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Executive Summary

Active management has been subject to a significant level of 
criticism (especially in the past 10 years) as an increasing number 
of studies showed that the average active manager struggled to 
outperform the index trackers, net of fees and other expenses. 
However, many other studies have provided compelling evidence 
of positive excess returns, net of fees and other expenses, 
suggesting that some managers do exhibit skill.1

In this paper, we discuss how investors can maximize 
the likelihood of identifying those skillful managers. 
Specifically, we follow the study of Petajisto and 
Cremers2 and use the concept of active share  
to distinguish between different levels of active 
management in investment strategies within Mercer’s 
equity universes. Analysis within our research is, 
therefore, focused on investigating the relationship 
between active share and active (relative to index) 
returns for strategies within these universes. 

The results of our analysis suggest that:

•  High active share strategies, on average, 
delivered stronger excess returns when 
compared to low active share strategies.

•  The stronger performance delivered by 
high active share funds cannot necessarily 
be associated with higher levels of risk 
(absolute or relative).

•  Within lower active share funds, those that 
are systematic equity strategies delivered 
meaningfully better outcomes than non-
systematic strategies (as measured by 
excess returns and information ratio). 

Our findings support the idea the active share 
has relevance in equity manager selection, and we 
believe that by combining insight from active share 
with a robust and consistent research framework, 
investors can maximize the likelihood of success in 
active equity manager selection. 

In light of our findings, we believe that investors with 
a long time horizon and an ability to accept a higher 
level of relative risk should invest in a diversified 
portfolio of highly active strategies (as measured 
by active share) with the aim of maximizing the 
return premium over the longer term. While a well-
diversified multi-manager portfolio of highly active 
strategies is expected to display a lower active 
share and lower active risk than an individual high 
active share strategy, it will retain the excess return 
potential of the underlying strategies. The resultant 
diversification benefits should lead to better risk-
adjusted performance. If an investor has a strong 
appetite for active management but low tolerance 
for high relative risk, investing in systematic equity 
strategies is also a compelling alternative.

1 Jones RC, Wermers R, “Active Management in Mostly Efficient Markets,” Financial Analysts Journal, Volume 67, Issue 6 (2011).
2  Cremers M, Petajisto A. “How Active Is Your Fund Manager? A New Measure That Predicts Performance,” Review of Financial Studies, Volume 22, 
Issue 9 (September 2009).

3 Active share demonstrates how much a manager’s holdings vary from those in the benchmark. See the appendix for further information. 
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External Research 

The active management question

A significant amount of empirical research has 
been conducted in the area of active management, 
specifically looking to address the following 
questions: Does active management add value 
(net of fees and other expenses)? Is it possible to 
identify managers/funds that can deliver superior 
net outperformance, on an ex-ante basis? And if yes, 
then how? Numerous academic studies have found 
little or no evidence for consistent outperformance 
delivered across active managers, net of fees/
expenses and adjusted for market and style risks. 
That said, results of some studies have provided 
compelling arguments for the existence of skillful 
active managers who have outperformed over the 
longer term, net of fees. Some of these studies 
have further concluded that by focusing on certain 
characteristics of funds and fund management 
companies, asset owners can identify those that will 
generate superior outperformance over the longer 
term. Much of this empirical research is summarized 
by Jones and Wermers in their paper, “Active 
Management in Mostly Efficient Markets.”

Characteristics associated with 
successful active management

We note a very interesting argument (among others) 
highlighted in the research by Jones and Wermers: 

“… Some managers do have skills that allow them 
to outperform the market, net of fees, but that 
distinguishing these skilled managers from managers 
whose strong performance is simply due to luck is 
virtually impossible.” 

This argument may be valid if investors only have 
access to simple past returns to work with, but 
academics have discovered a number of ways for 
investors to identify superior active managers by 
using other data and methods. 

The authors additionally assert that by focusing 
on specific characteristics of funds and fund 
management firms and by applying these “other 
data and methods,” it is possible to identify 
skillful managers that have a higher potential for 
outperformance (versus the market and peers) on an 
ex-ante basis. Characteristics associated with those 
successful funds and fund management firms include 
(but are not limited to):

•  Managers’ ability/desire to invest in their funds 
(co-investment) 

• Flat organizational structure

•  Academic background and experience

• High active share 

In addition to academic research in this area, a 
few studies by fund management companies also 
showed that a select group of active managers 
can deliver superior performance versus active 
peers and passive products. One of these studies 
suggested a variety of manager traits associated 
with membership in this select group, including low 
expense ratios, higher manager ownership (managers 
invested in their own funds), a higher level of 
manager tenure and low turnover.4

