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Disciplined, Yet Adaptable

With the premise that investors’ focus changes over time, Harindra de Silva, the manager
of the Old Mutual Analytic U.S. Long/Short Fund, believes that the challenge for modern
managers is adapting to changes in a systematic way. Quantitative in nature, the fund’s core
competence is weighting the various data factors to provide meaningful rankings. Then it

utilizes its research both to hold the attractive stocks and to short the unattractive ones.

Q: What is the investment philosophy be-
hind managing the Old Mutual Long Short
Analytic Fund?

A: Our philosophy is based on the belief that
success in the investment markets requires
a style that is disciplined and systematic, but
at the same time, dynamic and capable to
adapt to changing market environments. We
also believe that to be successful, you need
to pay a lot of attention to cost and risk con-
trols.

In the current environment, where informa-
tion is relatively inexpensive, the main chal-
lenge is what to do with it. In other words,
the most important element of our process
is how we weight each of the different data
factors within the framework of the respective
business cycle and economic environment.
Since we have started running this process
in 1996, we constantly test ways to come up
with a better weighting scheme.

Everyone looks at performance, but going
forward, we believe that our edge and core
competence is the ability to continuously in-
novate and come up with ways to incorporate
all the new data into a pricing model, and then
incorporate that into the ranking process and,
ultimately, into performance.

Q: Why have you chosen a long/short
strategy?

A: Based on our research and experience, we
believe that structures that allow you to go
short provide the client with more consistent
value-added. In this fund, for every $100 in-
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vested by the client, we buy $120 worth of
stock and short $20. As a result, there is
more stock selection in the fund than in a
traditional long-only fund.

With a long-only structure, if you don’t like a
stock, all you can do is not hold or under-
weight it, which wouldn’t add any value for
the client, especially for the stocks with tiny
weights in the S&P 500. We estimated that
by shorting the stocks that we don't like, we
achieve better results.

We started using that strategy in our institu-
tional accounts and in our separate accounts
about five ears ago with very good results. In
January 2006 we also transformed this fund
into long/short fund to create more alpha,
while keeping the fees unchanged.

Q: How do you translate that philosophy
into an investment strategy and pro-
cess?

A: The portfolio is invested 100% in U.S.
stocks, and our goal is to outperform the
large-cap U.S. indexes, regardless whether
the S&P 500 or the Russell 1000 as both
of them are cap-weighted benchmarks. Our
universe consists of the largest 1,000 com-
panies in the U.S, or the 1,000 stocks in the
Russell 1000 Index.

Since we are a quantitative firm, the most
important element of our process is gener-
ating the rankings. The process starts with
collecting a variety of fundamental and tech-
nical data on each of the companies in our
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velopment of its investment processes. He joined
the company in 1995.

De Silva has authored several articles and stud-
ies on finance-related topics including stock
market anomalies, market volatility and asset
valuation. He, along with his colleagues Roger
Clarke and Stephen Thorley, was recognized with
the prestigious Graham and Dodd Award of Excel-
lence for their research published in the Financial
Analysts Journal in 2002 and 2005. Prior to join-
ing Analytic Investors, de Silva was a Principal at
Analysis Group, Inc., where he was responsible
for providing economic research services to in-
stitutional investors including investment manag-
ers, large pension funds, and endowments.

De Silva holds a Ph.D. in Finance from the Uni-
versity of California at Irvine and an M.B.A., M.S.
Economic Forecasting from the University of
Rochester.

“Our edge is the ability

to continuously innovate

and come up with ways to
incorporate all the new data
into a pricing model, and

then incorporate that into
the ranking process and,
ultimately, into performance.”



0Old Mutual Analytic US Long Short Fund (OADEX)
CTE] PRICE HISTORY NAV

£ WM MW BRF MM M B

universe, weighting the data in terms of im-
portance, and then, on a daily basis, ranking
the stocks in our universe from 1 to 1,000.

We collect data on 70 indicators, including
valuation numbers, technical information,
risk variables, volatility, and profitability indi-
cators. We also collect information on the in-
sider buying or selling and analyst revisions.
Then we evaluate the importance and the
weight of each of these characteristics.

For example, prior to 2000, investors focused
mostly on price momentum and growth char-
acteristics. But when the tech bubble burst,
everyone became focused on valuation. In
2002, when we lost confidence in analysts,
the focus shifted towards dividend yields. And
last year, because of the leveraged buyouts,
investors began to focus on sales-to-price as
a valuation characteristic.

So our process involves analyzing the data
for the last month, the last year, and the last
three years, to examine the relationships be-
tween each of the different characteristics
and returns. Then we use the strength of that
correlation to weight the variables.

