on our
social contract with him, giving up inalienable rights for the benefit of his wisdom and authority (or
something). We want to believe that President Trump will be different, that he will finally turn over
the tables in the Capitol and chase corrupt, conflicted, five-term congressmen into the reflecting pool
with a whip. We want to believe that this time a friend/partner/spouse is done lying/cheating/hurting
us. We do all this despite every bit of evidence telling us that what we believe is so unlikely as to be
unworthy of mention.

And my goodness, we want to believe that the guy running this fund is going to be loads better than
that idiot we just fired.

Sure, we’ve read Murder on the Orient Express, Charlie Ellis’s brilliant 2012 FAJ submission
highlighting just how badly institutions pick funds and how badly they time it. We’ve seen the
statistics. We’ve seen our own P&L and those of people we think highly of. More often than not, it
doesn’t matter because we want to believe. In many cases because picking these funds is our job, we
have to believe.

Epsilon Theory readers, my kids eat because I’m a fund manager. Mostly hot dogs and Kraft macaroni &
cheese, but they eat. So it pains me to tell you that the amount of time, personnel and attention we
all spend picking, talking to, debating and stressing over fund managers is ridiculous. This is why
picking fund managers comes in at #3 on our list of Things that Don’t Matter.

So why doesn’t it matter?

Because just about all of us suck at it.

I’m being a bit hyperbolic. But only a little bit.

Earlier this month, Cliff Asness from AQR wrote a beautiful rant directed mostly at Rob Arnott from
Research Affiliates and maybe a bit at the fine folks over at Bloomberg. No, it wasn’t a charming
comparison of their luxuriant grey beards, but a debate about claims of data mining. Arnott and the
story maybe not-so-indirectly imply that Cliff and AQR are insufficiently critical of data mining
techniques among fund managers, to which Cliff offered his...uh...rather pointed rejoinder.

For the record, Cliff’s right on this one. | have either been a client or competitor of AQR/AMG in every
year of my career, and there’s not a firm in the world that more rigorously — maybe even rigidly, at
times — applies the scientific method to investing. (Hell, if I’'m telling you to stop focusing on picking
fund managers, | might as well pitch you on a competitor while I’m at it.)
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So what’s Arnott’s beef? A legitimate one, even if AQR is about as far as you can get from being guilty
of it. The idea is that a lot of fund managers out there, especially some of those of the quantitative or
quantamental (ugh) persuasion, are engaging in shoddy, non-scientific research.

Properly implemented, the scientific method is a deductive process in which a researcher starts from a
question he wishes to answer, forms a hypothesis around that question and then deductively produces
predictions that he tests in order to validate (fine, “not reject”) the hypothesis and its related or
subsequent predictions.

The very fair criticism of data mining is that it works in reverse, and in doing so, doesn’t work at all: it
starts with the testing and ends with the hypothesis and predictions. This practice, whether consciously
or unconsciously applied, is a big part of the replication crisis in academia and the poor performance of
investment strategies that don’t bear out their backtests.

Data mining was one of the earliest forms of scientification — putting scientific terms, a systematic-
seeming process and a presentation with a bunch of PhDs around a framework that is... well... bullshit.
This trend is something we have talked about a lot on Epsilon Theory podcasts. From “Fact
Checking”, to dumb ideas from brilliant men like Tyson’s “Rationalia”, to the fallacy-laden idea that
opposition to specific policies directed at climate change as ineffectual constitutes disbelief in the
fundamental science, scientification is on the rise. We are right to worry about this with our fund
managers.

But here’s the real problem: as allocators, we are way, way worse. Just about every manager
selection process I’ve ever seen, and some that | have even designed, are plagued by data mining
and non-deductive reasoning.

