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Decision attribution: portfolio
manager skill vs past performance

Managers can show investors — with data-driven evidence — that they know
exactly what they are good at and the steps they are taking to improve

APORTFOLIO manager’s job is to make decisions
- all day, every day. Some of those decisions re-
sult in trades, but many more do not. So, an im-
portant question for a portfolio manager is
which of their decisions are helping and which
are hurting performance? Which types of deci-
sions are they skilled at making, and which
would be better made by someone, or someth-
ing, else? And could they be using their own
energy more efficiently by making fewer, better
decisions? Enter decision attribution analysis -
the largest and, for investors, most consequen-
tial area of behavioural analytics.

Until recently, these questions were nearly
impossible to answer. The best performance at-
tribution analysis - the primary evaluative tool
for many investors and fund managers — starts
with the outcome and works backwards to ex-
plain it by comparing it to the performance of an
index alternative. But that doesn’t really help the
manager: while it is useful for explaining why
the portfolio performed the way it did during a
certain period, this analysis cannot identify
what the fund manager could do differently to
achieve a better result.

Decision attribution analysis has been greatly
refined in recent years with the exponential
growth in machine learning capabilities. Deci-
sion attribution is a bottom-up approach, com-
pared to the top-down approach provided by
performance attribution analysis. It looks at the
actual, individual decisions a manager made in
the period being analysed, along with the con-
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Decision attribution analysis looks at the actual,
individual decisions a manager made in the period
being analysed, along with the context surrounding
those decisions. PHOTO: PIXABAY

text surrounding those decisions. It assesses the
value those decisions generated or destroyed
and identifies the evidence of skill or bias within
them.

To be sure, managers make different deci-
sions in different market environments, but
there’s more to it. Of course, fund managers pick
different stocks at different points in the eco-
nomic cycle. But the selection decision is only
one of many choices that a fund manager makes
during the life of a position. There are also deci-
sions about when to enter, how quickly to get up
to size, how big to go, and whether to add and
trim the position as time goes on. Finally, manag-
ers make decisions about when to get out and

how quickly to do so.

These decisions are less conspicuous, less
analysed, and, it turns out, a lot less variable.
Having studied equity portfolio manager beha-
viour for the better part of a decade, I've seen
proof, time and again, that while we change our
picking behaviour as the market environment
changes, the rest of our “moves” are more habit-
ual and consistent.

Anyone who has historical daily holdings da-
ta on their portfolio has the raw material re-
quired to see where they are skilled as invest-
ment decision makers, and where they are mak-
ing consistent errors. | wouldn'twant to mislead:
decision attribution is a complex endeavour.
Any investor who has tried to do it can attest to
that. And while it's interesting to do as a one-off
exercise, it is only really useful if it can be done
onanongoing basis; otherwise, how can we tell if
our skill (and not just our luck) is improving?

Only recently has technology made it possi-
ble to conduct decision attribution analysis on
an ongoing basis in areliable way. It’s particular-
ly useful in a market like the current one: it helps
managers understand what they can do not only
to get a better performance result but also to
prove their skills to investors when their perfor-
mance is negative.

None of us is a perfect decision-maker. So-
phisticated allocators of capital harbour no illu-
sions about that. But as portfolio managers, be-
ing able to show our investors —with data-driven
evidence — that we know exactly what we are
good at and the steps we are taking to improve
goes a long way. And given the availability of the
underlying data and, now, the analytical toolset,
there’s really no good excuse not to do it.

The writer is CEO and founder of Essentia
Analytics, a leading provider of behavioural
analytics services to professional investors
and allocators of capital.



