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Star manager supernovas

W Up like a rocket,
down like a stick! 7)

Anon. Commonly-used expression in the investment industry

Persistently skilled fund managers are a very rare commodity, hard to identify in advance and hard
to live with over time. Anecdotes and examples of great managers are often used to justify active
management, yet even some of the truly ‘great’ managers have failed to live up to their billing. Like
the laws of physics, where many big stars eventually reach their evolutionary end in a supernova,
the rules of efficient markets, the zero-sum game where losers must fund winners, investment
costs and poor investor behaviour have a similar impact on those labelled as ‘star’ managers.

The risks — as evidenced by the demise of Neil Woodford - are very real and unnecessary.

Today, investors have the luxury of selecting well-diversified, low cost systematic funds that are
structured to take sensible market risks in the pursuit of sensible market returns and ignoring the
blinding light of staring at a supernova.

Star managers burning bright

It is human nature to be attracted to talented and seemingly skilful people hoping that a little of their
stardust will rub off on you. That is no less the case when selecting investment funds. The marketing
departments of active fund houses and the investment press push mouth-watering sound bites such as:
‘If you had put £10,000 into this fund when it launched it would now be worth £1.55 million’ or ‘this is the
best performing fund in its sector over the past five years’. It is understandable to feel tempted. Caveat
emptor!

Unfortunately, the academic research and hard data suggest that true, persistent market-beating skill is a
very rare commodity, in part because markets work pretty well and the cost hurdles that active managers
(those who use their judgment to forecast markets and stock prices) set themselves, usually eat up any
excess return above the market that their skill delivers. The active management industry often resorts to
examples and anecdotes surrounding ‘legendary’ or ‘star’ managers, to make their case. In this note, we
look a look at some of the biggest stars and reveal an alternative narrative.

Before the Credit Crisis hit the World’s markets in 2007 to 2009, there were a number of star fund
managers and fund groups, who were regularly splashed across the investment pages of newspapers
and investing magazines. In the US, Bill Miller of Legg Mason outperformed the S&P500 fund 15 years
in a row from 1991 to 2005. Bill Gross, the self-styled ‘king of bonds’ at Pimco was in the middle of

an amazing performance streak in a prolonged bond bull market. In the UK, Anthony Bolton of Fidelity
and Neil Woodford of Invesco were the darlings of the investment press, delivering eye-catching market
beating returns from their value-oriented styles. Patrick Duffield’s New Star Asset Management - a
company he set up after leaving Jupiter - was advertised on almost every bus and bill-board in London,
selling its stable of star fund managers.
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‘The Man Who Beats the S&P: Investing with Bill Miller’
Book authored by Janet Lowe in 2002

‘New Star’s investors to share £350m - Shareholder bonanza

to follow record profits’
The Guardian, 25th March 2007

‘Neil Woodford vs Anthony Bolton: Who's the better fund

manager?’
The Telegraph, 18th October 2013

Figure 1: Headlines from the past

Star manager supernovas

Let’s start by taking a look at Bill Miller. From 1991 to 2005 - representing his 15 year outperformance
streak - his fund returned just over 16% p.a., which compared well to the US-based Vanguard S&P500
index fund’s return of a little over 11% p.a. Yet it is worth noting that the average investor in his fund only
achieved a return during that period of just over 11% p.a.?. This was due to the timing and magnitude

of fund flows from investors into and out of the fund. Investors tend to invest in a fund once they have
seen its good performance and sell out when the fund goes through a period of underperformance. This
is sometimes referred to as the ‘behaviour gap’ i.e. how much wealth they give up from their bad timing
behaviour.

Roll on to today and the story is very different. Bill Miller, who to be fair always hated the fact that the
press continually pushed the story of his annual outperformance of the market, had a disaster during the
Credit Crisis, after changing strategy and investing the fund heavily in bank shares. He lost around 70%
of the value of the fund in three years. The fund recovered poorly, and he retired as its fund’s manager in
April 2012.

Over his entire tenure as manager of the Legg Mason fund (5/1982 to 3/2012) the fund returned 11.3%
versus 11.6% for the US-based Vanguard S&P 500 index fund. The index fund had lower risk overall and
fell -51% during the Credit Crisis compared to Miller’s -70%.
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Figure 2: Bill Miller’s returns relative to the S&P 500 index of US stocks
Data source: Morningstar Direct © All rights reserved. Legg Mason Capital Management Value Trust and Vanguard
S&P500 Index Fund. 1991 to 2018.

