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Since 1990, The Spaulding Group
has had an increasing presence
in the money management
industry. Unlike most consulting
firms that support a variety of
industries, our focus is on the
money management industry.

Our involvement with the industry
isn’t limited to consulting. We're
actively involved as members of
the CFA Institute (formerly AIMR),
the New York Society of Security
Analysts (NYSSA), and other
industry groups. Our president
and founder regularly speaks at
and/or chairs industry conferences
and is a frequent author and
source of information to various
industry publications.

Our clients appreciate our
industry focus. We understand
their business, their needs, and
the opportunities to make them
more efficient and competitive.

For additional information about
The Spaulding Group and our
services, please visit our web site
or contact Chris Spaulding at

CSpaulding@SpauldingGrp.com

http://www.SpauldingGrp.com
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GIPS 2010 UPDATE

Neil Riddles, a member of the Global Investment
Performance Standards (GIPS") Executive Committee,
briefed many of our clients about the status of the
standards through a webinar on January 21st. The EC’s
plan has been to release the final decision on the
changes this month. And while this may still happen, a
public meeting of the EC is scheduled for January 29th,
when its members will vote on the final changes.

We have previously outlined some of what we know or expect to change, and anxiously
await the final word. We will be tuned in on the 29th to discover what’s going on. And,
as soon as we know we’ll make you aware of the details in this newsletter as well as my

blog (InvestmentPerformanceGuy.Blogspot.com).

I want to take this opportunity to thank the members of the GIPS Executive Committee
and the folks at the CFA Institute who have worked countless hours on this revision. It’s
very easy to be critical about the content and/or pace of this process, but the amount of
work here, the various positions that need to be considered, and the care that must be
exercised in publishing such a document, are monumental. All content, down to the use
of specific words has to be considered. This is a dauntless task and we owe this group a
debt of gratitude, for their working to benefit the industry as a whole. We won’t all agree
on the final product, but that’s to be accepted. There are country, region, and industry
segment differences which cause individuals to take different positions on the various
items. As former NJ Governor Whitman remarked in response to a student who asked
“what’s the hardest thing about being governor,” “knowing that you can’t please everyone.”
The same naturally applies here, too.

RISK MONITORING / MANAGEMENT

We often speak about the “three Ms of risk”: management,
monitoring, and measurement. Clearly, measurement gets
the most attention, as we debate what risk is and how it
should be calculated. But risk management and monitoring
are extremely important and are too often overlooked.

John C. Hull is very well regarded in the world of derivatives. His book, Options, Futures,
and Other Derivatives, goes through frequent revisions and is much sought after by those
engaged in this segment of the market. In his seventh edition, his final chapter addresses
mishaps that have occurred in the world of derivative trading and offers some guidelines
for risk management. The good news is that these guidelines don’t just apply to derivatives,
and therefore should be heeded by all. I’ll briefly summarize them here, and encourage
you to obtain a copy of Hull’s book, not only to read more about these items but also to
learn more about derivatives.
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* Define risk limits: clear and unambiguous rules need to be defined. Procedures
should be established to ensure they’re being obeyed. There should be broad limits
and then limits at each level, as well (e.g., there might be corporate wide limits, limits
by portfolio, and then perhaps limit by manager, when multiple managers are
involved with an account). These limits should be monitored regularly: ideally, daily
(definitely daily in the world of derivatives).

Take the risk limits seriously: Rules need to be defined as far as what the consequences
are of violating these limits. Hull asks what should be done if a manager violates the
risk limits and yet generates a positive return. There should be no exceptions, whether
profits or losses are realized. To allow a manager to skirt these limits when they
generate positive returns will send mixed signals and will encourage further risk taking.
Hull cites the Orange County example, where the treasurer generated profits through
derivatives trading before taking the county into bankruptcy.

Do not assume you can outguess the market: Outstanding track records aren’t usually
repeatable, so risks always have to be monitored.

