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Volume 2-Issue 3
New Guidance Satements November 2004
Therearenow five new guidance statementsfor your review and comment onthe
CFA Indtitutewebsite (http://www.cfainstitute.org/standards/pps/gips_status.html).

They al deserveyour attention, so please take thetimeto review them. And, be
mindful that the comment datesfor some expire at year-end, so please make sure
that those that most affect you are addressed by the deadlines.

Inthisissueof our newdetter, | will sharewith you some of my thoughtson two of
theseitems: verifier independenceand leverage & derivatives.

Draft Guidance Satement —Verifier Independence

Ever sincethe Enron case, public accounting firmshave been under greater pressure
toinsurethat they avoid conflictsof interest and insureindependencewhen conducting
audits. Some havefelt that the same guidelines should carry over to thewonderful
world of verification. Neil Riddles of Hansberger Global Investorsand | penned a
|etter-to-the-editor to Pensons & Investments' in early 2003, which expressed our
thoughts. For example:

“Thenotion that averifier that hel psaclient become compliant, can then be
independent when they comeback into do theverification, isquiteastretch.

“We have aways advocated that the two parties should be separateto insure
independence.”

We d so expressed our disappointment “that AIM R hasn’t addressed this sooner.”

But now it isbeing addressed in this guidance statement. There are four major
topical areasthat the guidancetoucheson:

1. Canaveifier providebusinessadvisory services(consulting) toaverification
client prior to performing the verification?

2. Canaveifier provideother non-performance-related servicestoaverification
cient?

3. Canauverifier provide other performance-rel ated servicesto averification
cient?

4. Arethereother issuesaverifier should consider when determining their
statuswith regard to independence?

1 Spaulding, David and Neil Riddles. “AIMR rule needs reform.” Pensions &
Investments. March 17, 2003: page 12.




| suspect that these can actually be separated into two major categories:

1. Thosefunctionstheverifier performsrelativeto performance and compliancewith the standards
2. Thoseother activities, which, because of their magnitude, may createaconflict.

Inthefirg casg if theverifier isoverly involved with the performance measurement and compliancefunctions, thelr independence
can be challenged, because they’ ve been part of the process. And in the second case, because the client providesafair
amount of revenueto theverifier’ sfirm, might thisimpact their objectivity.

Thedocument rightly pointsout that “ Defining theterm ‘independent’ isnot asmpleprocess.” 1t goesonto suggest that we
should “view independence asacontinuum. At oneextremeisaverifier who providesno other servicetotheir verification
client. At the other extremeisaverifier who providesawiderange of other serviceswhich might be percelved ascreating a
conflict of interest with regard to verification services.”

Verification Lots of
| Only Services |

Independence
Continuum

Beforel comment further, | want to citearecent event where| felt the verifier had crossed the line of independence. We
werehedping aclient with asoftware search and | asked if they would want their composite system to automatically produce
thedisclosure materiasfor their compliance withthe AIMR-PPS®. Their response shocked me; they said they don't need
thisbecausetheir verifier providesthesematerials. Later, | found out that thisisnot unique—that afew verifiersoffer this
service. But, not dl verifiersagreethat it'sacceptable.

The guidance statement listsas one of theitemsthat “ might create an independence conflict” as* Preparing compliant
presentations.” However, in the Q& A section of the guidance statement, it allowsaverifier to dothisif they’ re“Simply
performing word processing and duplication functions.” Why would afirm pay their verifier to do word processing?

Since the standards require acompliant firm to have presentation materials, and sinceafirmisn’t supposed to havea
verification doneuntil they’ recompliant (or believethey’ recompliant), why would averifier preparethe materid s? Paragraph
G of theverification section of GIPS® states* Verifiers must review asample of composite presentationsto ensurethat the
presentationsincludetheinformation and disclosuresrequired by GIPS.” Well, does't thismean that if the verifier prepared
thematerials, they’ | be checking their ownwork?And thisisn't aconflict? Give meabreak.

Onephrasethat isoccasionally used in thisdocument, when trying to determine whether or not an action by the verifier
crossesthelineis® aslong asthe client assumesfull responsibility.” Thisappearsto serveasalitmustest when determining
independence. But | find thisexpressionto beway tooforgiving. What doesaclient’ swillingnessto “ assumefull responsibility”
haveto do withindependence?

