Market Insight

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.

Key Takeaways:

e 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.

e 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.

Recent data reveals that the average
global equity mutual fund has not
outperformed its respective index over
the last one, three and five years." This
has led many investors to conclude that
they are not getting what they have
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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.?

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.®
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

Document intended exclusively for professional clients (in accordance with MIFID)

4" NATIXIS

GLOBAL ASSET MANAGEMENT

Danny Nicholas, CFA®
Client Portfolio Manager,

Harris Associates L.P.

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.”*
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%.°

Institutions have asked us many times
if this research can be applied to
global equity strategies rather than
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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 performance®.

Recognizing the need to improve
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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
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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.

Proportion of the present value
of a typical company using

a traditional cash flow
valuation model

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.
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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.®

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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