Do not underestimate the return of diversification: When someone does particularly
well in a particular segment, one might be tempted to increase the investments there,
thus shifting the balance of the portfolio. This can be risky (pardon the pun), as trends
shift as well as outperformance. Rebalancing is an important exercise. (I know from
personal experience, when my growth fund had a 100%+ return in 1999; I failed to
rebalance and 2000 saw it drop by roughly 50 percent).

Carry out scenario analysis and stress tests: it’s interesting that few firms seem to
engage in these exercises. While their benefit is, perhaps, open to some debate, there
is still no doubt some value to occasionally stress fest one’s investments, to at least
get an idea as to what the potential losses might be.

Monitor traders carefully: while this doesn’t apply a great deal to “buy side” firms,
it is still something worth considering, yes? Too many firms have been taken down
by traders who engaged in actions that weren’t officially sanctioned, nor properly
monitored.

Separate the front, middle, and back office: the front office is the traders and
portfolio managers; the middle is the risk managers who monitor the risks; and the
back office is where the record keeping is done. Keeping these functions separate
provides a better way to properly monitor what’s going on.

Do not blindly trust models: I love Warren Buffet’s line: “beware of geeks bearing
models.” Here, the author is speaking of models that value assets, which is one of the
problems AIG had.

Be conservative in recognizing inception profits: this may be more appropriate for
derivatives, where models are used to value many assets. “Recognizing inception
profits immediately is very dangerous. It encourages traders to use aggressive
models, take their bonuses, and leave before the model and the value of the deal come
under close scrutiny. It is much better to recognize inception profits slowly, so that
traders have the motivation to investigate the impact of several different models and
several different sets of assumptions before committing themselves to a deal.”

* Do not sell clients inappropriate products: ‘nough said, yes?



* Do not ignore liquidity risk: “it is dangerous to assume that less actively traded
instruments can always be traded at close to their theoretical price.” Some of our

readers, no doubt, feel that liquidity risk deserves greater attention, especially during
PERFORMANCEJOBS.COM the recent market challenges.
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» Beware when everyone is following the same trading strategy: “portfolio insurance”

Visit PerformanceJobs.com and of the mid ‘80s is probably an example of this.
you’ll also see that we have

several jobs posted. We’re very
excited with the initial interest this
venture has caused and look
forward to it becoming the major assessed the risks they were taking.”
resource for individuals seeking
employment as well as firms
looking to hire. If you know of

someone who is looking for a
career in investment performance, Perhaps all of these ideas don’t apply to your firm; and, perhaps there are other items that

please direct them to our site and you would add to the list. The essential ideas, I believe are:

* Market transparency is important: the author cites the credit crunch of ‘07 in
addressing this topic. “With hindsight, we can say that investors should have demanded
more information about the underlying assets and should have more carefully

* Make sure you fully understand the trades you are doing: you may have heard that
a few portfolio managers confessed that they didn’t fully understand some of the
instruments they invested in: pretty sad.

encourage them to submit their

1. Establish a risk management/monitoring facility. This can be a single person,
resume today.

a group, or a department. It would seem fitting, I believe, that this would be

P E R FO R M A N C E within the performance measurement group and/or compliance.

CO M 2. This group should be independent of the money management process
(e.g., as suggested by Hull, in the “middle,” not “front” office).

3. Rules should be established. As noted previously, the Goldman Sachs “Green
Zone” idea, of using tracking error, is perhaps a reasonable approach to employ.

4. Monitor the risk measures on a regular basis. When rules are violated, take
immediate action, regardless of whether the resulting returns are positive or negative.

Reporting various risk statistics to clients isn’t risk management. Nor is simply reporting
these statistics internally to the portfolio managers. Management and monitoring is an
active process, that requires policies and procedures to ensure that the rules are adhered to.

00PS!
We had an error in the last newsletter, as pointed out by one of our readers:

Just reading your newsletter and pleased to
learn that I was born in the 19th century.

