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Active management in equation:
High Active Share + Long Fund Duration = Outperformance

 

Not all high Active Share managers 
are created equal. Mutual funds 
that frequently trade their securities 
systematically underperform their 
benchmarks, regardless of the extent 
to which their holdings vary from the 
benchmark.

Recent data reveals that the average 

global equity mutual fund has not 

outperformed its respective index over 

the last one, three and five years.1 This 

has led many investors to conclude that 

they are not getting what they have 

bargained for from active management. 

As a result, there has been a massive 

shift in net new assets from active 

managers to passive index funds.2 

Over the past decade, academics 

have devoted considerable research to 

investment management, attempting 

to discern whether active management 

really provides value to its clients.  In 

2009, the concept of Active Share 

was developed by professors Martin 

Cremers and Antti Petajisto in an 

attempt to explain if active managers 

are able to beat passive alternatives.3 

Within this work, the professors 

defined Active Share as a measure of 

the percentage of stock holdings in 

a manager’s portfolio that differ from 

the benchmark index. A portfolio with 

completely dissimilar weightings would 

have a measure of 100% Active Share, 

while a portfolio exactly replicating an 

index would score 0%. Found in the 

middle of these two extremes are 

the closet indexers: funds that closely 

emulate their benchmarks yet charge 

an active management fee. Anything 

below an Active Share score of 50% is 

essentially a combination of an active 

fund and an index fund. According to 

Petajisto, “Closet indexers who stay 

very close to the benchmark index are 

a particularly bad deal because they are 

almost guaranteed to underperform 

after fees given the small size of their 

active bets, yet they account for about 

one-third of all mutual fund assets.”4 

These are the funds that have weighed 

down the average performance of 

global equity mutual funds. 

In contrast, high Active Share strategies 

differ materially from their respective 

benchmark weights. The professors 

concluded that only managers with high 

Active Share justify their management 

fees. Yet as of 2012, only 10% of assets 

in institutional strategies received an 

Active Share score of greater than 

80%.5

Institutions have asked us many times 

if this research can be applied to 

global equity strategies rather than 

Danny Nicholas, CFA® 
Client Portfolio Manager, 

Harris Associates L.P.

Key Takeaways:
•	 Two criteria can be used to assess 

how active a portfolio is: the 
Active Share as a measure of the 
percentage of stock holdings in a 
manager’s portfolio that differs from 
the benchmark index and the fund 
duration, which describes how patient 
a manager is with their stock holdings.

•	 Cremers’ research shows institutions 
with high Active Share and long Fund 
Duration hold just 2.1% of all assets. 

•	 Remaining inactive in the short term 
during volatile periods may result in 
sustainable active outperformance. 
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being limited to long-only U.S. equity 

mutual funds. In fact, in 2014, Cremers 

confirmed that this finding can be 

extended globally by analyzing a large 

international sample of mutual funds 

domiciled in 32 different countries. 

Since the publication of this research, 

we find Active Share has been widely 

accepted as a measure to judge 

the amount of active management 

inherent in a portfolio. Consultants and 

institutions have utilized Active Share 

as a tool to justify active management 

fees.

While having high Active Share is a 

necessary pre-condition for a strategy 

to outperform net of fees, not all high 

Active Share managers outperform 

consistently.  The industry has 

questioned its efficacy in being the 

sole predictor of future performance. 

Author Michael Mauboussin proposes 

the concept of untangling skill versus 

luck to identify the most successful 

long-term investors. Mauboussin was 

Chief Investment Officer at Legg Mason 

Capital Management during the Legg 

Mason Value Trust Fund’s 15-year streak 

of outperforming the S&P 500. He 

believes that Active Share, while not the 

end all, is a good start to finding strong 

active managers. Combining that with 

tracking error statistics and a qualitative 

assessment of an investor’s process—

broken down into analytical, behavioral 

and organizational segments—are even 

better indicators of future successes 

than past performance6.

Recognizing the need to improve 

upon his Active Share metric, Martijn 

Cremers recently extended his original 

work in a study entitled Patient Capital 

Outpeformance: The Investment Skill 

of High Active Share Managers Who 

Trade Infrequently. He looked for other 

variables to identify which high Active 

Share managers outperform. Cremers 

introduced the metric Fund Duration, 

which measures the weighted-average 

length of time that a fund has held 

$1 of equities in its portfolio. This new 

measure looks at a strategy’s holdings 

over the last five years in an attempt to 

truly describe how patient a manager is 

with their stock holdings. Two additional 

proxies that are more readily available 

on databases and from the managers 

themselves are holdings-based fund 

turnover and the self-declared Fund 

Turnover Ratio. 

