
          Spotlight on Active Management - May 2022   I    Available  exclusively through PortfolioConstructionForum.edu.au   I  Page   

 

SPOTLIGHT ON ACTIVE MANAGEMENT 

 

  

 

  

  

SPOTLIGHT on 
Active      

Management 

May 2022 

Available exclusively through 



          Spotlight on Active Management - May 2022   I    Available  exclusively through PortfolioConstructionForum.edu.au   I  Page 2 

 

SPOTLIGHT ON ACTIVE MANAGEMENT 

 

  

 

Executive Summary 

The arguments for and against active and passive management are much more 

nuanced than are often suggested by proponents on either side. In this report we 

review the hard facts as represented by the S&P Index Versus Active (SPIVA) data 

which farrelly’s views as the definitive database on active management. 

The data supports Bill Sharpe’s Iron Law of Active Management 

In 1991, Bill Sharpe laid out the logic that active management will, on average, 

produce returns equal to the index less fees and costs. The SPIVA data strongly supports 

that contention. 

Financial planners clearly demonstrate skill in manager selection, on average 

While, on average, active managers produce below index returns, the data clearly 

shows that Australian financial planners, on average, have manager selection skills or 

access to such skills.  

The data shows that success of active managers varies from sector to sector 

Performance of active managers against the index varies from sector to sector and 

most noticeably in Small Company funds. Different mixes of active and passive make 

sense for different sectors of the markets. 

The gains from successful manager selection are modest but worthwhile 

While the majority of managers underperform the indices, there are still many, many 

managers who do outperform their relevant index over long periods. The rewards for 

good manager selection are real and worthwhile - if you have above average 

manager selection skills. 

The consequences of sub-index performance are magnified in low return environments 

Fund managers often claim that we need active management more than ever in a low 

return environment. farrelly’s takes the opposite view. If the market returns 12% per 

annum, do I really care if I my fund underperforms and only earns 10% per annum? On 

the other hand, if the market returns 5% per annum, then earning 3% per annum could 

play havoc with retirement plans.  

Do you have above average manager selection skills? 

In the end, this is the key determinant of the whole active/passive debate. If you do 

have access to these skills, go active. If you don’t, go passive. If not certain, perhaps a 

mix is the wisest strategy. 

 

farrelly’s Spotlight on  

Active Management  
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Active Management 

In this SPOTLIGHT we address the issue of whether active management is worth it. Based 

on hard data we bring some new perspectives to an old debate to arrive at a nuanced 

answer. Active management can be worthwhile, if not in every market. However, 

achieving good results does require extensive research and skill. Both active and passive 

management can be sensible approaches to investing. 

We draw heavily on the SPIVA data which compares the performance of active retail 

funds versus index in a variety of markets. This data has been carefully collected over 

the years to remove survivorship bias and to ensure that, as far as possible, it delivers an 

apples with apples comparison. S&P present their data from many different perspectives 

and, to farrelly’s at least, is fascinating. We trust this data and what it tells us. 

 

The data supports Bill Sharpe’s Iron Law of Active Management 

The Iron Law of Active Management argues that because all of the investors in the 

world collectively own the world index, their performance before fees and costs, on 

average, will equal the index. Their performance after fees and costs will be the index 

less those fees and costs. Further, because the majority of the world’s equity investments 

are managed by professional money managers, those money managers, almost by 

definition, will underperform by an amount equal to their fees and costs.  

The actual long-term performance of active managers in different countries managing 

different classes is shown in Figure 1. It unambiguously shows that in large markets all 

around the world, the average fund manager underperforms the index by an amount 

that is consistent with fund expenses - exactly as Sharpe claimed back in 1991.  

Game set and match to the index funds? Not yet! 