1901 to 2000 was the 20th century not the
19th - how soon we forget. We didn't jump
straight from the 19th to the 21st century, we
would have missed out on a lot.

Yes, a goof! Sorry. Mea culpa.




Upcoming classes:

CIPM™ Principles Exam

Preparation Class

e March 15-16, 2010
New Brunswick, NJ

» September 13-14, 2010
Los Angeles, CA

CIPM™ Expert Exam

Preparation Class

e March 17-19, 2010
New Brunswick, NJ

» September 15-17, 2010
Los Angeles, CA

The CIPM certification is a major
professional milestone and, as such,
demands a high level of commitment
from you when you prepare to take the
exam. Our live, interactive sessions
deliver the practical knowledge
necessary for you to successfully master
this subject matter. Our classes cover
the following topics which are included
in the CIPM exam:

e Code of Ethics and Standards of
Professional Conduct

* Essentials of the GIPS Standards

* Fundamentals of Calculating and
Analyzing Returns

e Attribution

e Risk

» Rates of Return

The two-day CIPM Principles and three-
day CIPM Expert preparation classes
provide you with a solid foundation for
your formal study for the CIPM exam.
It will also help you identify any areas
in your performance background that
might need reinforcement. The earlier
you commit yourself, the greater your
probability of success.

Sign up today!
E-mail: info@SpauldingGrp.com
Phone: 732-873-5700

Fax: 732-873-3997

ERROR CORRECTION...ONE MORE TIME?*

When I started my business 20 years ago, I sought to take advantage of as many sources as
possible to learn how to run and grow a business. One of these resources was a consultant-
to-consultants (forget his name...sorry) who was big on leverage: for example, if you
write an article, turn it into a presentation; you do a presentation, turn it into an article;
you write enough articles, turn them into a book. I leverage a great deal today, including
work that I do for clients or questions I answer, which end up being reflected here and/or
in my blog.

As I am putting the finishing touches on this month’s newsletter I am conducting a GIPS
verification for a client and offered them comments on error correction which I am
duplicating here, as I believe they are relevant to all:?

As-of January 2010 you are required to have an Error Correction Policy. Arguably, what
you have today is fine, but going forward it should be in line with this policy. The policy
has four levels of errors:

* Take No Action: appropriate when an error is deemed immaterial and does not require
a change to any data or disclosures in the presentation

* Correct the presentation with no disclosure of the change: error correction changes
items in presentation, but changes are not material according to the firm's policy and
do not require disclosure or distribution of corrected presentation. This applies, in your
case, when the corrected return is above what was previously reported or is below by
less than five basis points and doesn t result in a switch from out- to underperformance.

* Correct the compliant presentation with disclosure of the change and no distribution

of corrected presentation: the error correction results in changes to items in the
presentation, and requires disclosure based on firm's policy but does not require
distribution to parties that received erroneous presentation. You arguably don’t have
any situations that fall here, which is fine; see below.

 Correct the presentation with disclosure of the change and make every reasonable
effort to provide a corrected presentation to all prospective clients and others that

received the erroneous presentation: the error is deemed “material,” thus it requires
correction and disclosure, plus redistribution to parties. This falls within your current
policy for occasions when the correction results in a return that is greater than a five
basis point drop from what had been reported and/or causes the return to move from
out- to underperformance. Will discuss the other aspect (disclosure) next.

The GIPS 2010 disclosure draft proposed a new requirement to disclose when “material
errors occur,” which would necessitate the disclosure of the correction in presentations
for at least 12 months. This suggestion was met with an overwhelming “push back”
from the investment community, resulting from it being pulled from the final standards
document. However, (a) the proposed requirement didn 't speak to the third level of error,
non-material but warranting a disclosure and (b) didn't result in a rewording of the
guidance statement, which went into effect this month. Consequently, firms are obligated
to follow the guidance. Technically, that is.

1 Funny how my admission of a mistake leads into this section...wasn’t intended.

2 Note that I included, as an example, some of the client’s conditions, which may
prove helpful for guidance and help put this into perspective, as well.



