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The health benefits of being active – how to identify 
outperforming funds

In our Special Bulletin, ‘Challenge Accepted – Our Approach to Selecting Active 
Funds’ sent to clients earlier this year, we set out our thoughts on why we 
continue to recommend active funds over investing in passive or index trackers.  
That note provided some insight into our active fund selection process, 
particularly the more qualitative characteristics we look for in a fund, such as the 
manager’s investment philosophy, how this philosophy is put into practice and 
the quality of the manager and team themselves.  This note, by way of follow up, 
highlights some of the more quantitative attributes we seek out when narrowing 
our fund universe in order to find ‘best of breed’ fund managers.  We also 
consider some of the published academic research in this area, provide some 
real-life examples of how we have put this research to use through our fund 
selection process, and show how this has contributed to our UK model portfolio 
adding considerable value versus the index, sector and a low-cost tracker fund 
(see Figure 1 on next page).  

Advocates of passive investing, and there are many, argue that there is little point in taking an 
active approach to buying stocks.  After all, don’t most studies show that, on average, active funds 
underperform their benchmark over a given time period?  By contrast, we have always contended that 
by investing the time, resources and expertise, and applying the appropriate due diligence we can, and 
indeed have, been able to find exceptional fund managers who can significantly outperform his or her 
benchmark and peer group over a reasonable timeframe.  Below we discuss some of the traits that 
these managers and funds possess that enable them to deliver such outperformance.  
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Figure 1: Saunderson House UK Equity Model versus index, sector and tracker over five years to September 2017

Be different

One of the many attributes we look for 
when analysing a prospective fund for our 
recommended list is the extent to which its 
holdings differ from the index.  One of the 
ways this can be measured is a fund’s “active 
share”.  This is calculated by adding the 
absolute value of the differences of the weight 
in a fund and the weight of that same holding 
in the benchmark and dividing by two.  Active 
share can vary between zero (in the case 
of a purely passive strategy where a fund’s 
holdings are identical to the index) and 100% 
(in the case where a fund has no common 
holdings with its benchmark).  Truly active 
managers will generally have an active share 
of over 80%, while “closet indexers” (managers 
who may call themselves active stock pickers 
but in reality have portfolios which mimic 
the benchmark) tend to have an active share 
of less than 60%.  A number of academic 
research pieces have found that funds with 
higher active share significantly outperformed 
those with lower active share over the long 
term1, 2.  Despite this, the Financial Conduct 
Authority, in its latest review of the asset 
management industry, estimated that more 
than £109bn of retail investors’ money is 
currently invested in closet trackers.  We can 
use this active share data in our fund selection 
process to exclude managers who, in our view, 
are unlikely to add value after fees, simply 
because they are too similar to the benchmark.  

In our recommend UK equity fund list, for 
example, the average active share is close to 
80%.

Active share is just one metric that we can 
use to narrow our universe to find truly active, 
high conviction stock pickers.  However, it 
should not be used as a measure of skill - just 
because you are different from the index 
doesn’t necessarily mean you will outperform.  
Active share can also change over time and, 
again, this can be a useful measure with which 
to assess funds on our recommended list.  
For example, as a fund gathers assets, does 
the manager move to a more benchmark-
constrained (i.e. lower active share) strategy in 
order to avoid significantly underperforming 
the benchmark and hence watch his or her 
fund shrink in size?  Thus, we can also use the 
data to assess whether a manager is being 
consistent over time in terms of the investment 
strategy. 

“This just in: you can’t take the 
same actions as everyone else 
and expect to outperform.” 

Howard Marks, Oaktree Capital 
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Concentrate

Another trait we look for in a fund manager is 
their ability to back their stock picking ideas with 
conviction.  Like the closet tracker, there is little 
point in finding attractively valued companies, 
then failing to invest enough capital to make 
a significant difference to portfolio returns.  
Several academic studies have found that higher 
portfolio concentration is associated with higher 
relative returns3, 4, 5.  So why don’t all managers 
invest this way?  Firstly, having a high conviction 
portfolio means that if one stock performs poorly 
it can lead to underperformance and higher 
volatility, often resulting in redemptions from 
the fund (usually at the wrong time).  Secondly, 
the nature of a high conviction approach means 
that it may not scale well.  We find that high 
conviction is more commonly associated with 
smaller, boutique fund houses which are better 
aligned with unitholders.  Their aim is long-term 
outperformance, rather than asset gathering.  
These firms are more likely to be willing to close 
their fund to new investors in order to protect 
performance.  

Eat what you kill

While this is not a necessary condition for 
Saunderson House, managers who invest in their 
own fund ensure that their objectives are aligned 
with other investors and that they believe in 
their own stock picking ability.  Several research 
studies have also supported the theory that 
investment returns and manager investment 
are correlated.  For instance, academic work by 
Khorana, Servaes and Wedge (2007)6 concluded 

that funds with significant manager ownership 
outperformed those with no ownership 
by 1.4% annually.  Evans (2008)7 produced 
similar conclusions, with future risk-adjusted 
performance increasing for each additional 
percentage of manager ownership.  As well-
known value investor, James Montier points 
out in his 2007 book “Behavioural Investing: A 
Practitioners Guide”8, “those managers who are 
prepared to eat what they kill show markedly 
better performance than those who prefer to 
dine out.”

Big is often not beautiful

The relationship between fund size and 
performance has been a source of debate for 
many years. 

