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Does Management Tenure Impact Performance? 

“Perseverance pays off,” is a lesson we all learn as youth and continue to learn throughout our lives. Does the lesson apply to fund management? If so, investors might benefit from this information by opting for actively managed mutual funds that have long-tenured management. A recent study by University of Missouri-Columbia Professor Craig L. Israelsen sought the answer.1 Israelsen studied the 1990-1999 performance of 208 large-cap domestic equity mutual funds whose closest benchmark was the S&P 500 Index. The source of the data was Morningstar’s Principia Pro Plus. This means there is survivorship bias in the data, since Morningstar’s database doesn’t include dead funds (which presumably had poorer returns or they would likely have survived). Surviving funds were ranked from high to low based upon managerial tenure and then grouped into quartiles, the first of which comprised funds enjoying the longest management tenure.

The study provided some interesting insights, but only if you dig deep enough into the data. Here is a first-glance summary of Israelsen’s findings:

· The longer the tenure, the higher the returns. The first-quartile funds had average management tenure of more than 14 years and pretax returns of 16.7 percent. The fourth-quartile funds had average tenure of less than two years and pretax returns of just 15.4 percent. 

· The longer the tenure, the more tax efficient the fund. The first quartile funds produced average after-tax returns of 14.3 percent, losing 2.4 percent to taxes. The fourth quartile funds produced after-tax returns of just 12.5 percent, losing 2.9 percent to taxes.

At a glance, one might conclude that investors should simply buy long-tenured actively managed funds. However, before reaching this conclusion, let’s look closer at the data. 

One possible source of the higher returns could be a fund’s operating expenses. Surviving funds run by managers with long tenure are probably successful funds that have gathered relatively large assets under management. The economy of scale gained from the larger assets under management might be passed to shareholders in the form of lower expenses. Unfortunately, there is no such evidence. The difference between the average expense ratio of the first and fourth quartile funds was just 0.03 percent.

However, when we look at the additional expenses of running a fund, the source of the first quartile’s outperformance becomes quite clear. A fund’s operating expense represents the only expense for which investors receive an obvious “bill.” Trading cost, while not as obvious, is also a fund expense that shows up in the form of reduced returns. The first quartile funds had average turnover of 58 percent, compared to an average turnover of 79 percent for the fourth quartile funds. The greater the turnover, the greater the trading costs, and the greater the impact on fund returns. As we saw, the greater turnover is also reflected in reduced tax efficiency.

We would agree that there is probably a link between manager tenure and turnover. When a new fund manager takes control of a fund, he or she might choose to restructure the portfolio, increasing turnover, and impacting costs, returns, and tax efficiency. Another explanation might be that, as managers gain more experience, they gain an appreciation for the impact of turnover on returns and tax efficiency and they begin to reduce their trading. Or, they might have survived the longest because they began with a strategy of low turnover, recognizing its detrimental impact, and thus enjoyed greater success than their high-turnover counterparts.

Now for the real insight — index funds outperformed even the best of the actively managed funds. It is true that the managers with the greatest tenure (lower turnover) outperformed the managers with the least tenure (higher turnover) by 1.3 percent per annum on a pretax basis and 1.8 percent per annum on an after-tax basis. However, when measured against their appropriate benchmark, the S&P 500 Index, the story changed in dramatic fashion. In addition to actively managed funds, the study also looked at six S&P 500 Index funds. These funds yielded an average pretax return of 18.3 percent, outperforming even the first quartile managers by 1.6 percent per annum. The story is even more compelling on an after-tax basis, where the index funds returned 17.1 percent per annum, outperforming the first quartile funds by 2.8 percent per annum. The index funds outperformed the fourth quartile funds by 2.9 percent pretax and 4.8 percent after-tax. 

Much of the returns difference can be found by simply looking at index funds’ significantly lower expenses. An investor can purchase S&P 500 Index funds today that have expense ratios of less than 0.2 percent and S&P 500 Index Exchange Traded Funds (ETFs) with expense ratios of less than 0.1 percent. Compare that to expenses within the study’s actively managed funds ranging from 1.03 percent to 1.15 percent. 

We can also find a source for index fund outperformance by analyzing funds’ turnover ratios. The average turnover ratio for the index funds was six percent, or roughly one tenth of the actively managed first quartile funds’ turnover. The lower turnover improved both returns (lower costs) and tax efficiency. Keep in mind that the poorer performance of the actively managed funds would have been negatively impacted even further had we included the data from funds that “died” during the period. 

In many things, perseverance does pay off. However, sometimes in life, less is more. For example, when taking a long journey, the fewer layovers you experience en route, the sooner you’ll reach your destination. The results of Israelsen’s study demonstrate that the “less is more” approach is likely to be preferred when it comes to investing: The less management, expenses and fund turnover that stand between you and your goal, the more you are likely to have in the end. 

1 Craig L. Israelsen, When Less Is More. Financial Planning, September 2000. 
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