In the last three years the strongest rela-
tionship between variable and return is the
sales-to-price ratio. As a result, the compa-
nies with higher than average sales-to-price
ratio receive a big positive score. Our biggest
underweight now is the dividend yield. Inves-
tors are actually shying away from companies
with dividend yield, which is typical behavior
for the late stages of recovery when growth
opportunities are scarce. The companies
that pay high dividends usually lack growth
opportunities within the company itself, so

that characteristic gets a negative weight in
our process.

Q: Could you explain in more detail the
process of classifying the 70 indicators
that you collect data on?

A: To find which indicators are important in the
current environment, we examine each of the
70 indicators and the relationship between the
indicators and the recent stock returns. If an
indicator is important, there will be a big posi-
tive correlation or a big negative correlation. If
an indicator has no correlation, then it is not
that important.

To adapt to market changes, we change the
weightings based on the 36-month moving
average of the correlations. If something has
been in favor for 36 months, it will get a heavy
weight in our ranking process. Although we
update the weightings every month, we have
found that the 36-month window is the best
way to forecast what will work next month. The
system is exponentially weighted, which means
that the last month would get a higher weight-
ing than the months before that.

Q: How quickly does the strategy respond
to market changes? For example, how
does your system react to the already
three months of a different environment
in the subprime area?

A: In the last three months we have decreased
our exposure to highly levered companies. Now
we have a greater emphasis on operating mar-
gin than three months ago. From a risk stand-
point, we're in a more volatile environment, so
we have increased the names and the diversifi-
cation in the portfolio.

But we never change the portfolio instantly,
just on the basis of the data from the last three
months, because in many cases a two-month
period doesn’t signify a new environment.
Sometimes it is an adjustment or a shock, and
sometimes it is an actual regime change.

So the challenge is to react quickly enough to
capture the regime change and slowly enough
to avoid getting whipsawed. If your strategy is
very responsive, you'd be continuously chas-
ing your tail. That is why it is crucial to have a
disciplined process, which keeps human emo-
tion out of it.
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We may test shorter than 36-month windows
because we live a world where people react
faster, but we would do that test every five or
six months to see whether we should change
the model. Most of the time, we don’t see a
big gain from that change.

The day-to-day process of managing the port-
folio is heavily systematized and accounts for
about 20% to 30% of our effort. The remain-
ing 60% or 70% are devoted to looking at new
factors to test and incorporate in our model,
if proven to have an effect.

From a research standpoint, that’s where we
spend the bulk of our effort as opposed to
going out, visiting companies, and doing the
fundamental, data digging type of research.
In our universe, especially given Regulation
FD, there is no superior access to informa-
tion. But we can aim to process that informa-
tion better than everybody else.

Q: What factors have you found changing
in the past two or three years?

A: During the past two-three years, coming up
with a quantitative way to measure leverage
really helped us. Most people think of lever-
age as the debt-to-equity ratio, but this ratio
actually hides a lot of leverage, such as the
leverage from leases. We measure leverage
as the sensitivity of a company’s stock price
to changes in junk bond returns. It is a com-
pany’s beta with respect to junk bonds, which
means that companies with high beta to junk
bonds are highly leveraged, and vice versa.

In the current environment, the companies
with high beta sensitivity to junk bonds did re-
ally well. That was a significant long position
in our portfolio in the recent environment of
easy access to credit and low interest rates.
But you have to find a way to measure, quan-
tify, and incorporate the measure into your
process.

Five years ago, we added insider trading data
to our model because there is very system-
atic data from the SEC on insiders buying and
selling. Through testing, we found that insider
selling wasn’t that informative, but insider
buying was very informative. Most insiders
own a lot of company stock and tend not to
buy more stock unless something attractive



is going to happen. The lack of insider activity
tends to be a very negative signal, because
most insiders are either buying or selling
stocks. If you're an insider, and you know
something bad is going to happen, you're not
going to buy the stock, but you can't sell it
because that's illegal.

Q: What are the main considerations
when constructing the portfolio?

A: A major consideration is whether the po-
sitions are expected to outperform their
respective indexes after we account for the
expected trading cost. The portfolio is similar
to the S&P 500 in terms of average market
capitalization and sector exposure, but dif-
fers in terms of holding as an actively man-
aged long/short portfolio.

Right now we have about 120 stocks but the
number varies depending on the volatility of
the market and because we're targeting the
specific risk level. For example, during the
tech bubble, we had about 200 stocks in the
portfolio, while a year ago, when volatility was
low, we could afford a relatively concentrated
portfolio of 85 stocks. So we don’t target a
specific the number of names. Rather, the
number of names is a function of the volatil-

ity.