So far, while a small number of research 
papers have found no statistically significant 
link between the two variables, others have 
concluded that, as fund size increases, 
performance tends to deteriorate9, 10, 11, 12.  In 
practice, we have come to a similar conclusion 
and, providing we have spent time understanding 
a fund manager’s investment philosophy and 
process and applying the required due diligence, 
we generally prefer to invest in equity funds 
that are fairly small and more nimble rather than 
looking for “safety in large numbers”.  Many 
wealth managers have a minimum fund size they 
will invest in (typically £200-300m for a UK 
equity fund).  However, we do not apply such 
rigid rules since we have found that a fund’s 
best performance often occurs in its embryonic 
stage when it is ‘off-limits’ to large, institutional 
investors.  As the fund grows, a manager’s focus 
can also turn from delivering outperformance to 
maintaining the fund’s size, speaking to investors 
and preventing leakage of assets.  The manager 
may also find it more difficult to trade in and 
out of positions without impacting the price 
and so may find it challenging to reposition the 
fund quickly.  This can often mean that the fund 
deviates from being the original concentrated, 
high performing fund to becoming more 
diversified and index aware – the dreaded ‘closet 
tracker’ discussed above.  

“Wide diversification is only 
required when investors do 
not understand what they are 
doing.”                   
Warren Buffet

“Elephants don’t gallop.”
Jim Slater

“To be successful in business 
and investing, you’ve got to 
have skin in the game” 
Warren Buffet
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Be contrarian

One of the many ways we believe we are 
different to other wealth managers and fund 
selectors is our contrarian approach of investing 
in funds when they have underperformed and 
are out of favour with the market.  Studies of 
institutional fund selectors have consistently 
shown that they use backward-looking 
returns data to hire investment managers 
after large positive excess returns, but such 
momentum-chasing behaviour does not deliver 
outperformance thereafter.  Such an error is then 
often compounded by redeeming after a period 
of underperformance and subsequently missing 
out on the improved performance of the fired 
fund manager13.  

In a paper published last year14, Bradford 
Cornell at California Institute of Technology 
produced the perhaps surprising finding that, 
“excess return to investors who chose funds 
with poor recent performance is higher than 
excess returns to investors who chose funds 
with great recent performance”.  He found that 
institutional investment consultants focus on 
positive recent 2-3 year excess return over the 
stated benchmark as a metric for selecting 
managers.  Unfortunately, “because of the mean 
reversion of manager performance, a strategy 
of hiring managers with mediocre track records 
outperforms one of hiring past winners and a 
strategy of hiring past losers turns out to be the 
best of all”.  Cornell concludes that “superior 
investment performance is more a function of the 
systematic exposures (a persistent investment 
style) that embeds into the portfolio, not some 
nebulous talent – elusive and unique alpha skill”.  
This fits in neatly with our process of selecting 
managers based on a robust, well executed 
investment thesis and style – whether that be 
‘Recovery’, ‘Defensive Growth’, ‘Contrarian

Value’, or ‘Growth at a Reasonable Price’, and 
tactically allocating to those funds that have 
underperformed in the short term, rather than 
taking the approach that many others take, of 
buying funds with excellent short-term track 
records, ascribing this to some sort of “manager 
skill”, then watching such funds underperform.

Putting this into practice 

Applying such theoretical research to managing 
client portfolios means that, for instance, early 
in 2016 we rotated our UK equity portfolios into 
deeply out of favour recovery funds, which had 
experienced a difficult 2015 and, on the back of 
that, had begun to see investor outflows.  Such 
funds proved to be some of the best performers 
in their sector over 2016.  More recently, we have, 
at the margins, switched those funds which 
had performed strongly on the back of the 
EU Referendum last year by being overweight 
multinational companies with overseas earnings, 
such as tobacco, pharmaceuticals and consumer 
goods, into funds with higher exposure to 
more lowly valued domestically focused 
sectors which performed poorly following the 
sharp depreciation in sterling.  So far, while 
acknowledging it is early days, performance of 
the latter funds has been comfortably ahead of 
the index and peer group. 

Figure 2 (see next page) shows the relative 
performance (compared to the IA UK All 
Companies sector) of two of our recommended 
funds with very different styles of investing - one 
with a ‘Recovery’ style and one with a ‘Growth 
at a Reasonable Price (GARP)’ style.  The two 
funds often perform in a complementary way 
through the market cycle, though both have 
outperformed their sector peers by c20% over 
the past five years.  However, by adopting our 
value approach of taking profits from funds that 
have done well (and which are probably seeing 
investor inflows) and increasing weightings in 
out of favour funds, we have been able to add 
significant additional value over the longer term.

“Generally, the greater the 
stigma or revulsion, the 
better the bargain.”
Seth Klarman, Baupost
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Figure 2: Relative returns of a recommended UK Recovery fund and GARP fund over five years

Conclusion

The rise of passive investing has led some to claim that there is little future for the active investor 
and therefore time spent looking for skilled managers is wasted.  We disagree entirely and cite the 
strong performance of our recommended UK portfolio as evidence.  We believe there are a number of 
attributes which funds and their managers may possess that give them a higher than average chance 
of outperforming the index and their peer group, and which, as we have demonstrated above, are 
backed up by independent academic research.

In short, the source of successful active equity fund management begins with a clearly defined, robust 
investment philosophy and process and ends with a portfolio that is concentrated, liquid, markedly 
different to the benchmark, nimble enough to take advantage of opportunities when they arise and 
where the manager is aligned with investors through their own investment in the fund.  Crucially, to 
maximise long-term performance, once such funds have been unearthed, fund selectors must be 
willing to back the managers when they suffer periods of underperformance and, equally, have the 
confidence to take profits following periods of strong outperformance.

If you would like further information about our services, or about the way we work in general, or to 
arrange a meeting, please contact your usual Saunderson House 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 9 November 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.
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