
Challenge Accepted – Our Approach to Selecting 
Active Funds
There has been a great deal of press coverage in recent months about the growth of 
index tracking funds and their close relatives, exchange traded funds.*  There has also 
been much comment on the lack of success of active managers in beating benchmarks.  
Despite this, we continue to recommend active funds to complement our active asset 
allocation.  This might seem irrational – if we believed what we read on the subject, 
picking active funds is akin to flogging the proverbial dead horse; a waste of time and 
effort.  We do not believe it, however, and are prepared to put as much in writing.  In this 
note, therefore, we consider some evidence to support our view, briefly revisit our fund 
selection process and bring our work on monitoring and evaluating funds to life with a 
brief case study.  We conclude by setting out how our fund selection process fits in with 
our overall investment approach.  

Evidence of fund selection insight 

Fig 1 shows the historic performance of our UK equity model portfolio.  The model holds, in equal 
weightings, all of the UK equity funds approved for inclusion in client portfolios at any point in time, 
including any that are no longer rated ‘buy’ but remain in portfolios while under review.  The model is 
changed only when our Investment Committee ratifies the addition of a new fund or the removal of an 
existing one.  As is evident, the model portfolio has added considerable value over 10 years, outperforming 
the competitor set, as defined by the Investment Association, by 25%, and the benchmark, the FTSE All 
Share Index, by over 19%.  Importantly, this has been achieved with lower volatility and downside risk 
than the index.  It has also, of course, had to bear the costs of active management while the index has 
no investment costs associated with it.  We have therefore also included a low-cost index tracker for 
comparison, which as is evident, has not kept pace with the index.  Our next section recaps on the approach 
we use in selecting funds.

Fig 1:  Our UK Equity Model has added value over 10 years
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A disciplined and repeatable process

We established our fund selection process more than 10 years ago, detailing six principles we intended 
to follow to identify active managers who we might expect to add value to portfolios above benchmark 
indices.  We summarise these principles below:    

Philosophy – we build a detailed picture of a manager’s philosophy – the why and the how of their belief 
that they can ‘beat the market’ and add value over and above a tracker fund or ETF.  Their philosophy must 
be transparent.  In our view, if you don’t have a clear idea of what your edge is, you probably don’t have 
one.  Without a clear understanding of what makes the difference, there is very little chance of making that 
difference. The philosophy must also be credible; if we do not believe it is likely to deliver performance, we 
will not back the manager.    

Process – this is putting the philosophy into practice.  A theory is all well and good, but if it cannot be 
implemented effectively it is of little use in producing value in the real world.  

People – we next consider whether the manager has the resources to deliver his or her philosophy and 
process.  This might mean the quality or size of the team of analysts available to the manager or those 
delivering the systems and controls required to implement the process effectively. 

Track record – only after we have scrutinised philosophy, process and people will we consider the track 
record of the fund in question.  For us, a fund manager’s track record is not the starting point for research.  
Neither is it the end point.  It does nothing more than offer evidence and insight into whether and when a 
manager’s process has worked in the past.  However, it can be used to corroborate or challenge what we 
might have expected to be achieved by the manager’s approach. 

Terms – this principle simply reflects that the active manager is handicapped by costs and fees.  These are 
the amount by which a manager starts the performance race behind the benchmark index, reflecting the 
expenses involved in implementing the process, including the profit to the manager or fund management 
house.  If the fees are too high, there is insufficient chance of adding value.  However, importantly, if the fees 
are very low there is little incentive for the manager to add value.

Financial strength – our final principle is the most prosaic; we will only propose clients invest money with 
soundly financed investment houses. 

That, in a nutshell, is the process.  In practice, the rigour and diligence with which it is put into action is 
every bit as important.  At Saunderson House we make a point of monitoring and measuring everything 
we possibly can.  This helps us to understand what is working and what isn’t.  It also helps in spotting 
challenges, such as in the example below.

Case Study

Our brief case study is Templeton Emerging Markets Investment Trust (TEMIT).  This was one of the first 
collective vehicles investing in emerging markets and had, until recently, an enviable long term performance 
track record.  Thus, an investor holding TEMIT for the first 10 years of this century would have made close 
to 3 times his or her original investment, handsomely beating the industry standard emerging markets 
benchmark, the MSCI Emerging Markets index by over 140%, along the way.  As pioneers of emerging 
markets investing, Templeton has a strongly resourced analytical team sited in offices all around the world 
and building deep insights into economies, industries and companies.  It is no surprise therefore that TEMIT 
featured on our buy list.  However, its recent history has been more chequered.  After a spell of lacklustre 
performance, which prompted us to downgrade it to ’review’ and begin a process of close scrutiny, from 
late 2014 the trust began to struggle badly (see Fig 2).
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Fig 2:  10-year journey - Templeton Emerging Markets Investment Trust versus MSCI Emerging Markets

