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What is active investing?
Active investing is a term applied to an investment strategy 
whereby an investor is attempting to outperform (or ‘beat’) the 
returns generated by a particular market or index. The foundation 
of this approach is the belief that financial markets are not fully 
efficient, and therefore the current price of an asset may not 
necessarily represent its true value.  Active investors attempt to 
identify these discrepancies and exploit them through a variety of 
different strategies (or ‘styles’), that include the purchasing of an 
asset for less than its intrinsic value, or indeed selling it at a time 
where they believe the price is excessive to its fundamental worth.

Does active investing work?
According to the Investment Association, active investment funds 
make up approximately 90% of the UK fund management industry, 
so there is clearly strong demand for this type of approach 
to investing. However, active investment management has 
undoubtedly come under pressure in recent years, due primarily 
to the perceived weakness of active fund managers’ performance 
when compared to their ‘passive’ counterparts, whose aim is 
simply to track the returns generated by a chosen index, as 
opposed to trying to outperform it. When you consider that active 
managers almost always charge a higher management fee than 
these ‘tracker’ funds, it can obviously be difficult to rationalise 
paying more if you are receiving less.

According to the S&P Dow Jones Indices scorecard released 
in March this year, in 2014 86% of active large cap equity fund 
managers in the US failed to beat their ‘benchmark’ (typically the 
index that they are seeking to outperform), with the majority of UK 
and European active managers also faring worse than the wider 
market return. Yet despite these somewhat alarming numbers, 
there remain fund managers who continue to demonstrate strong 
records and reputations. A recent article published by the BBC 

titled “Neil Woodford: The man who can’t stop making money”, 
cited the celebrated fund manager’s impressive track record when 
commenting that “Anyone investing a pension fund of £10,000 with 
him 27 years ago - and then following him to his new fund - would 
now have £309,000…had they invested the money across the 
stock market as a whole, they would only have £117,000.”

Whilst demonstrating the potential long-term rewards of backing 
a successful active manager, the article fails to highlight that this 
outperformance can in fact be intermittent in nature when viewed 
over a series of shorter time periods. Indeed, since the launch of 
his flagship High Income fund at Invesco Perpetual, Neil Woodford 
has seen 100 months where his rolling one year performance 
has been behind that of the wider FTSE All-Share index; almost a 
third of the periods on record. Woodford’s willingness to back his 
convictions, by allocating his clients’ capital to those companies he 
believes will succeed (and simultaneously avoiding those he does 
not), has led to the deviation of his funds’ performance away from 
the year-to-year returns generated by the wider market. Although 
this has clearly been to his clients’ benefit over the longer-term, 
and an example of shrewd active investing over his tenureship, 
it also demonstrates that there will be times when even the most 
successful manager’s investment process is out of favour. 

How do you pick the winners?
If all active funds are therefore likely to experience short-term 
underperformance at one point or another, identifying long-term 
outperformers is clearly not as straightforward as simply picking 
a fund that has been getting it right for the past twelve months. 
This difficulty was summed up by John C Bogle, founder of the 
Vanguard Group when he said, “Don’t look for the needle in the 
haystack, just buy the haystack”. In other words, why pay higher 
fees for active management, if the probability of correctly picking 
a winner is low? 
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The job of a fund research team is, quite simply, to increase 
this probability by identifying the drivers of both short and 
long-term performance. Whilst quantitative analysis is a great 
starting point, there remains no substitute for regular one-to-one 
meetings with a manager for gaining a greater level of insight 
into the thought process behind their portfolio construction. 
A crucial component of this approach is consistency – 
dependable fund managers supported by career analysts, a 
reliable investment style and process, and a well-established 
management structure and long-term incentive scheme. 

These factors allow an active fund to remain true to its process 
during those difficult years when its style may be out of favour, 
and fund flows turn negative as the ‘hot money’ exits in search 
of the next flavour of the week. If heads roll, or objectives are 
forcibly changed, then the process is invariably compromised. 
Rather, an investment manager’s ability to stick to their chosen 
mandate throughout the hard times, is equally as important as a 
client’s willingness to remain invested when seeking to generate 
long-term outperformance throughout the market cycle. 

The outlook for active investing
Many supporters of active investment management point to the 
falling interest rates and loose monetary policy experienced in 
the western world since the 2008 financial crisis, as a key factor 
behind the general struggle of active managers to outperform 
in recent years. As central banks have unleashed massive 
quantitative easing programmes, so have asset prices reacted 
positively to these supportive measures, moving in unison and 
in turn providing a rising tide that has lifted all boats. This higher 
correlation has arguably made it harder for active fund managers 
to isolate individual investment opportunities, and justify their fees 
by delivering meaningful outperformance. 

What is universally accepted is that current monetary policy will 
not continue indefinitely, and that investors will likely be faced 
with rising rates at some point over the next year, led by the 
United States’ Federal Reserve. At this point, active investors 
may find themselves back in favour if market conditions prove 
less conducive to a passive, ‘index-tracking’ approach. It is 
then that the importance of identifying truly active investors, 
whose process is anchored in extensive research, will truly be 
demonstrated.

So is active investing worthwhile?
When choosing active investment, you are arguably taking a 
risk. Whilst any investment may go down, as well as up, active 
investors are accepting the possibility that their portfolio may 
not keep up with the wider market, and that they may also pay 
a higher cost for doing so. However, quality research and in-
depth fund analysis can help mitigate these risks, and for those 
investors with a steady enough hand to focus on the longer-term 
possibilities, the rewards of active investing can be rich indeed.
Antony Webb, Quilter Cheviot Investment Manager
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Passive 10% of UK Fund industry:
http://www.ft.com/cms/s/0/b3c0c960-a56c-11e4-bf11 00144feab7de.html#slide0

Woodford (figs to end may):
http://www.bbc.co.uk/news/business-33113081

US fund managers underperforming:
http://money.cnn.com/2015/03/12/investing/investing-active-versus-passive-funds/

Majority of UK Large cap managers underperform:
http://www.mindfulmoney.co.uk/investment-insight/investing-strategy/half-of-uk-
actively-managed-funds-underperformed-in-2014-says-sp-dow-jones-indices/
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It is not intended that this publication be relied upon by retail investors. It does not constitute an offer, a personal solicitation of an offer or personal recommendation 
to enter in to any transaction. Whilst all reasonable care has been taken in preparing this document, the information contained herein is deemed to be reliable 
but all expressions of opinion are subject to change without notice. Tax legislation is based on our understanding of legislation and practice currently in force.         
Tax information is subject to individual circumstances and subject to change. We cannot be held responsible for the effect of any future legislation change in interpretation.
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