 

Figure 1:  Average1 performance (%pa) vs index of Active Managers to December 2021 

Fund Domicile Asset class  10 years              15/202 years    

Australia Domestic equities -0.58% -0.35% 

Australia International equities -2.34% -1.85% 

Australia Fixed interest -0.39% -0.61% 

US Domestic equities -2.85% -1.85% 

US International equities -0.63% -1.39% 

Europe Domestic equities -0.63% na 

Europe International equities -3.71% na 

UK Domestic equities +2.33% na 

UK International equities -1.88% na 

Japan Domestic equities -0.40% na 

Japan International equities -4.30% na 

Source : SPIVA.   Notes; 1. Average is equally weighted amongst all managers.  2. US data 20 years; Australian 

data 15 years 
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  Financial planners clearly demonstrate skill in manager selection, on average 

There are different ways to cut the SPIVA data. Figure 1 showed the equally weighted 

average performance of managers. This is calculated on the basis that every manager 

was given the same amount to manage. Of course, the real world is not like that - some 

managers manage much more than others. Helpfully, SPIVA also shows the averages 

based on how much the managers actually have under their control - the asset 

weighted average. In the asset weighted average the performance of larger managers 

has a much bigger impact on the return than those with smaller funds under 

management. It is a better measure of what investors actually receive. And it tells a 

subtly different story. 

 

Figure 2: Cumulative asset weighted and equal weighted average fund returns vs Index 

 

Source: S&P SPIVA Australia Scorecard Dec 2021 

What we see in Figure 2 is that the pale blue, asset weighted average gives materially 

better results than the dark blue, equally weighted average - other than in Small 

Company Funds. If investors had no skills in picking managers we would expect the asset 

weighted average to look pretty similar to the equally weighted average. What it shows 

is that the results actually achieved by investors are better than a random allocation to 

managers - hence, investors on average clearly have been able to identify who are the 

better managers.  
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  Further, because these are retail funds where fund flows are largely dictated by the 

recommendations of financial planners, it is those planners - on average - that clearly 

have been able to identify the better managers.  

The Australian Small Company Fund data tells a different story - here the equally 

weighted average does better than the asset weighted average. Not all markets are 

the same, as is discussed in more detail below. 

We have no proof, but a likely explanation for this Small Company Fund exception is 

that, when investing in smaller companies, there are genuine dis-economies of scale. If 

the manager is too big, it becomes difficult to buy and sell without disrupting the 

market. In fact, we regularly see small company funds close their doors to new funds 

inflow for this very reason. It would appear from the data that some managers are too 

slow to do so with the result that their performance begins to suffer a little. They still beat 

the index but not by quite as much as managers with less funds under management. 

Planners select better managers on average but not by enough to beat the index 

While planners’ manager selection improves results, returns are still less than the index, 

Bill Sharpe’s Iron Law holds, but not by much. Figure 3 shows returns versus index on an 

equal weighted basis for Australian funds. 

 

Here we see that the average performance actually received by Australian investors 

has been very close to that achieved by index funds - particularly when we consider 

that index funds also have fees and these are not taken into account in this table. 

 

The data shows that success of active managers varies from sector to sector 

Not all sectors are the same and, in particular, the returns from small company funds 

has been much better than Sharpe would expect and international equity 

management results have been worse than expected. 

Small Company Funds 

How it is that the average small company manager outperforms is not clear to farrelly’s. 

There are many explanations put forward such as small stocks are under-researched 

and so opportunities to add value abound; that the small company indices are 

fundamentally flawed; that the share of retail investors in these sectors are higher than 

in larger stocks. All seem plausible and if true should apply across all countries - and in 

Emerging Markets as well.  

Figure 3: Asset–weighted Average Performance (%pa) vs Index of Active Managers  

Fund domicile Asset class  10 years                  15 years             

Australia Domestic equities -0.16% 0.00% 

Australia International equities -2.41% -1.29% 

Australia Fixed interest -0.09% -0.21% 

Source : SPIVA.   Results as at 31 Dec 2021 
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   It turns out that managers of small company funds do seem to beat the indices 

everywhere - except in the United States. Why that would be the case is not obvious, 

particularly given that US Small Company Managers seem to be able to outperform in 

non-US markets - but just not in the United States. 