The examples are many, and in almost every case they demonstrate explicit data mining. Now, usually
they do so with some small modification to make it look less blatant — you know, since we’ve all read
enough to at least want to not look like we’re just hiring the manager with the best performance. I’ve
seen all sorts of these kinds of second-derivative screens, which are the allocator’s version of the
payday lender setting rates by zip code and pretending they’re not preying on a particular demographic
(zip codes are just numbers!). Instead of looking for top quartile managers, we’re looking for the ones
with the best downside capture ratios. The best batting average. The best Sortino. The best Jensen’s
alpha. The best residual alpha from our proprietary multi-factor model. Or my favorite, looking for
good long-term performance and patting ourselves on the back about ignoring poor short-term alpha.
Unfortunately, manager alpha — like many sources of returns — tends to mean-revert over longer
periods (>3 years) and continues to trend over shorter ones (<1 year).

It isn’t that I’m taking special issue with any one of these metrics or the many tools allocators use to
build portfolios. In fact, many of these are exactly the type of tools that | have used and continue to
use in portfolio construction, since the general character and correlations of excess returns can be
persistent over time. But | am taking issue with their use in selecting and predicting ex ante the
existence of some quantity of alpha, for which they are all mostly useless. As an industry we embrace
this pretense that “Manager A has alpha” is a valid hypothesis, and that by pursuing various types of
analysis of returns we are somehow scientifically testing that hypothesis.

No, no, no! That’s not how this works. That’s not how any of this works.
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To start with a hypothesis that Manager A has alpha is begging the question in the extreme. This is
equally true if we’re approaching it from the more strictly scientific “null hypothesis” construction.
There is no economic or market-related intuition underlying the theory. If we start with the same
premise for every manager (i.e., whether he has
ETAND EA:H alpha) and analyze the returns, whether
. quantitatively or qualitatively, to reject or not
: reject the hypothesis, we are not doing scientific
research. We are data mining and putting a
scientific dress on it. And when our experience
doesn’t match the research, we almost always

come up with the same reason for firing them: they
deviated from their process.

I'M EDINE Tﬂ TEY It’s a self-preservation thing, of course. We weren’t

wrong. The manager just changed! He deviated
E :l E N : E from his process! Firm disruption! How could | have

known?
Source: xkcd.com

#

In most cases, we probably couldn’t. We have a lot of fun on the Epsilon Theory podcast at the
expense of the low replication rates of much of the research that happens across many fields right
now, but those rates have nothing on the horror show that is financial markets research. (I say that,
but the University of Wisconsin did accept a dissertation that was “an autoethnographic study of used-
kimono-wearing as experienced by a folklorist... after inheriting a piece that had belonged to her
grandmother.” Replicate that!)

Even well-defended factors and return drivers are often not robust to modest changes in methodology,
shifts in in-sample vs. out-of-sample periods and the like. If those findings, which can be tested across
millions of data points across companies, markets and decades, lack robustness, how much more
challenged are we in trying to scientifically and mathematically uncover who is a good manager and
who is a bad one?

It’s no wonder that this process finds so many of us — financial advisors, institutional allocators and
individual investors alike — repeating that old refrain again. My process was good. This manager
deviated from their process. This new one will be better. The king is dead. Long live the king.

Spokes on a wheel, friends. Kings that are on top until they’re not. We’ve all tried to stop the wheel.
How do we break the wheel?

A Return to Real Deduction

The first step is recognizing that a deductive process must start from real economic intuition. What
does real economic intuition look like?

A theoretical belief about why you should be paid for investing in something.

This is true and rather well-accepted with respect to market exposure. Most of us have a pretty good
idea why we get paid for owning stocks. We’re exposing ourselves to economic uncertainty, political
systems and credit markets, inflation and all sorts of other subsidiary risks. Concluding that accepting
these risks ought to earn a return is something | think most investors understand fairly intuitively. Most
of us — although clearly fewer than with stocks — have a good sense of why we ought to be paid for
holding bonds. Commodities? Less clear. (Something-something-backwardation, something-something-
storage-premium.)
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Rather than starting from returns and working backward, our goal should be to develop this kind of
intuition for why we ought to get paid for the active risk our fund managers are taking. In a perfect
world, before we ran a single screen, before we looked at a single slide deck, before we looked at a
single performance number, we would sit down — like we’re doing here with this Code — and map out
the things we believe we will or might be paid for.