Indeed, in the 15 months to the end of 2015 TEMIT lost almost 30% of its value, compared with 10% for 
the benchmark.  In accordance with our process, we continued to research the trust rigorously, trying 
to identify where we believed it might be going wrong - from a failure of its philosophy to whether the 
process was being followed diligently, through to the investment team at Templeton and their resources 
and the underlying holdings in the trust themselves.  As part of this review we stepped up our engagement 
with management, trying to gather the evidence to either support a recommendation that holdings in the 
trust should be maintained – or to support a cutting of our losses before further value leaked away.  

Between mid-2015 and March 2016 we held or attended seven meetings with TEMIT, including a meeting 
with the outgoing chairman and, six months later, his replacement, as well as repeated engagement with 
the managers of the trust.  In addition to working to establish what was going wrong and why, these 
meetings were used to apply pressure for steps to be taken to improve investment performance including, 
should performance not improve within an acceptable timescale, the replacement of the manager.  By the 
end of the process we had seen a sufficiently positive response from the board and management team, 
together with sufficient value in the depressed share prices of some of TEMIT’s key holdings, to maintain 
holdings in anticipation of an improvement.  As Fig 2 shows, we were duly rewarded, with the price of 
TEMIT shares rising 75% from the lows in mid-February 2016, a top decile performer for the period.

This case of the Templeton Emerging Markets Investment Trust is not typical.  We would, of course, 
much prefer our recommended investments not to give us sleepless nights in the first place, and while 
it is impossible for a fund to outperform consistently across all market conditions, many funds we follow 
have added significant value over lengthy time periods, without giving us cause to question our initial 
recommendation, as was the case with TEMIT.  However, the process of monitoring, reassessing and, if 
necessary, selling investments is every bit as important as the original buy decision.
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Conclusion on fund selection and its place within an active investment 
approach

As discussed above, we continuously measure and evaluate the effectiveness of our fund selection, both 
at the fund level and at sector or country level, through the use of closely controlled model portfolios 
comprised of our recommended funds.  Outperformance is not constant, there are periods where markets 
conspire to confound our best expectations, but over any reasonable timeframe we can demonstrate added 
value.  While this remains the case we will continue to defy the commonly held view that we are wasting 
our time and clients’ money by selecting active managers.

One area of challenge is the US.  Here, for a number of years and a variety of reasons, active managers 
have struggled to beat benchmarks with any consistency.  In cases such as this, we believe it is important 
to be pragmatic, to hold up our hands and admit we are not succeeding.  Hence, at present, one half of our 
recommended allocations to US equities are comprised of tracking funds.  However, this is the exception 
rather than the rule and we continue to cover US funds in the expectation that developments might give us 
sufficient insight to treat the US as a source of added value too.  If this does not turn out to be the case, we 
are likely to recommend an ever greater proportion of US allocations are indexed.

Finally, we consider the place of fund selection within our overall investment approach.  We have to 
admit that we are yet to identify a quick and easy way of uncovering outperforming funds.  Identifying, 
researching and monitoring active funds is somewhat resource-heavy and time consuming.  However, it has, 
as a by-product, the benefit of offering a deep and almost endless source of insights into developments 
in economies, business and financial markets.  This helps to inform our asset allocation decisions.  The 
combination of these two: value driven asset allocation and fund selection, has proven rewarding over a 
dozen or so years.  We will continue to follow this approach as long as it remains so.

If you have any questions on the above do please contact me or your usual adviser.

Christopher Sexton

Investment Director

D: 020 7315 6506 
E: christopher.sexton@saundersonhouse.co.uk

*We have written in the past about both ETFs and index tracking.  If you would like a copy of these notes 
please contact me on the email address above or speak to your usual adviser.
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This note is for general guidance only and represents our current understanding of law and HM Revenue 
and Customs practice as at 14 March 2017 We cannot assume legal liability for any errors or omissions 
and detailed advice should be taken before entering into any transaction. The value of investments 
and any income therefrom can go down as well as up and you may not get back the full amount you 
invested. Levels and bases of, and reliefs from, taxation are those currently applying but are subject 
to change and their value depends on the individual circumstances of the investor. Saunderson House 
Limited is authorised and regulated by the Financial Conduct Authority.

Saunderson House Limited
1 Long Lane, London EC1A 9HF

T: 020 7315 6500
F: 020 7315 6650
E: shl@saundersonhouse.co.uk 
www.saundersonhouse.co.uk

Registered in England. Address as above. Number 940473  
Authorised and Regulated by the Financial Conduct Authority.