The other surprise is that managers seem to have real trouble beating the index in 

Emerging Markets where stocks are definitely under-researched and non-institutional 

investors abound. It would appear that maybe the more obvious explanations don’t 

capture what is really happening. farrelly’s offers no firm explanation as to why the small 

company anomaly exists but simply notes that it does, and just about everywhere. For 

now, the one sector where investors should unambiguously invest with active managers is 

those managing small company funds. 

 

International equities 

The performance of International Funds has been disappointing in Australia over the past 

decade - returns have been around 2.4% per annum below the index regardless of which 

average we use, equal weighted or asset weighted. This is about 1% per annum worse 

than we would expect as returns should underperform by an amount reflecting fees and 

costs. Further, the expected gain from selection of superior managers in that sector has 

not arrived. 

Partly this reflects the dominance of firstly Platinum and then Magellan on fund inflows 

into this sector. Both performed well for a while, experienced major inflows and then 

disappointed. While long-term returns from both managers are above index, that is not 

the experience of the majority of investors in those funds.  

The beauty of the SPIVA analysis is that it captures that disappointment in a way that 

would not be obvious from just looking at long-term fund performance data. 

Curiously, this is not just an Australian phenomenon. 

Figure 4: 10–Year1 Avg Performance vs Index (%pa) of Small Cap & EM Managers 

Fund Domicile Asset class  Asset Weighted  vs index 

Australia Aus Mid and Small Cap 1.81% 

US US Small Cap -0.62% 

US Non-US Small Cap 0.46% 

UK UK Small Cap 1.71% 

Japan Japan Mid and Small Cap 1.20% 

US Emerging Markets 0.07% 

Europe Emerging Markets -1.79% 

UK Emerging Markets -0.72% 

Japan Emerging Markets -2,60% 

Source : SPIVA.   Notes 1. 10 Years to Dec 2021 
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As can see in Figure 5 on the following page, international equity managers have 

struggled everywhere - with one fascinating exception. In the United States, managers 

have done well with their non-US portfolios (which they describe as International) but 

when they include US shares in the portfolio (Global portfolios) their returns are dragged 

down to sub-index levels. 

 

It could be that the major problem for managers of international portfolios over the past 

decade has been dealing with US stocks which have significantly outperformed the rest 

of the world while, in aggregate, appearing expensive for much of that time. Within the 

US market, performance has been driven by a handful of tech stocks - miss some of those 

and it is not difficult to see how performance may lag. 

As an aside, towards the end of the Japanese equity bubble in 1990, international 

managers were similarly struggling to keep up with the index. At their peak, Japanese 

stocks made up 44% of the international index and were grossly overpriced. Following the 

bursting of the Japan bubble in the 90’s, international equity funds enjoyed an extended 

period of outperformance, largely by underweighting Japanese stocks. farrelly’s would 

not be surprised to see a similar resurgence in international active manager returns in the 

event that US stocks give back some of their overperformance of the past decade.  

 

The gains from successful manager selection are modest but worthwhile 

Trying to assess likely gains from successful manager selection is not easy. If the average 

manager underperforms by a just a little then above average manager selection should 

deliver outperformance - but how much? A crude approach is to review what it takes to 

be a top quartile manager over different time periods as shown in Figure 6. 