KEEP THOSE CARDS
& LETTERS COMING

We appreciate the occasional
e-mail we get regarding our
newsletter. Occasionally, we hear
positive feedback while at other
times, we hear opposition to what
we suggest. That’s fine. We can
take it. And more important, we
encourage the dialogue. We see
this newsletter as one way to
communicate ideas and want to
hear your thoughts.

The GIPS Executive Committee issued a
“O&A” as an attempt to clarify what is
intended, though arguably it hasn'’t gone far
enough. Basically, the Q&A only addresses
the fourth level and says that you would only
have to disclose the change if you weren't
sure that you had notified everyone that you
gave a previously erroneous copy to a cor-
rected copy (assuming that they are (a) still
considering you (and therefore still a “prospect”) or (b) they became a client and there-
fore should be aware of the correction as it may have influenced their decision.

And so, what does this mean? First, you are not required to have all four levels: you pick
the ones that apply to you. Second, there is no requirement to disclose errors (even for
non-material errors) provided you maintain records of who you give presentations to, so
that you can alert them if errors are discovered that require correction (in your case, the
“material” type).

I am very pleased that the GIPS EC decided not to include the requirement in the corpus
of the standards. I had hoped that they would issue a revised guidance statement, but was
basically told “get real,” as their plate is VERY full right now, as they wrap up the 2010
edition. Perhaps this will be addressed in the coming months. I believe, though, that I
captured their intent above, and would suggest that firms move forward in this manner.
If you have questions, please pass them along.

3rd Annual Investment Performance Analysis
& Risk Management Asia 2010
February 03 - 04, 2010 | Hong Kong
www.iparmasia.com




THE SPAULDING GROUP'S 2010 INVESTMENT PERFORMANCE MEASUREMENT CALENDAR OF EVENTS

DATE

February 16-17, 2010
February 18-19, 2010
March 15-16, 2010
March 17-19, 2010
March 22-23, 2010
March 24-25, 2010
April 20-21, 2010

April 22-23, 2010

May 17-18, 2010

July 12-16, 2009
September 13-14, 2010
September 15-17, 2010
September 27-28, 2010
September 29-30, 2010
October 19-20, 2010
October 21-22, 2010
November 16-17, 2010
November 18-19, 2010
December 7-8, 2010

December 9-10, 2010

EVENT

Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
CIPM™ Principles Exam Preparation Class

CIPM™ Expert Exam Preparation Class
Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
Fundamentals of Performance Measurement Training
Performance Measurement Boot Camp

CIPM™ Principles Exam Preparation Class

CIPM™ Expert Exam Preparation Class
Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
Fundamentals of Performance Measurement Training
Performance Measurement Attribution Training
Fundamentals of Performance Measurement Training

Performance Measurement Attribution Training

LOCATION

Los Angeles, CA (USA)
Los Angeles, CA (USA)
New Brunswick, NJ (USA)
New Brunswick, NJ (USA)
Boston, MA (USA)
Boston, MA (USA)
Chicago, IL (USA)
Chicago, IL (USA)

New York, NY (USA)
New Brunswick, NJ (USA)
Los Angeles, CA (USA)
Los Angeles, CA (USA)
Boston, MA (USA)
Boston, MA (USA)

San Francisco, CA (USA)
San Francisco, CA (USA)
Chicago, IL (USA)
Chicago, IL (USA)

New Brunswick, NJ (USA)

New Brunswick, NJ (USA)

For additional information on any of our 2010 events, please contact Christopher Spaulding at 732-873-5700

The Journal of Performance Measurement ® The Journal of Performance Measurement ®
Eighth Annual International In Association with RIMES Technologies

Save  |IpATAR PMAR

the
Dates! Conference || EUROPE

May 19th - 20th, 2010 8- 9 June 2010 — London

Performance Measurement,
Attribution & Risk



TRAINING...