Weknow of averifier who madethedecisionfor their client that certain accountswere non-discretionary. When | asked the
client “why arethey nondiscretionary” they didn’t know. I’ d say thisisdecidedly over theline. However, what if thefirm
“assumesfull responghility”?

When | posed thisscenario to oneverifier, who had referred to this catch phrase when justifying hisfirm’spractice of creating
presentation materialsfor their clients, he quickly responded that thisact (wheretheverifier determinesdiscretion) wouldn't
be permitted. But why not?After al, if theclientiswillingto“accept full responsibility”; why shouldn’t thisbe permitted?



Tousethisexpression asalitmustest of independenceisa
huge mistake, in my opinion. We shouldn’t judge
independence on aclient’swillingness to “assume full
responsibility.” Thiswill totally cloud theissueand add
further confusonwhen determining independence.

Asyou might expect, | will beoffering my thoughtsonthis
guidance statement and | encourage you to do the same.
You have until 28 February 2005.

Draft Guidance Satement —L everage& Derivatives

Two yearsago, the | PC L& D subcommittee offered draft
standardsfor leverageand derivatives. To say that thiswas
met with alessthan enthusiastic responseisputtingit mildly.
|, along with several others, wascritical of much of what
wasoffered. My main gripe had to do with therequirement
for firmsengagedinleverageto provideboth Vaueat Risk
(VaR) and Tracking Error (TE) statisticsas part of their
GIPS presentations. The added cost to procure asystem
to calculate VaR was, in my opinion, unfounded. And, to
suggest that VaR and TE have achieved such alofty level
of acceptancethat they will accurately providetheinsghts
onriskis,inmy opinion, debatable. And further, to mandate
specific caculationsrunscontrary to theway thestandards
had previousy been devel oped.

Otherswerecriticd of thespecific definitionthat wasoffered
of leverage, which somefelt wastoo broad.

Because of the overwhelming opposition to what was
proposed, the subcommitteewas asked to reconsider what
they had offered. And, at the spring meeting of the | PC,
this group was asked to devel op a guidance statement,
instead of formal standards. Andthis, they havedone.

Thisisamuch-improved document, which | fully support.
It providesmany origind ca culations, which should bewell
received. | encourage you to become familiar with this
document, especidly if your firmisengaged in thesetypes
of investments. Your commentsarewel comeuntil theend
of thisyear.

Common ar easof confusion - thestandards

| had thepleasureof ddiveringtheluncheontak at Financid
Models recent user conference in Toronto, and gave a
talk on the 3 Cs of Performance Measurement
(confusion, controversy, and change). The standards
continue to be confusing, as well as controversial and

changing.

Let'stalk briefly about one of those confusing items—the
requirement toincludeafee schedule? It'snot unusud to
findinthe States, instead of thefee schedule, areferenceto
thefirm’sADV Part 1.2 Someverifiersalow this* But,
it'snot acceptable. Thewording, asit gppearsintheAIMR-
PPS, is. “4.A.16. The AIMR-PPSstandardsrequirefirms
to disclosethe firm'sfee schedul &(s) appropriateto the
presentation.” If areferenceissufficient, why couldn’t
the firm use such a practice for many of the other
disclosures?

Well, thefact of thematter isthat afee scheduleisrequired
andthat areferenceisnot sufficient. Whilel’ vebeen stating
thisfor quitesometime, | recently got thisopinioninwriting
fromthe AIMR-PPS help desk, and if you want to seeit,
just e-mail me (D Spaulding@Spaul dingGrp.com) and Il
forward you acopy.

Certification Program

A year ago, welaunched aninitiativeto develop aforma
certification program for performance measurement
professionals. The Certified Investment Performance
Analyst (CIPA) programwasto fal under thedomain of a
nonprofit corporation we formed: The Foundation of
Investment Performance Professionals. Wehad crested a
board of directors for the foundation (Patrick Fowler,
SabinaHastings, John Simpson, Carl Bacon, Neil Riddles,
and me), and aphenomend team of professionals(our Blue
Ribbon Committee, or BRC) to devel op the examination
(lan Thompson, Darren Crowley, Jean Burylo, Grant
Strang, Martin Schlieman, Carl Bacon, Jean-PierreMittaz,
Paul Johnson, Nell Riddles, Lucy Schwartzman, Jennifer
Cahill, Todd Juillerat, SandraHahn Col bert, CeciliaWong,
Claude Giguere, John Simpson, CraigWeitz, BruceFeibd,
SabinaHastings, Brian Thompson, and Ron Surz, with
Patrick Fowler serving asour coordinator. We planned to
host thefirst examinationin November 2005.