Here at Harris Associates, we believe 

the market is efficient in the long term 

but can be inefficient in the near term. 

When volatility causes uncertainty 

among investors, it often triggers stock 

prices to move faster than business 

values, creating a disconnect with the 

intrinsic value we assign to a business. 

It has been our experience that it takes 

three to five years for this discount 

to value to close. Put another way, it 

often takes a long time to capture 

the entire alpha opportunity identified 

by our research team. By definition, 

we calculate the intrinsic value of 

a business as the expected future 

free cash flows discounted back to 

the present. We think it is especially 

important to focus on a company’s 

long-term ability to generate free cash 

flow – three years or more – rather than 

the just the next 12 months. Cremers’ 

study shows that the average Fund 

Duration across all institutions in the 

sample is 17 months, less than half of 

our time horizon. As the diagram below 

illustrates, the first three years of a 

company’s cash flow usually amount to 

only a small portion of its full forecasted 

value when using a standard cash flow 

valuation model.

3+ years

Years 1-3

Source: Harris Associates. Forecasted free cash flow was 
calculated for a typical company, defined as a company with a 
20% return on equity, a discount rate of 8%, and a growing 
net income of 4% for 10 years and 1% into perpetuity.

Proportion of the present value
of a typical company using
a traditional cash flow
valuation model

14%

86%
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Cremers’ results indicate that Active 

Share and Fund Duration are both 

important dimensions of active 

management that strongly interact 

when predicting (1) the ability of fund 

managers to beat their benchmarks and 

(2) the outperformance of the stocks 

held in institutional portfolios. The most 

active institutional managers (those 

with Active Shares of at least 90%) and 

the most patient investors (those with 

Fund Duration more than 24 months) 

outperformed their benchmarks 

by 2.22% per year on average. 

Compounding these results reveals 

quite a remarkable outcome. These 

institutional managers outperformed 

their benchmarks by 80% during the 

27-year period (1986-2012). To us, the 

charts look quite similar for mutual 

funds, institutional strategies, as well as 

hedge funds, suggesting this framework 

for assessing investment managers can 

be applied in many ways.   

Despite the success of this approach, 

it is not a common practice among 

investors: less than 5% of institutional 

assets are run by the highest active 

share managers, and even less run their 

strategies in a patient and active way. 

Cremers’ research shows institutions 

with high Active Share and long Fund 

Duration (both top quintile) hold just 

2.1% of all assets. 

Patient Capital highlights the importance 

of distinguishing among the truly 

active strategies. Are the strategies 

pursuing short-term mispricings or do 

the managers patiently follow a buy and 

hold strategy?  Cremers’ research found 

that the latter strategy was successful 

while the former was not.5 

The key to sustainable active 

outperformance is to remain inactive in 

the short term. Although low turnover 

is not the only factor that can lead 

to outperformance, it is a necessary 

part of the investment process. When 

negative macro headlines about China 

call into question global demand for 

autos or micro headlines like recalls at 

General Motors hit, investors need to 

be able to withstand long periods of 

doubt. While some investors transform 

into traders of stocks at the first sign 

of uncertainty, a patient investor views 

volatility as opportunity and adheres to 

its disciplined, long-term approach that 

allows it to add value via stock selection. 

No matter what investment landscape 

investors find themselves in, we believe 

an unwavering commitment to an active 

and patient approach is absolutely the 

best way for managers to protect and 

grow their investors’ capital over the 

long term.

Written on 4 September 2015

This article was first released in the January 

2016 issue of IPE. Its title was Patient Capital.
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Harris Associates
Harris Associates L.P., a subsidiary of Natixis Global Asset Management, is an investment adviser registered 
with the U.S. Securities and Exchange Commission (IARD No. 106960) and is licensed to provide investment management services in the United States. 
The company conducts all investment management services in and from the United States.
Two North LaSalle Street, Suite 500
Chicago, Illinois 60602, USA
www.harrisassoc.com

The information, data, analyses, and opinions presented herein (including current investment themes, the portfolio managers’ research and investment process, and portfolio 
characteristics) are for informational purposes only and represent the investments and views of the portfolio managers and Harris Associates L.P. as of 4 September 2015 and 
are subject to change without notice. This content is not a recommendation of or an offer to buy or sell a security and is not warranted to be correct, complete or accurate. Past 
performance is no guarantee of future results. The performance data quoted represents past performance. Current performance may be lower or higher than the performance data 
quoted. The investment return and principal value vary so that an investor’s shares when redeemed may be worth more or less than the original cost.