 

Figure 5: Avg Performance vs Index (%pa) of International Managers past 10 years1 

Fund Domicile Asset class  Asset Weighted  vs index 

Australia International -2.41% 

US International (world Ex US) 0.46% 

US Global (World Including US) -1.02% 

Europe Global -2.86% 

UK Global -0.63% 

Japan International (World Ex Japan) -4.30% 

Source : SPIVA.   Notes 1. 10 years to December 2021 

Figure 6: Top Quartile Performance vs Index (%pa) of Australian managers to Dec 2021 

Asset class 1 year 2 years 5 years 10 years 

Australian Large Cap 2.9% 1.7% 0.8% 0.4% 

Aust Mid and Small Cap 9.5% 6.5% 3.3% 3.5% 

International Large Cap -1.2% 0.0% 0.0% -0.9% 

Australian Bonds 0.6% 0.4% 0.1% 0.1% 

Source : SPIVA.    
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  The main point to note with Figure 6 is that the data reflects the boundary between top 

quartile managers and second quartile managers. That is, one quarter of all managers 

have performance equal to or better than those shown in the table. On average, the 

top quartile managers produce much better returns than those shown in the Figure 6. 

A couple of observations leap out. In the short-term, say one to three years, even those 

managers at the edge of the top quartile produce very attractive gains. However, as 

time goes on, the gains become smaller. Nonetheless, in Australia, there have been 54 

Australian equity fund managers that have outperformed the index over the past 

decade. That number falls to just 9 managers who have performed the same feat in 

international equities which, as we have noted, has perhaps been unusually difficult over 

the past decade. 

farrelly’s guess, and it is just that, is that a reasonable expectation for returns from above 

average manager selection is around 0.5% per annum. We would characterise that as 

something that is absolutely worth having - but note that it does come with some risks. 

 

In a low return environment risks of active management increase 

We often hear active managers claim that, in a low return environment, investors need 

active management more than ever. (Surprise, anyone?) We take a somewhat different 

view. In a low return environment the risks of active management are much higher.  

Let’s consider a couple with a retirement plan that assumes that if equities return 7% per 

annum they will be able to spend, say, $100,000 each year and still have an estate to 

leave to their heirs at life expectancy. In the event that returns are lower, that estate acts 

as a reserve to ensure that their spending continues as planned. 

In a high return environment, such as we have had for the past decade, equities have 

returned closer to 12% per annum. Now, does our couple really care if their active 

managers produce returns that are 1 to 2% behind the index? Not ideal, but their 

spending plans are uninterrupted. 

Now consider a low return environment where equities return, say 5% per annum. Our 

couple are now dipping into their capital buffer and, perhaps, the amount they leave in 

their estate will be much lower than planned. Again, not ideal but not yet a disaster. 

However, a 2% per annum underperformance from active managers could be what it 

takes to force the couple to dramatically reduce their spending plans. 

In a low return environment, the true risks of active management can be dramatically 

increased. 

Do you have above average manager selection skills? 

Which is best, active or passive? It all comes down to manager selection skills. If you 

have them, then active management makes sense. If you are dubious of your skills or 

indeed of those who specialise in manager selection, then passive management makes 

sense. There is room in the middle as well, a mix or active and passive works well for 

many sophisticated investors. 

The bottom line is - do you have access to above average manager selection skills? 
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farrelly’s SPOTLIGHT is a subscription based service that provides in depth coverage of 

subjects that are of interest to long-term investors but perhaps not well covered by 

mainstream research providers. 

Tim Farrelly has spent over 40 years researching and writing about investment markets. 

For the past 20 years he has been the Principal of farrelly’s Investment Strategy which 

brings a long-term focus to the outlook for markets - a focus which delivers far more 

reliable and useful observations than the majority of analysis that has an essentially short-

term perspective. 

Over the course of the year there will be eight SPOTLIGHT reports that will review subjects 

such as the outlook for residential property, interest rates, hedge funds, private equity, 

private debt, gold and where active managers do and don’t make sense. It will attempt 

to debunk some of the many myths that enjoy such currency in the investment world.  

SPOTLIGHT aims to be evidence based, long-term in orientation, written in plain English 

and, above all, useful for investment decision makers. 

Licensed Financial Advisers who subscribe are welcome to share copies of the reports 

with their client base. 

Annual Subscription : $160 per annum plus GST.  