4 Capital Group. Capital Idea: Expect More From the Core, 2014. 
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The concept of active share 

One of the studies discussed in the Jones and 
Wermers paper received particularly strong interest 
from industry participants, namely the study by 
Cremers and Petajisto, who analyzed the returns 
of US mutual funds by categorizing them into four 
groups based on high/low tracking error and 
high/low active share of these funds.5 One of the 
conclusions the authors reached is that the most 
active stock pickers (as measured by high active 
share) have been able to add value, beating the 
benchmark indices after fees and expenses. We have 
used a similar methodology (grouping active funds 
into quintiles based on their level of active share) 
to test the relationship between active share and 
excess returns (relative to the index) of strategies 
within Mercer’s equity universes. However, we 
expanded this concept beyond US equities to look at 
a range of institutional equity universes.

5  Cremers M, Petajisto A. “How Active Is Your Fund Manager? A New Measure 
That Predicts Performance,” Review of Financial Studies, Volume 22, 
Issue 9 (September 2009).
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Mercer Empirical Research

In this section, we examine the performance of quintiles of 
active equity strategies when ranked by active share over a  
10-year period. Our analysis is split into two subsections: 1) an 
examination of active/excess returns based on the level of active 
share displayed by strategies within Mercer Equity large cap 
universes; and 2) an examination of risk levels (absolute and 
relative) and information ratios displayed by strategies with 
different levels of active share.

The data sample used in the analysis is 
limited to strategies for which we have 
sufficient data — at least 10 years of 
performance6 and at least two quarters of 
portfolio holdings data.7 Based on these 
criteria, we selected the following Mercer 
equity universes: Global Equity Core, World 
ex US Equity Core, Global Emerging Markets 
Equity, US Equity Large Cap Core, Growth 
and Value. To perform the analysis, we 
grouped strategies (within each analyzed 
universe) into quintiles based on the 
average value of active share over a period 
of 10 years to June, 30, 2018. 

Performance (excess returns) 
based on the degree of active share 

How does performance vary across five 
quintiles? Looking at Figure 1, we can 
make several observations. For all samples 
of equity universes used in this analysis, 
our results suggest that, on average, 
the highest active share strategies have 

delivered superior outperformance 
compared to the lowest active share 
strategies and the median manager of the 
respective universe. We note, however, that 
the level of outperformance between the 
fifth and first quintiles varies significantly 
among the analyzed equity universe 
samples. In the case of the US Equity Large 
Cap Value sample, for example, the level 
of outperformance delivered by the top 
quintiles is only marginal when compared 
to lower quintiles.8 On the other hand, for 
Global Emerging Markets, Global and World 
ex US Equity universe samples, the highest 
active share strategies (fifth quintile) on 
average significantly outperformed their 
lowest active share counterparts.9 

6  Taking into consideration that the last 10 years capture an extended bull market, we also looked at the performance of the 
global equity strategies over the 10-year period to June 2008. The findings of the two sets of analysis (10-year track record to 
June 2008 and to June 2018) were consistent with each other.

7 The data sample, empirical methodology and caveats to this analysis are detailed in the appendix.
8  The t-test results showed statistical significance in the case of the US Large Cap Growth universe (at 1%) but not in the case of 

US Large Cap Core and Value universes (not even at 10%). 
9 Statistically significant at 1%. 
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Figure 1. Active Share and Performance Analysis

Notes: This chart shows 1) average active returns (annualized) grouped into quintiles based on the level of active share; 2) the active return of the median 
manager for each of the respective equity universes; and 3) the active return for the median manager for the sample data over the 10-year period to 
June 30, 2018.

Do higher active returns translate into a 
higher level of risk (relative or absolute)?

So far, our analysis was focused on the performance 
of high active share versus low active strategies, 
suggesting that the former group of strategies 
delivered better performance (active/excess 
returns) over the 10-year period to June 30, 
2018. However, were these better returns simply 
a function of higher risk compared to lower active 
share strategies? To answer this question, we 
investigated the level of absolute and relative 
volatility experienced by the strategies within the 
aforementioned quintiles. 

With regard to relative volatility, our 
analysis suggests that the highest active share 
funds experienced a higher level of tracking error 
when compared to the lowest active share funds 
(Table 1). However, the dispersion of tracking error 
within each quintile is quite wide. Specifically, there 

are high active share strategies with tracking error 
as low as that for lower active share strategies,10 
and there are lower active share strategies (within 
the third and second quintiles) with tracking error as 
high as that for higher active share funds. In addition, 
the difference in maximum (and minimum) realized 
tracking error is only marginal between the fourth, 
third and second quintiles. 