2 Thisis currently a requirement in the AIMR-PPS
and is expected to be mandatory in GIPS.

3 A required document for any SEC registered
investment advisory firm.

4 Infact, inthe case| cited earlier, where the verifier
prepared the disclosure materials for their client, they had
this reference instead of the actual fee schedule.



But aas, our initiative has been terminated, because we
recently learned that the CFA Indtituteisdevelopingasimilar
program. Whilewe do not asyet know the namethey’ ve
picked for their certification, we know that the test will
significantly overlap what we wereworking on. And, not
wanting to compete with the CFA Institute, and knowing
that theindustry doesn’t need two such programs, we have
decided to halt what wewere doing.

We have reached agreement with the head of the CFA
Institute’s program, Philip Lawton, to turn over our work
product, whichthey will review for possbleinclusoninther
program. In addition, many of our BRC members have
expressed interest in supporting the CFA Ingtitute’ sprogram,
asthey have donewith ours. We are confidant that Philip
and the CFA Ingtitute will develop a program that will be
widely accepted and recognized by the industry.

Wegreetly appreciate the many hoursof work that our board
and BRC haveput in. Thesevolunteersare dedicated tothe

devel opment of amuch-needed program to further the pro-
fessionalism of those serving inthisimportant and exciting
areaof theinvestment industry. Wearegrateful for their con-
tributions.

The Spaulding Groupwould liketo announcethat it has pub-
lished arevised edition of itshugely popular and successful,
Performance, Attribution, and Risk M easurement Ref-
erenceGuide.

Theearlier edition recently sold out. Thisnew editionincludes
additiona materid aswdl assomeformularevisons Itisavail-
ablefor purchase on our website, www.Spaul dingGrp.com.

This newsletter is produced by TSEG Publications.
It is written and edited by Dave Spaulding. The
opinions expressad ara his and are a result of his
oW Industry experience.

Content layout by Sabina T, Hastings.

The Journal of Performance Measurement
Fourth Annual Awards Presentation

and the presentation of the

Dietz Award for Performance Measurement Literature

Honorable Mention Awards:

A Case for Money-weighted Performance Attribution
Stephen Campisi, Intuitive Performance Solutions (Vol.8 Issue #3)

When the Green Zone Could Land You in the Red Zone
Arun Muralidhar, Ph.D. Fx Concepts (Vol. 8 Issue # 4)

Errors in Transaction-based Performance Attribution
Jose Menchero Ph.D., CFA, and Junmin Hu, Ph.D., Thompson Vestek (Vol. 8 Issue #1)

Dietz Award 2004

Performance Attribution with Consistency and Depth
Timothy P. Ryan, Fidelity Management and Research Co. (Vol. 8 Issue #2)




UPCOMING TRAINING DATES
INTRODUCTION TO PERFORMANCE MEASUREMENT

LOCATION DATES
Chicago, IL January 11 - 12, 2005
NewYork City, NY January 24 - 25, 2005
Sydney, AU February 24 - 25, 2005
Boston, MA March 8 - 9, 2005
San Francisco, CA April 19 - 20, 2005

Receive 15 CPE Credits for attending this Two-day class!

PERFORMANCE MEASUREMENT ATTRIBUTION

LOCATION DATES
Chicago, IL January 13- 14, 2005
New York City, NY January 26 - 27, 2005
Boston, MA March 10 - 11, 2005
San Francisco, CA April 21 - 22, 2005

Receive 11 CPE Credits for attending this One and a Half day class!

These programs may qualify for CFA Institute Professional Development Program credit. If you are

an CFAI member, please refer to the CFAI Web site to determine whether this program meets the

criteria for CFAI PDP credit, to calculate credit hours, and to verify documentation requirements.
(www.cfainstitute.org/pdprogram)

The Journal of Performance Measurement
Third Annual Infernational

Performance Measurement,
Attribution & Risk

Conterence

May I6th - I7th, 2005