Where do we start? Let’s walk down a simplified road from economic intuition through deductive
reasoning to a familiar hypothesis in the illustration below.

Deductive Process for Identifying a Potentially Valid Strategy

Deduction
Changes in securities prlices — returns — are
therefare driven by changesinwhat tha
marginal buyer and seller are willing to pay or
accept for the security,

Deduction Deduction
Hawing a different view aboul a company’s Hawing a view that markel perception about a
campany will change or s changing.
the mark estimating how that will impact buying and
are right should lead to sefling behiaviors, end being right should lead
gutperformance to outperformance

Source: Salient Partners, L.P., as of 04/21/17. For illustrative purposes only.

The economic intuition on the right should be familiar if you’re an Epsilon Theory reader. The
deductions on each of the left and right side should look familiar if you’re a rabid Epsilon Theory
reader, since they showed up as the two basic ways in which a stock-picker could outperform in “What
a Good-Looking Question.” The hypothesis on the bottom right should be the most familiar of all:
we’re basically conjecturing that buying cheap stuff works. Not our bit, but a good one!

Inserting economic intuition into those two deductions alone should get us a few dozen hypotheses.
There truly are more things in heaven and earth that most of us are willing to dream in our returns
analysis-oriented philosophy. Some of those should be well-worn and familiar, like value. Some may be
more unique. Many will be flawed and — hopefully — dismissed before we do anything stupid with
them.

Frankly and rather unfortunately, your only ability to test many of your hypotheses about fund
managers is often going to be through qualitative mechanisms and through lived experience. That
doesn’t mean you can’t be scientific in your approach. In a perfect world you’d be able to approach a
manager without knowing a lick about their performance, have an intellectual conversation about what
it is that they do to make money, determine whether it lines up with one of the theoretical ways you
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think it may be possible to do so, and then evaluate their performance to see if it corroborates that.
That’s in a perfect world.

But in an imperfect world, one of the main reasons obsessing over fund managers is one of the Things
that Don’t Matter is that almost all practitioners shuffle through dozens of approaches to selecting
funds. And almost all those approaches are variants of historical return analysis, or represent historical
returns analysis in guise. There’s only one way out of this, and it may be an uncomfortable one:

We’ve got to stop using historical returns analysis for anything other than portfolio fit. Not use it
less. Not use it smarter. Those are attempts to stop the wheel. We’ve got to break the wheel.

If we’re going to break the wheel, we must have a robust concept of the sources of return we’re
willing to believe in, that we’re willing to develop a hypothesis around. We’ve also got to develop
comfort with interview and evaluation techniques that go beyond asking about stocks. If our diligence
process is not capable of identifying whether the manager can access that source of return that we
believe in, then we have to change our process. We must change the questions we ask.

It’s easier to understand this for systematic managers because they fit neatly into a more behaviorally
driven, scientific mindset. Figuring out that we believe in value and that a manager is accessing value
credibly isn’t exactly rocket science. So let’s instead consider what is probably the most ubiquitous,
hardest-to-crack example: the fundamental long/short equity manager. The stock picker. Assume you
haven’t seen their returns (hah!). You’ve got an hour to figure out if they’re going to fit into a working
archetype, if there’s a hypothesis to be drawn here. What do you do?

Here’s what you don’t do: you don’t let them walk through their deck. You don’t quiz them about their
companies to see how intelligent or knowledgeable they are. They’re all going to be smart. The
Unabomber was smart. In most cases, you probably don’t even let them talk about their overall
investment philosophy, because they’re going to do it on their terms. Don’t look them in the eyes and
pretend you’re going to be able to out them as someone who’s going to screw you over. It’s not
possible. Instead, ask three questions:

1.) How do you make money? Why should you outperform the market?