This material has been prepared by Harris Associates, is provided only to investment service providers or other Professional Clients or Qualified Investors and, when required by local 
regulation, only at their written request, for information only. 

• In the EU (ex UK) This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a Luxembourg management company that is authorized 
by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 2, rue 
Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. Italy: 
NGAM S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: NGAM 
S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. 
Netherlands: NGAM, Nederlands filiaal (Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX 
Amsterdam, the Netherlands. Sweden: NGAM, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, 
Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. • In the UK Provided and approved for use 
by NGAM UK Limited, which is authorized and regulated by the Financial Conduct Authority (register no. 190258). Registered Office: NGAM UK Limited, One Carter Lane, London, 
EC4V 5ER. • In Switzerland Provided by NGAM, Switzerland Sàrl. • In and from the DIFC Distributed in and from the DIFC financial district to Professional Clients only 
by NGAM Middle East, a branch of NGAM UK Limited, which is regulated by the DFSA. Office 603 – Level 6, Currency House Tower 2, P.O. Box 118257, DIFC, Dubai, United Arab 
Emirates. • In Singapore  Provided by NGAM Singapore (name registration no. 5310272FD), a division of Natixis  Asset Management Asia Limited to Institutional Investors and 
Accredited Investors for information only. Natixis  Asset Management Asia Limited is authorized by the Monetary Authority of Singapore (Company registration No.199801044D) and 
holds a Capital Markets Services License to provide investment management services in Singapore. Address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre. 
Singapore 049315. • In Hong Kong Issued by NGAM Hong Kong Limited. Please note that the content of the mentioned website has not been reviewed or approved by the HK SFC. 
It may contain information about funds that are not authorized by the SFC. • In Taiwan This material is provided by NGAM Securities Investment Consulting Co., Ltd., a Securities 
Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C and a business development unit of Natixis Global Asset Management. Registered 
address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I), R.O.C., license number 2012 FSC SICE No. 039, Tel. +886 
2 2784 5777. • In Japan Provided by Natixis Asset Management Japan Co., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of 
Business: The Company conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered 
address: 2-2-3 Uchisaiwaicho, Chiyoda-ku, Tokyo. • In Australia This document is issued by NGAM Australia Limited (“NGAM AUST”) (ABN 60 088 786 289) (AFSL No. 246830) 
and is intended for the general information of financial advisers and wholesale clients only and does not constitute any offer or solicitation to buy or sell securities and no investment 
advice or recommendation. Investment involves risks. This document may not be reproduced, distributed or published, in whole or in part, without the prior approval of NGAM AUST.  
Information herein is based on sources NGAM AUST believe to be accurate and reliable as at the date it was made. NGAM AUST reserve the right to revise any information herein at 
any time without notice. • In Latin America This material is provided by NGAM S.A. • In Mexico This material is provided by NGAM Mexico, S. de R.L. de C.V.,  which is not 
a regulated financial entity or an investment advisor and is not regulated by the Comisión Nacional Bancaria y de Valores or any other Mexican authority. This material should not be 
considered an offer of securities or investment advice of any type and does not represent the performance of any regulated financial activities. Any products, services or investments 
referred to herein are rendered or offered in a jurisdiction other than Mexico. In order to request the products or services mentioned in these materials it will be necessary to contact 
Natixis Global Asset Management outside Mexican territory. • In Uruguay This material is provided by NGAM Uruguay S.A. NGAM Uruguay S.A. is a duly registered investment 
advisor, authorised and supervised by the Central Bank of Uruguay (“CBU”). Please find the registration communication issued by the CBU at www.bcu.gub.uy.  Registered office: 
WTC – Luis Alberto de Herrera 1248, Torre 3, Piso 4, Oficina 474, Montevideo, Uruguay, CP 11300. • In Colombia This material is provided by NGAM S.A. Oficina de Representación 
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