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A new version of the standards has arrived! February 2005

I’m quite excited to be able to discuss what the new performance measurement
presentation standards entail. As a member of the Investment Performance Council
(IPC), we took a secret oath which prohibited us from talking about the final version
of GIPS®* until it was approved by the CFA Institute’'s Board. Well, approval came on
February 4, so we can now discuss it.

Here are some of the key changes:
#1 Firms must provide a compliant presentation to all prospective clients.

Thisprovision was already part of the AIMR-PPS®. It essentially sayswhat it means:
GIPS-compliant firmsare obligated to provide prospectswith acopy of the presentation
that’s appropriate for what they’ re looking for.

#2 Firms must have written policies and procedures.

This was previously implied, since the standards required verifiers to review them,
now, it'scrystal clear: you’' ve got to have such documentation. For alist of suggested
documents, visit our website.?

#3 Firms must abide by guidance statements and interpretations

Theoriginal wording included the GIPS Handbook. However, thiswas dropped since
both the guidance statements and interpretive documents contain everything that
would bein the handbook.

Thisisimportant, since new versionsof GIPSwill only beintroduced every fiveyears
or so. But, intheinterim, we' |l see clarification come out viathisdocumentation, soit’'s
important that you monitor the progress of the IPC.2

#4 Compliant firms must provide a list and description of composites to prospects,
upon request.

Therequirement for acompliant firm to disclose“the availability of acompletelist and

1 For themost part, we'll bereferringto “GIPS.” By virtue of thefact that the AIMR-PPS,
SAAJ, UK-IPS, etc. are Country Versions of GIPS(CV Gs), anyone complying with one of these
are also obligated to follow these changes. If thisis unclear, e-mail us and we'll be happy to
explain.

2 Also, if you need assi stance preparing these or want them reviewed, we can hel p. Contact
Christopher Spaulding for details (732-873-5700; CSpaul ding@Spaul dingGrp.com).

3 Agoodway todothisisby signingup for the“aert list” by visiting the CFA website.
It'sfree and will result in you getting e-mails of any changes or newsworthy events.



description of al of the firm’'s composites’ has always been present in the standards; however, as silly as it may sound, it
wasn’t explicitly stated that you had to actually have such alist (just the disclosure).* So now you know: you' ve got to havethe
list, too!

#5 You must asset-weight composites at least monthly

If you look closely at the 1999 GIPS standards, you'll see that there was no requirement for any specified period for asset
weighting the composite. It essentially impliesthat you' ve got to calculate the returns at least annually (since annual results
are needed), but nothing more. But since January 2001 firms have had to value their portfolios at least monthly. | think the
intent was that composites, too, were to be valued at least monthly, but this wasn’t stated. Now it has been.

#6 Must value portfolios as of calendar month-end

Most firms do this, any way. There are exceptions (which will no doubt surprise a lot of folks). It's hot unusual in some
segments of the industry to see firmsvalue their accounts on the last Friday of the month, to allow for the weekend to “ close
the books.” However, for compliance with the standards, the end date must be the month-end, to insure consistency and
comparability of results.

#7 Firms must disclose that calculation methods and valuation sources are available upon request

Thisisanew disclosure you'll have to add to your presentation materials. | would expect that some interpretive language
will be forthcoming to provide some guidance on what the documentation should include. I’ d suggest the following, at a
minimum:

* theformula(s)® you currently use to calculate portfolio returns

* theformula(s)® you use to calculate the composite returns

* any changes that have occurred to these methods’

* if you revalue for large flows, you should (a) state this and (b) explain what you mean by “large.” (see below)

» what sources you use to value your portfolios (both prices and exchange rates). If you will occasionally override
aprice (e.g., for abond), you should explain this and what process you use to arrive at the price.

#8 You must disclose the description of the composite's investment objectives, style, strategy

If you think about it, it's funny that this hasn’t been arequirement all along. You were to have alist and description of your
composites, but the description of the composite you were handing out wasn't required (at least on that document itself).
Now it is! Thus, we have another disclosure.®

The standards also contain other changes:
#1 The prior anticipated requirement to accrue for dividends is nhow a recommendation

Standard 1.A.6 mandated such accruals effective 1 January 2005. However, this was dropped and made a recommendation.
Thisisgood, sinceit (a) only benefits you to accrue, (b) is an added expense, and (c) in many cases, won't make much of a
difference. So, rather than force you to accrue, it’s your choice.

#2 The requirement for daily valuations of portfolio returns becomes a requirement in 1 Jan 2010, but for “ large”
cash flows

4l redlizethisissilly, but I’ ve encountered numerous firms that had the disclosure but not the list!

5 It's not unusual, especially when firms have both separate accounts and mutual funds, for firms to have multiple calculation
methodsfor their portfolios.

6 It'snot clear why you might employ different formulas to cal culate composite returns, but if you do, you need to state this.

7 For example, prior to January 1, 2005, you could have used the Original Dietz Method (which weights cash flows at the mid-point
of the period). But, sincethat date, you haveto at |east day-weight the flows (e.g., the Modified Dietz formula). So, if you previously used
the Original Dietz but changed in January to the Modified Dietz, you should state this.