He now runs his own funds, including a fair chunk of his personal wealth estimated to be around $1
billion. Around 50% of the hedge fund he also runs is held in Bitcoin! He is a generous philanthropist
who has donated around US$75 million to his alma mater. Don’t feel too sorry for him.

The ‘bond king’ Bill Gross, managed the US$300 billion total return bond fund at Pimco, a firm that

he founded. This fund had a lot of flexibility to invest wherever it wanted to, and his performance was
strong up until he parted company with Pimco. On joining Janus Henderson in September 2014, his
performance dropped off dramatically turning $10,000 into $10,224 when an investment in the broad
US bond market delivered almost $11,000 over the period to February 20193, the point at which he
retired. Assets in the fund had halved in value leaving around US$1 billion in the fund which was,
apparently, mostly his own money. Yes, you read that correctly; he is estimated to be worth $2 billion in
total. Don’t feel too sorry for him.

Anthony Bolton was a highly respected active fund manager who, particularly after the technology
stock boom of the late 1990s, delivered very strong broad market beating returns, in part due to the
company size and value characteristics of his portfolio. He beat the FTSE All Share index by 11%
per annum from 1/2000 to 12/2007 (his retirement date from the fund), which seems a remarkable
achievement. It is, however, worth noting that the Dimensional UK Small Value Index also achieved
the same outperformance* of 11% above the market across the same time period and was quite
highly correlated to the fund. He delivered strong skill and market-based returns over his tenure but
suffered considerable periods of underperformance along the way that would have been very hard
to live with. Unfortunately no investor returns are available, but in general, the greater the out- and
underperformance, the greater the behaviour gap.
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After retiring from this fund, he set up an investment trust investing in China. The latter was a very
chastening experience for him and a tough ride for his investors. He retired altogether in 2014 stating ‘l was
wrong about the market in China’®, having tarnished his golden reputation. Although little is known about his
net worth, it is known that he was able to buy shares in Fidelity, the privately held fund manager he joined in
1979 and these are estimated to be worth many millions®. Don’t feel too sorry for him.

New Star Asset Management had a meteoric rise as a new firm after John Duffield sold his previous firm
Jupiter to Commerzbank. It was listed on the stock exchange. At its peak the firm was managing £20 billion.
Duffield made an estimated £150 million from New Star and many of its 300 or so employees became
multi-millionaires. Yet by the end of 2008 the firm’s shareholders were all but wiped out as the banks took
over control of the company. The reason for its demise was the fact it borrowed £240 million, in large part to
return money to shareholders including Duffield. The deepening gloom of the Credit Crisis impacted on its
profits and it could not adequately service its debts. Don’t feel too sorry for him.

Finally, Neil Woodford — as anyone who has been reading the paper lately would know — has suffered a
humiliating and effectively career ending demise, as liquidity problems associated with holding privately held
companies in his Woodford Equity Income fund spiralled out of control. He and his business partner are
estimated to have taken dividends from the firm of around £100 million. Don’t feel too sorry for him.

‘New Star fades as credit crunch takes toll on fund managers’
The Guardian, 19th January 2008

“?Quiet Assassin” Anthony Bolton to quit after China fund flop’
The Independent, 17th June 2013

‘Neil Woodford to close investment firm after grim day for

once-star fund manager’
The Telegraph, 15th October 2019

Figure 3: Fading stars in the news

Warren Buffett does not escape comment. Over the past 10 years to 2018 Berkshire Hathaway —
Buffett’s holding company - has turned US$10,000 into US$32,350 whereas the S&P 500 index of US
stocks delivered US$34,225. Even the ‘best of the best’ can struggle against the relentless market.
Capturing the market return is a worthy goal as he himself often points out by recommending index
funds as a sensible investment solution.
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Lessons to be learned
These true stories provide some salutary lessons that investors would do well to heed:

+ don't listen to the siren songs of adverts and article headlines. They are highly selective and usually
focused on short-term performance;

+ short-term outperformance is a very noisy signal and luck plays a very substantial role in the
performance differences between actively managed funds in the same investment category. Some
managers will do well simply by chance, perhaps over a prolonged period. Three percent of coin
flippers will call it right five times in a row. You need around 16 years of data to be able to discern
skill from luck with any degree of confidence. Using three to five year fund performance to pick funds
is guessing;

