
What Drives Investment 
Manager Performance?

Introduction

What is the best way to measure an investment 
manager’s success? Ultimately, long term returns are 
what matter most. The difficulty, however, is that short 
term performance is largely random. Distinguishing 
genuine skill from chance requires an observation 
period much longer than most investors have the 
patience for. 

According to a Vanguard study, 80% of funds that beat 
their benchmarks over the long haul experienced at 
least one five year period in the bottom quartile of their 
peer group.1 

For many private clients, five years can feel like an 
eternity, but reacting emotionally at the cyclical bottom 
is often the costliest mistake an investor can make. 

Qualitative analysis is necessary as many components 
often deteriorate during periods of weak returns as 
the firms face outflows, team members leave or the 
manager is tempted to switch to a style that is in favour. 
While signals such as these are important, we 
developed a quantitative framework to help our 
judgment during difficult periods. This discipline also 
helps us determine whether a manager performing 
exceptionally well should be retained or if their success 
is merely a product of temporary market tailwinds.

The inspiration came from author and fund manager 
Robert Hagstrom who addressed this issue at the 
London Value Investor Conference in 20192. His 
proposal was to think of portfolios as a collection of 
businesses as opposed to just stock prices. By focusing 
on their combined operational performance, investors 
can maintain a long term business owner mindset in 
the world of monthly reporting.

Unsurprisingly, this approach originally came from 
Warren Buffett. In his 1987 shareholder letter, he 
explained that he and Charlie Munger judge their 
success by operating results rather than daily or yearly 
price fluctuations3: 

The market may ignore business success for a while, 
but eventually will confirm it. As Ben (Graham) said: “In 
the short run, the market is a voting machine but in the 

long run it is a weighing machine.”

How has this Approach helped Others?

Tom Gayner, the CEO of insurance company Markel, 
went through a difficult period in the late 1990s when 
the technology bubble was raging. His valuation 
sensitive approach had led Markel to avoid high 
flying technology stocks that kept rising despite not 
being profitable. This led to a period of significant 
underperformance over several years. 

What helped Gayner remain resolute to his conviction 
was having regular meetings with a fellow member of 
the leadership team. Together they discussed the actual 
operational performance of the stocks they owned 
versus the weaker fundamentals of the companies 
they didn’t but whose stock prices had rallied.4

This focus on process over outcomes enabled Markel 
to thrive once the bubble eventually burst, compared 
to many peers who capitulated by either buying 
the overvalued technology stocks or closing their 
businesses.
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Valuations also Matter

Buffett’s business partner Charlie Munger said that 
“over the long term, it’s hard for a stock to earn a much 
better return than the business which underlies it earns. 
If the business earns 6% on capital over 40 years, 
you’re not going to make much different than a 6% 
return, even if you originally buy it at a huge discount.”5

We are passionate advocates of long term investing, 
but giving this much time to underperforming managers 
is not realistic and even the five years mentioned 
earlier can be extremely difficult. While fundamentals 
dominate over decades, valuations matter more over 
the shorter term. 

Even valuations can take years to have an impact on 
portfolio results and as Howard Marks has noted, it 
is “unwise and potentially dangerous” to bet heavily 
that price will converge to value soon.⁶ Over very short 
term periods such as a year, momentum is the more 
meaningful driver of performance and the approach we 
follow is only useful over a much longer time horizon.

For this reason, we combine a roster of managers 
with different approaches for diversification. Having 
managers with great fundamentals trading at 
premium multiples might lead to strong returns over 
decades, but it can be extremely difficult to live through 
that in periods when the approach is out of favour. All 
styles go through periods of underperformance and 
it is practically impossible to predict when they will 
outperform. The journey becomes much smoother if 
there are managers that can deliver strong returns at 
different times.

The Framework

Traditional performance attribution focuses on whether 
returns came from asset allocation or stock selection. 
We find this insufficient for distinguishing skill from 
luck.

The approach we use is simple in assessing which of 
the two sources stock returns come from:

All rights reserved. Photocopying, reproduction, quotation, or redistribution of any kind is strictly prohibited without written permission from the publisher.	  02

•	 Fundamentals: Is the return driven by actual 
growth in company earnings and cash flow?

•	 Valuation: Is the return merely driven by investors 
paying a higher multiple relative to earnings or 
cash flows?

The most obvious signal for investing in a manager 
would be companies with strong and improving 
fundamentals at below average valuations, however 
these opportunities are rare given how efficient 
markets are. 

Often it is a case of assessing whether valuation 
premiums for companies with better fundamentals 
have become too excessive or if lower valuations more 
than make up for the inferior business qualities of 
companies held.

Practical Applications

One manager that we review significantly 
underperformed the global benchmark over more than 
five years. It had the following characteristics: 

•	 Portfolio companies: above average earnings 
growth and returns on invested capital, strong 
balance sheets.

•	 Valuations: Trading at an attractive free cash flow 
yield relative to the market, price multiples below 
their historical averages. 

•	 Qualitative factors: Stable team, consistent 
process, private ownership remained intact.

Our analysis suggested that the underlying companies 
had been out of favour and eventually we expected 
them to be rewarded for their stronger fundamentals. 
Patience was required.

Conversely, this framework would have flagged 
concern in 2021 when some managers posted 
exceptional returns in the zero rate environment. In 
retrospect this would have been a good opportunity 
to reduce exposure to managers that delivered strong 
performance purely due to valuation expansion.
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Today’s Challenge: The AI Effect

Comparisons are made to the technology bubble in 
the late 1990s. However, the chart below shows how 
returns on invested capital (ROIC) have evolved for 
an average company compared to the market cap 
weighted index, in which the largest companies have 
an outsized weight. ROIC measures the profitability 
a company generates on investments in its own 
business.7

While the average company’s ROIC has remained 
flat, the market cap weighted ROIC has surged since 
ChatGPT launched in late 2022. 

Unlike the 1990s bubble, recent market leaders have, 
at least so far, backed their higher valuations with 
superior operational results. This distinguishes the 
current market from the speculative bubble of the late 
1990s.

This creates a genuine challenge for active managers. 
As one observed: “We hold better quality companies 
than average, but the index is no longer representative 
of the average company.” In other words, beating 
an index increasingly dominated by a handful of 
exceptional businesses is a different task from beating 
the broad market of a decade ago.

Whether the returns generated by AI infrastructure 
investment prove sustainable remains one of the 
most consequential questions in markets today. How 
investment managers think about and position for this 
will likely be a significant factor in their performance 
over the coming years.

Conclusion

This approach isn’t a panacea, as they do not exist in 
investing. Rather, it is a vital piece of the mosaic that 
helps us better understand investment managers and 
assess whether they can identify companies that are 
improving.

At Peritus, this framework has become a core part of 
how we evaluate managers through different market 
environments. 

For example, we recently observed declining returns on 
invested capital for a manager who usually emphasised 
this metric. This was raised in a meeting, which revealed 
that the manager had intentionally allocated to several 
companies at lower ROICs, anticipating improvement 
over time. Their expectation was that these companies 
would be more successful than those that already have 
strong fundamentals.

These discussions improved our investment committee 
debates when addressing challenging situations. 
Such analysis and discussions are intended to help us 
improve decision-making and avoid the costly mistake 
of replacing managers whose underlying holdings are 
performing well operationally, simply because markets 
haven’t yet reflected superior performance.

Source: Morningstar Direct
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