8 Many (if not most) of thefirmswe' vedealt with had such adescription, any way, so this probably won’t be new for many compliant
firms.
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Thiswas one of the most hotly debated topics of the standards. The original requirement was to revalue for any external®
cash flow. I, along with many others, felt that this was an onerous requirement that would yield little benefit. However, to
require the revaluation for “large” flows makes sense (it's been a recommendation).

The Modified Dietz is awonderful formula, and works quite well in approximating the true, time-weighted return of your
portfolios. However, when flows get large, especially during volatile markets, the results can be misleading.

What's large? That's up to you to define. We recommend 10 percent.

#3 The requirement for carve-out segments to be managed with their own cash has been shifted from 1 Jan 2005 to
1 Jan 2010

This will be awelcome change for many who currently employ an allocation method to handle their carve-outs. |, along
with many, wanted no date at all. Well, we got 2010 (for now). We can try again in five years.

At this point you may be wondering, “so what about mandatory verification?’ Well, it’s been dropped! Hallelujah! Asone
who debated thiswith several folks, I’ m quite pleased that this proposed requirement didn’t hold.

The requirement to use trade date accounting as of 1 January 2005 remains, but you may be surprised what trade date
means. We' |l take this up in our next newsletter.

| want to take a moment to congratulate the Investment Performance Council for this major change to the standards. A
tremendous amount of work went into it. Special recognition goesto the Country Standards Subcommittee (CSSC), which
managed the process; its chairman Glenn Solomon; the IPC’s chair, James (Jamie) Hollis; and the CFA Institute’'s Alecia
Licata, who was responsible for much of the work to get this accomplished.

Theoriginal plan was for these changesto go into affect 1 January 2005. Well, for alot of good reasons the date has been
shifted to 1 January 2006. So, if you comply with GIPS and/or any of the CV Gs, you’ ve got to make some changes between

now and next January if you want to be able to continueto claim compliance.’

Following up on last month’s example

In the January issue of the newsd etter, we presented ascenario where two mutual fund investors got the same time-weighted
return, even though one made money and the other lost money. We showed their money-weighted returns, which were
different and probably morelogical. We promised to explain how we did the math. Well, hereitis:

Table 1 shows how each investor made their respective purchases during the month. We al so show the daysin each month
aswell asthe weights. We use this information to calculate our returns.

We're going to calculate the Internal Rate of Return for each investor. But to do that, we need to perform an iterative
process, in an attempt to find the correct return. The Modified Dietz can be used as the first approximation to what the
actual IRR is, so let’s begin with that. And, to do that, we need to come up with the weight (since we're dealing with
weighted flows). And sincewe' re only valuing the portfolio twice (at the start and end of the year), theweight isfor thefull
year. For example, Investor #1 purchased 100 shares on May 31%. What weight does this represent? If you look at the
“Days’ column in thetable, you seethe number of daysleading up to and including May (31, 28, 31, 30, 31). We add these
together, to get the day of the cash flow (the result is 151).

® By “external,” we mean flowsthat comeinto (i.e., deposits of cash and/or securities) or leave (i.e., withdrawals) aportfolio.
“Internal” flows occur at the sub portfolio level (e.g., asale of atech stock, where the proceeds are moved to cash).

10 If you need hel p with any of this, contact Chris Spaul ding (CSpaulding@Spaul dingGrp.com).
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Table 1 : Investor Details
Month NAY [nvestor #] Investor #2 Days Weights
Jan. 10 loon 1000 31
Feh 11 23
MMar 12 31
Apr 8 &00 30 0871233
May 14 1400 31 0586301
Jun L4 30
Jul 11 31
Ang 15 1500 31 0.334247
Sep L Q00 30 D.252055
Ot 10 31
Nov o 30
Dec 11 3l
Total Investient 3900 2700 365
EMY = 3300 3300
Gain/Loss (600 a00
Our formulafor theweight is:
woCD-D _365-151_ o ..

CD 365

You can see that this value isin the “Weights” column, along with the respective weights for the other three cash flows. We

can now calculate the Modified Dietz for both investors. Here's the math for Investor #1:

EMV-BMV-> C
BMV+> W xC

3300 - 1000 - (1400 +1500)
1000 + (0.586301 x 1400 +0.334247 x1500)

ModDietz, =

=-25.84%

You're invited to calculate it for Investor #2.1* The answer is 34.02%.

Now that we have these values, we can derive the respective IRRs. We need to take into consideration
the timing of cash flows. We raise them to a power that reflects the timing. For simplicity, | used the
month that the flow occurred, rather than days. For Investor #1.:

1,400 1,500 (3,300)
= + + - =
IRR#l 1’000 ((1+ I‘_)S/le ((1_'_ r)S/le 1+ r 0

Now, we have to find the r which will satisfy this equation. Table 2 shows the process | went through,
beginning with the M odified Dietz return wejust cal cul ated.

Asyou can see, the return that came closest to solving this equation (i.e., to get a value of zero) was
-24.86%. That’s our solution.

Weinviteyou to try it for Investor #2. You should get the result 35.16%.

£ If you can’t get the correct answer, e-mail meand I'll provide you with the solution.
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Table 2: lterative
Process to find

the IRR

Investor #1 IRR

0.00% (332
27.00% 947.9
-26.00% (38.9
-25.50% (21.6)
-25.00% (4.6)
-24.00% 28.6
-24.90% (1.2
-24.80% 21
-24.85% 0.5
-24.86% 0.1
-24.84% 0.8
-24.87% 0.2
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