+  ‘good’ long-term track records may be due to a manager’s style e.g. focusing on smaller value stocks
as Anthony Bolton did. Today, it is possible to capture these styles using lower cost, highly diversified
systematic funds. Remember in his golden period after the technology crash of the early 2000s, his
fund delivered the same return as a UK small value index;

* in the short-term, investment styles go in and out of favour; sometimes small caps stocks do better or
worse than large cap stocks, or value stocks do better or worse than growth stocks. Chasing what
has recently done well risks buying at the top and potentially selling at the bottom of the cycle;

« there are over 1,000 global equity and 500 UK equity products available for sale in the UK. Picking
funds that will beat the market in the future — given that short-term performance is a very poor
indicator of future outcomes - is extremely challenging;

« even the few ‘stars’ of the past seem prone to fade or implode. Bad luck, poor judgment, an out-of-
favour style, ego, greed and hubris all play their part;

+ owning an actively managed fund is challenging, even if it has a good past track record relative to
the market. It demands that the fund’s portfolio is quite different to the benchmark, often holding a
small number of company shares. Investors are happy when outperformance is positive but want to
sell when it is negative. Periods of underperformance are an inevitable and unavoidable consequence
of owning a fund that tries to beat the market. Remember what happened to Woodford.

Lighting the road ahead

Investors today are lucky. They can invest in low cost, diversified systematic (disciplined, rules-driven)
funds that seek to capture specific risks in the market which are expected to deliver higher returns than
the market, such as the premium associated with smaller companies or those of value (less healthy)
companies. ldentifying the best-in-class funds and living with them over time becomes far easier. It
takes away the risk of attaching the success of your investment programme to one or a small handful of
stars, who may well become supernovas. Remember that over a 15 year period, around 6 in 10 funds
cease to exist.

The key conclusion of this note is that although there may well be some skilled managers to invest

with, they are few and far between, are difficult to identify in advance and very difficult to live with. A

real risk exists that you may be wrong, which in cases such as Woodford can have very real financial
consequences. In today’s investment space, taking these risks is unnecessary, stressful and the odds of
them paying off are low. If you stick to sensible market risks captured by systematic funds, then sensible
longer-term returns should follow. Don’t be blinded by the light of a supernova.
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End notes

1. This is approximately what would have happened to your money if you had invested — and stuck with
— Anthony Bolton from the launch of the Fidelity Special Situations Fund in 1980 to when he retired in 2007. This
equates to an annualised return of over 19% p.a.

2. Allan Sloan (2011), Bill Miller had a great run, but did his investors? www.fortune.com
Robin Wigglesworth (2019) How the ‘bond king’ Bill Gross lost his crown. www.ft.com

4.  Note that this is not an investable product available to investors. The comparison provides an indication that
‘skill’ can often be attributed to a manager, where in fact it was their strategic exposure to smaller and value
stocks that delivered much of the return. Today these market-based rewards could today be captured in a
more systematic manner using low cost passive funds. It must be remembered that Anthony Bolton delivered
these returns before index/systematic funds were available and his genuine skill in capturing these returns is
acknowledged.

5. Bradley Gerrard (2014), Anthony Bolton: ‘I was wrong about China’ www.ft.com

6. The Guardian (17 June 2013) Fidelity star fund manager Anthony Bolton to step down.
https://www.theguardian.com/business/2013/jun/17/fidelity-anthony-bolton-steps-down-china
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Other notes and risk warnings

Use of Morningstar Direct data

Morningstar Direct © 2019. All rights reserved. Use of this content requires expert knowledge. It is to be used by
specialist institutions only. The information contained herein: (1) is proprietary to Morningstar and/or its content
providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate, complete or timely.
Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use of this
information, except where such damages or losses cannot be limited or excluded by law in your jurisdiction. Past
financial performance is no guarantee of future results.’

Risk warnings

This volume of Acuity is distributed for educational purposes only and must not be considered to be investment
advice or an offer of any security for sale. The reference to any products is made only to make educational points
and must, in no circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a
recommendation of any particular security, strategy or investment product. Information contained herein has been
obtained from sources believed to be reliable but is not guaranteed.

Past performance is not indicative of future results and no representation is made that the stated results will
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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