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Picking stocks has been a staple of the financial services industry for decades. Trillions of dollars are 
invested in mutual funds in the U.S. alone. Frequently, performance is touted as a reason to invest 
with various mutual fund companies. Star managers and analysts are hired away from one fund 
family to another, usually after a period of strong investment results. As I speak with investors there 
seems to be this underlying belief that investment advisors should be able to pick winners – funds or 
stocks that are likely to outperform the general stock market.  
 
This is particularly true in the high net worth space where some investors seem to believe that 
because of their financial wealth they should have access to winning strategies not available to the 
general investing public.  
 
 

 



I have spent much of my career researching investment strategies. I have sat across from fund 
managers and analysts and questioned them about buy and sell decisions in an effort to determine 
whether investment results are likely to be repeatable. Every manager had a story to tell. If they had 
been outperforming, they generally would take full credit for the decisions. If they were 
underperforming, it was never their fault – the market simply failed to recognize the underlying 
strength of their stock picks.  
 
A General Failure of Management 
 
If markets were inefficient, then it would seem that professional investors with access to the 
brightest analysts and computing power should, over time, be able to prove their worth with 
outperformance. The unfortunate reality is quite different. Consider the chart below.  
 
The chart shows the number of equity mutual funds domiciled in the U.S. which were in existence 5, 
10, and 15 years ago (ending December 2017). Consider that over a 15-year period, only 51% of the 
funds that started the period even remained in existence. While some were merged away through 
consolidation, many had to close their doors due to underperformance. In fact, of the funds that 
started, only 14% were able to outperform their category benchmark.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The sample includes funds at the beginning of the 5-, 10-, and 15-year periods ending December 31, 2017. Survivors are funds that had 
returns for every month in the sample period. Winners are funds that survived and outperformed their respective Morningstar 
category index over the period. US-domiciled open-end mutual fund data is from Morningstar and Center for Research in Security 
Prices (CRSP) from the University of Chicago. Past performance is no guarantee of future results. 

 
If outperformance was relatively easy for professional managers, one would expect the number of 
survivors and the percentage of outperformers to be much higher than actual results suggest. In 
order to win, one would have had to prospectively pick out these winners prior to knowing the track 
record to come (without the benefit of hindsight) and would have had to hold on to these winners 
throughout the period – easier said than done when most of these funds had several years of 
underperformance within the 15-year period.  
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“Past Performance is No Guarantee of Future Results” 
 
This line is a common disclosure in the financial services industry as regulations prohibit guarantees 
of investment performance. And yet, from a due diligence perspective, the industry typically starts 
investment searches by looking at past performance. Many funds do not show up on a due diligence 
team’s radar unless they have at least three years of performance. This prompts the obvious 
question – Despite the common disclosure, are track records predictive? If a fund manager has 
outperformed over the prior three years, does that make them more likely to outperform over the 
upcoming three years? 
 
The unfortunate reality is that the disclosure is actually fairly accurate. The chart below examines the 
subsequent performance of U.S. equity funds which were in the top 25% of the immediately 
preceding three years. On average, only 26% of the funds repeated in the top quartile. Importantly, 
that number stayed relatively consistent across different market environments over the last fifteen 
years.  Clearly, past performance is not a consistent predictor of future results.  
 

 
 
At the end of each year, funds are sorted within their category based on their three-year total return. The tables show the percentage 
of funds in the top quartile (25%) of three-year performance that ranked in the top quartile of performance over the following three 
years. Example: For 2017, only 29% of equity funds were ranked in the top quartile of performance in their category in both the 
previous period (2012–2014) and subsequent period (2015–2017). US-domiciled open-end mutual fund data is from Morningstar and 
Center for Research in Security Prices (CRSP) from the University of Chicago. Past performance is no guarantee of future results 

  
What About High Net Worth Options? 
 
Surely high net worth investors have better options that the average retail investor? In part, this is true. High 
net worth investors (accredited and qualified investors) have more options to take risk – hedge funds, private 
equity funds, other illiquid strategies. However, this doesn’t mean the average high net worth investor has 
access to better performance. A simple search of “hedge fund underperformance” leads to multiple articles 
which examine the inconsistency between higher performance expectations and realized mediocre 
performance. To some extent it seems that high net worth investors may simply have access to more 
expensive and creative ways to underperform.  

 
 
 



 
What Should the Average Investor Do? 
 
While a specific recommendation is beyond the scope of this article, there are some common characteristics 
of funds that perform relatively better over the long term. First, cost matters. Over time, funds with lower 
expenses tend to outperform funds with higher expenses. Both explicit and implicit (trading) costs matter. 
Using turnover as a proxy of transaction expense shows that funds with higher turnover on average 
underperform funds with lower turnover. For taxable investors, this isn’t merely a function of trading costs, 
but of the tax drag which could result from realized capital gains due to higher turnover. 
 
Taking a step away from the specific investment products, having a strategy and staying disciplined within the 
context of that strategy can help investors have longer term success.  
 
If you need help establishing an investment strategy, please reach out to Sanitas Wealth Management and 
start the conversation.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source for graphs and content: “Mutual Fund Landscape 2018,” Dimensional Funds 

 
Nothing in the article above is intended as advice to buy, sell or take any other action on an investment portfolio. Investing involves 
risk, including the risk of loss. For more information on the services available through Sanitas Wealth Management, please contact 

Jaco Jordaan at info@sanitaswealth.com 
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