Q: Why have you chosen to target a spe-
cific volatility level and not a risk-adjust-
ed return?

A: From our perspective, when somebody
buys this fund, he or she buys exposure to
the large cap U.S. market and the alpha that
we generate on top of that. We target simi-
lar volatility to the S&P 500 to provide the
large-cap exposure or behavior that investors
are looking for. If we allow twice the volatility,
from an asset allocation standpoint, inves-
tors will end up with more volatility in their
portfolio than they desire.

Q: What’s your buy and sell discipline and
the catalysts that you look for?

A: The main catalyst is the ranking process.
On a daily basis, we collect all the data on all
the companies in the universe, and we score
each stock from 1 to 1,000 based on one-
month expected return. Then we look at the
portfolio to see whether it has a higher score
than the index and we have a range and a tar-
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get for that. If it is lower than the target, we
rebalance the portfolio taking transactions
costs into account.

When we do rebalancing, we don’t just buy
one name and sell one name. We go through
an optimization process to make sure that
the portfolio keeps its volatility and sector
exposure similar to the index, and then we
buy and sell a host of names to raise the
average ranking of the portfolio. So portfolio
construction is not a name-by-name process,
but focuses on the entire portfolio because
that’s what the client’s holding.

Q: Trading costs have come down sub-
stantially in the last five or ten years.
Why is it important for you to focus on
the cost element?

A: In the large-cap universe, there are stocks
that are very cheap to trade, and there are
stocks that are very expensive to trade.
When a stock is mispriced, or 10% below your
estimate of fair value, it has 10% expected
return. If it costs you 2%, including market
impact, to get in, and 2% to get out, you're
only left with 6% expected return. That means
that you may be better off with a liquid stock
that has expected return of 7%, and costs of
0.5% to get in and 0.25% to get out. We're
always looking at that tradeoff and the ability
to get in and out in a meaningful way. Overall,
we look at the net cost of ownership of each
stock.

Q: What is your view on risk control?

A: We target beta of 1 and a tracking error
within 3% to 4% of the S&P 500. We also
keep the average market cap to be similar to
that of the S&P 500 and the sector exposure
within 1% of the S&P 500, so it is a diversi-
fied portfolio. We don’t engage in market tim-
ing and we maintain a volatility forecast for
every stock on our universe that is based on
the recent volatility and the option market.

If a stock gets very risky, our position shrinks
to reflect that. In that way, we attempt to
guard against stocks that have a lot of risk
associated with them, stocks that may be in
a takeover position or stocks that may have
some litigation surrounding them. We make
sure that the individual events don’t cost us
more than we can tolerate in the fund.il

EMAIL REPRINT@TICKER.COM

R TICKER

0ld Mutual Analytic US Long Short Fund

Symbol OADEX
Website www.oldmutual.com
Address Old Mutual Capital Inc

4643 South Ulster Street

6th Floor

Denver, CO 80237
Tel. No. 800-433-0051
Inception 07/31/2003
PORTFOLIO
Total Net Assets* $11.6
P/E Ratio (Forecasted 12 Months) 31.72
Median Market Cap* $12,130
Position Weighted Market Cap* $108,610
Turnover Ratio 226%
INVESTMENT INFORMATION
New Investment Open
Min Initial Investment $2,500
Min Subsequent Investment $0.00
Min Initial IRA Investment $2,000
RISK (AGAINST S&P 500 DAILY REINV IX - 3 YRS)
Alpha 1.71
Beta 1.03
R-Squared 0.79
Ann. Std Deviation 8.62
Sharpe Ratio 1.25
RETURNS VS. S&P 500 DAILY REINV INDEX

OADEX Index
1 Year (Cum.) 20.41% 16.44%
3 Year (Ann.) 15.35% 13.14%
RETURNS VS. RUSSELL 1000 VALUE TR INDEX
OADEX Index

1 Year (Cum.) 20.41% 14.45%
3 Year (Ann.) 15.35% 15.25%
FEES AND EXPENSES
Max Sales Charge - Front** 5.75%
Max Sales Charge - Deferred 0.00%
Max Redemption Fee*** 2.00%
Total Expense Ratio 1.48%
PORTFOLIO MANAGER
Harindra de Silva 1995

*millions **for amount invested less than $100,000
**%() months after purchase

Data through: 09/30/2007

Source: Company Documents; Lipper

Ticker staff searches for mutual funds
for their consistency in performance
and durability of investment style.

Our interview covers investment phi-
losophy and strategy, research pro-
cess, portfolio construction and risk
control for funds. Through an inter-
view we uncover long-term strategies
and processes that help to generate
long-term returns.

You can read more on this and other
funds at Ticker.com