2.) lgnore the first part of their response. Feel free to hum your favorite song from the Hamilton
soundtrack in your head (Cabinet Battle #2, obviously), and when they finally get to the part
where they say “mumble... mumble... rigorous bottom-up research...”, you’re back on! Interrupt
them and say, “Yes, but why? Why are you and your team better at spotting things that the
market misses?”

3.) Let’s assume you’re right about all that. How do you get comfortable that it will work for
the stock?

Then, and only then can we violate Things that Don’t Matter #2 and dive into a case study. Don’t let
them tell you a stock story. Don’t let them give you the thesis. Not that there’s anything wrong with
having a thesis (They should! They must!), but that’s the language of their process. Instead, take a
position in the portfolio, and ask them how the position fits with their answers. How did you think you
would make money on the stock? Was that a differentiated view? Why are you confident that your team
is better at analyzing that characteristic of this company than the other 1,000,000 investors covering
it? And how did you get comfortable that this thing you found would actually make the stock work, that
it would influence the people who actually have to change the price of the stock by buying and selling?
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And all this is not to prove a hypothesis, but to arrive at one in the first place. You see, none of this
solves the problem that we all face as allocators to funds: there is almost never enough data to come
to a firm statistical conclusion about whether a strategy is likely to outperform. For those of you —
financial advisors and individuals, in particular — who must select funds without the benefit of meeting
the people managing the funds, you are often even more hamstrung, since you are constrained to
whatever information they are willing to provide you about their process and strategy. Sometimes it is
possible to glean from the marketing materials whether there may be an alpha generative process
buried in there, and sometimes it is not.

If we approach investing deductively, however, we at least have a chance of focusing on the few things
that do matter, like whether the fund manager is doing any of the things that even have a chance of
outperforming. Is this more deductive approach to fund selection enough? Is it worth it?

Sometimes. But in most cases, sadly, probably not.

| still need to buy 16 years’ worth of hot dogs and Kraft dinner, but I’ll level with you. In most cases,
whether you pick this fund or that fund is not even going to register in comparison to the decisions you
make about risk, asset allocation and diversification.

The stock example from “What a Good-Looking Question” is instructive here as well, and in an even
more exaggerated way than for stocks themselves. While a 5% tracking error stock portfolio is not rare,
a portfolio of multiple actively managed funds with that level of tracking error is exceedingly rare. If
you are hiring three, four or more mutual funds, ETFs or other portfolios within an asset class like, say,
U.S. stocks or emerging markets stocks, the odds in my experience are very strong that your tracking
error is probably closer to 2-3%. The amount of risk coming from your managers’ active bets is probably
less than 5%.

% of Portfolio Risk from Active Risk

Portfolio Volatility

15% 16% 17% 18% 19% 20%
1% 0.44% 0.39% 0.34% 0.31% 0.28% 0.25%
2% 1.75% 1.54% 1.37% 1.22% 1.10% 0.99%
3% 3.85% 3.40% 3.02% 2.70% 2.43% 2.20%
4% 6.64% 5.88% 5.25% 4.71% 4.24% 3.85%
5%( 10.00% 8.90% 7.96% 7.16% 6.48% 5.88%
Source: Salient Partners, L.P., as of 04/21/17. For illustrative purposes only.

Tracking Error

In all fairness, some of this is the point of active management. Part of the reason that these numbers
are so low in this hypothetical example is that “alpha” in this example is, by definition, uncorrelated
to the market exposure. But remember our other lesson from “I Am Spartacus” — the tracking error of
our fund managers is rarely dominated by uncorrelated sources of alpha, but comes more typically
from the static biases managers have toward structural sources of risk and return.
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You could make the argument that the incremental return is worth the effort, especially in an
environment where returns to capital markets are likely to be muted. And that’s a reasonable
argument. But it’s all a question of degree. Is that source of return, challenging as it is to find, elusive
as it has proven, worth the resources, time and focus it receives in our conversations with our
constituents? Our investment committees? Our boards? Our clients?

So why bother at all? This is just an argument to go passive, right?
Oh, God, no!