Gain the Critical
Knowledge Needed
for Performance
Measurement

and Performance
Attribution

TO REGISTER:

Phone: 1-732-873-5700

Fax: 1-732-873-3997

E-mail: info@SpauldingGrp.com

X
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SPONSORS

The Spaulding Group, Inc. is
registered with the National
Association of State Boards

of Accountancy (NASBA)

as a sponsor of continuing
professional education on

the National Registry of CPE
Sponsors. State boards of
accountancy have final
authority on the acceptance

of individual courses for CPE
credit. Complaints regarding
registered sponsors may be
addressed to the National
Registry of CPE Sponsors,

150 Fourth Avenue North, Suite
700, Nashville, TN 37219-2417.
www.nasba.org

FUNDAMENTALS OF PERFORMANCE MEASUREMENT

A unique introduction to Performance Measurement specially designed for
those individuals who require a solid grounding in all aspects of performance
measurement. The Spaulding Group, Inc. invites you to attend Introduction
to Performance Measurement on these dates:

February 16-17, 2010 — Los Angeles, CA September 27-28, 2010 - Boston, MA
March 22-23, 2010 - Boston, MA October 19-20, 2010 — San Francisco, CA
April 20-21, 2010 - Chicago, IL November 16-17, 2010 — Chicago, IL
May 17-18, 2010 — New York, NY December 7-8, 2010 — New Brunswick, NJ
15 CPE & 12 PD Credits upon course completion

The Spaulding Group is registered with CFA Institute as an Approved Provider of professional EEA”

development programs. This program is eligible for 12 PD credit hours as granted by CFA Institute. PROFESSIONAL
QUALIFIED ACTIVITY

12 CREDIT HOURS

PERFORMANCE MEASUREMENT ATTRIBUTION

Two full days devoted to this increasingly important topic. The Spaulding Group,
Inc. invites you to attend Performance Measurement Attribution on these dates:
February 18-19, 2010 — Los Angeles, CA October 21-22, 2010 — San Francisco, CA
March 24-25, 2010 — Boston, MA November 18-19, 2010 — Chicago, IL
April 22-23, 2010 - Chicago, IL December 9-10, 2010 — New Brunswick, NJ

September 29-30, 2010 — Boston, MA
J QI DAY

The Spaulding Group is registered with CFA Institute as an Approved Provider of professional PROFESSIONAL

development programs. This program is eligible for 12 PD credit hours as granted by CFA Institute. =~ GuammEbacviry

12 CREDIT HOURS

15 CPE & 12 PD Credits upon course completion

IN-HOUSE TRAINING

The Spaulding Group has offered in-house training to our clients since 1995. Beginning in
1998, we formalized our training, first with our Introduction to Performance Measurement
class and later with our Performance Measurement Attribution class. We now also offer
training for the CIPM program. To date, over 2,000 individuals have participated in our
training programs, with numbers increasing monthly.

We were quite pleased when so many firms asked us to continue to provide in-house training.
This saves our clients the cost transporting their staff to our training location and limits their
time away from the office. And, because we discount the tuition for in-house training, it saves
them even more! We can teach the same class we conduct to the general market, or we can
develop a class that's suited specifically to meet your needs.

The two-day introductory class is based on David Spaulding’s book, Measuring Investment
Performance (McGraw-Hill, 1997). The attribution class draws from David’s second
book Investment Performance Attribution (McGraw-Hill, 2003). The two-day Advanced
Performance Measurement Class combines elements from both classes and expands on them.

UPDATED CIPM Principles and Expert Flash cards are now available on our web store.
Please visit www.SpgShop.com today to order your set.

Our performance experts have created a study aid which can't be beat: flash cards! These handy
cards will help you and your associates prepare for the upcoming CIPM Principles Exam.
Unlike a computer-based study aid, you can take them anywhere to help you test your knowledge.

Benefits of Flash Cards:

» Work at your own pace
* Immediate feedback
* Strengthen and reinforce core CIPM principles

These cards are a must have for anyone preparing to take the CIPM Exams.