First, as you all know by now, we are all active investors because we all make active decisions on the
most important dimensions of portfolio construction: risk, asset class composition and secondary
objectives like income. But more importantly, this is a universal issue. Those of us who use passive
strategies for some of our portfolios — which is probably all of us at this point — have as much to gain
from this advice as any other. Just two weeks ago, | made a minor point at a dinner about how S&P
futures exposure was actually cheaper than ETFs and ended up getting bogged down in a serious 10-15
minute discussion on the topic. You’ve probably observed similar discussions over which low-cost ETF
or passive mutual fund is the best way to access this market or that. This obsession really does
transcend party lines on the ridiculous active vs. passive bike shed debate.

Neither should this be seen as a repudiation of active management at all. Again, investors should often
be working with fund managers and advisors that do things that fall under the umbrella of active
management. It does make sense to exploit behavioral sources of return. It does make sense to identify
the very rare examples of information asymmetry. It does make sense to pursue active strategies in
markets where the passive alternatives are poor or structurally biased themselves. It does make sense
to consider market structure and the extent to which forced buyers and sellers create long-term
pricing opportunities. It does make sense to pursue cost-effective active approaches that deliver
characteristics (risk, yield, tax benefits) that would otherwise be part of the asset allocation process.

But in pursuing those, this code would advise you of the following:

e Be judicious in the time and resources devoted to this exercise vs. the big questions, the Things
that Matter.

e Eschew the use of backward-looking return analysis. Really avoid it as much as humanly
possible until you are testing a legitimate, deductive hypothesis about why you think a fund
manager might be able to add value.

e Apply a deductive process to everything you do.

After all, a code would not be a code at all unless we intended to pursue it with intellectual honesty.
Most of the industry’s experience selecting fund managers has relied on rather less rigorous standards.
And so it goes that Picking Funds is #3 on our list of Things that Don’t Matter.
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DISCLOSURES

This commentary is being provided to you by individual personnel of Salient Partners, L.P. and affiliates (“Salient”) and is
provided as general information only and should not be taken as investment advice. The opinions expressed in these materials
represent the personal views of the author(s) and do not necessarily represent the opinions of Salient. It is not investment
research or a research recommendation, as it does not constitute substantive research or analysis. Any action that you take as a
result of information contained in this document is ultimately your responsibility. Salient will not accept liability for any loss or
damage, including without limitation to any loss of profit, which may arise directly or indirectly from use of or reliance on such
information. Consult your investment advisor before making any investment decisions. It must be noted, that no one can
accurately predict the future of the market with certainty or guarantee future investment performance. Past performance is not
a guarantee of future results.

Salient is not responsible for any third-party content that may be accessed through this web site. The distribution or
photocopying of Salient information contained on or downloaded from this site is strictly prohibited without the express written
consent of Salient.

Statements in this communication are forward-looking statements.

The forward-looking statements and other views expressed herein are as of the date of this publication. Actual future results or
occurrences may differ significantly from those anticipated in any forward-looking statements, and there is no guarantee that
any predictions will come to pass. The views expressed herein are subject to change at any time, due to numerous market and
other factors. Salient disclaims any obligation to update publicly or revise any forward-looking statements or views expressed
herein.

This information is neither an offer to sell nor a solicitation of any offer to buy any securities. Any offering or solicitation will be
made only to eligible investors and pursuant to any applicable Private Placement Memorandum and other governing documents,
all of which must be read in their entirety.

Salient commentary has been prepared without regard to the individual financial circumstances and objectives of persons who
receive it. Salient recommends that investors independently evaluate particular investments and strategies, and encourage
investors to seek the advice of a financial advisor. The appropriateness of a particular investment or strategy will depend on an
investor’s individual circumstances and objectives.

Epsilon Theory commentary is a copyright of Salient Partners, L.P., all rights reserved. Epsilon Theory commentary is provided by
individual personnel of Salient Partners, L.P., and is not a service of, and does not reflect the opinions of, any of Salient
Partners, L.P.’s subsidiaries or affiliates.
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