In terms of the absolute volatility of returns (as 
measured by ex-post standard deviation), our 
analysis suggests that higher active share funds did 
not necessarily display higher volatility of returns, 
and in some instances, high active share funds 
displayed lower volatility of returns when compared 
to lower active share funds. For example, in the 
World ex US Equity universe sample, the average 
standard deviation of the top active share quintile 
is lower than the average standard deviation of the 
bottom quintile. 
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10 Appendix provides details on the data set used in the analysis.
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We therefore conclude that stronger excess returns 
delivered by higher active share funds cannot simply 
be associated with a higher level of risk (absolute 
or relative). We also note that the information ratio 
achieved by higher active share strategies is (on 
average) better than information ratio delivered 
by their lower active share counterparts, with the 

exception of the US Equity Large Cap Value universe 
sample, where the average information ratio for the 
fourth and fifth quintiles is lower than the average 
for the first, second and third quintiles (Figure 2).  

Figure 2. Information Ratio Analysis

Notes: This chart shows the information ratio grouped into quintiles based on the level of active share for each of the respective equity universe samples 
over 10-year period to June 30, 2018.
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Table 1. Risk and Return Analysis

Notes: This table shows absolute return, standard deviation and tracking error (annualized over 10-year period to June 30, 2018) grouped into 
quintiles based on the level of active share for each of the respective equity universe samples.

1  
(low active 

share)
2 3 4

5  
(high active 

share)

Analyzed equity universes Absolute returns

Global Equity 7.1 6.9 6.9 7.7 9.0

World ex US Equity 3.9 4.0 4.3 5.2 5.7

Global Emerging Markets Equity 3.5 2.8 3.3 3.6 4.9

US Equity Large Cap Core 10.5 10.4 10.3 9.9 11.1

US Equity Large Cap Value 9.4 9.6 9.7 9.3 9.8

US Equity Large Cap Growth 11.2 11.3 11.2 11.2 12.4

Standard deviation

Global Equity 16.2 16.2 16.5 16.5 17.0

World ex US Equity 18.2 18.3 18.0 17.8 17.7

Global Emerging Markets Equity 22.3 22.6 22.2 21.9 21.4

US Equity Large Cap Core 15.0 15.0 15.0 15.2 15.2

US Equity Large Cap Value 15.4 15.7 15.5 15.5 17.0

US Equity Large Cap Growth 14.8 15.3 15.7 15.8 16.1

Tracking error

Global Equity 2.4 3.9 4.5 5.4 6.7

World ex US Equity 2.6 3.8 4.4 4.9 5.6

Global Emerging Markets Equity 3.0 4.2 4.3 5.1 6.6

US Equity Large Cap Core 2.3 2.9 3.2 4.1 5.7

US Equity Large Cap Value 2.8 3.7 3.9 4.4 6.3

US Equity Large Cap Growth 2.8 3.2 3.7 4.2 5.6
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What about the strategies within lower-
level active share quintiles? Should they be 
abandoned completely? 

The empirical findings of our study suggest that, on 
average, the higher active share strategies delivered 
better performance when compared to their lower 
active share counterparts. However, this raises the 
question of whether there is still a case for lower 
active share funds — that is, should asset owners 
consider lower active share funds? To answer this 
question, we extended our analysis by splitting a 
group of the lowest active share strategies (first and 
second quintiles) into two categories — systematic 
and non-systematic investment strategies — and 
comparing the 10-year performance delivered by 
these two categories of strategies. 

•  We note, however, that any distinction between 
systematic and non-systematic equity investment 
managers is subjective. Many non-systematic 
managers (who principally make investment 
decisions based on analysis and judgement) will 
incorporate an element of quantitative analysis 
and screening. Conversely, systematic managers 
(who mainly make decisions using a rules-based 
systematic quantitative process) will use human 
judgement in the design of their models, the 
inputs to those models or, on occasion, to adjust 
the output of those models. There is less of 
a divide between the two than a continuum. 
However, for the purpose of this analysis, we 
have defined systematic strategies as those11 
that heavily rely on quantitative/systematic 
screens/models at the idea generation stage of 
the process and where the investment decision-
making process depends on outputs of these 
models to a significant degree.

The results of our analysis suggest that, over the 10-
year period to June 30, 2018, systematic strategies 
delivered:

•  Stronger excess returns than non-systematic 
strategies and the median of the universe 

• A higher information ratio 

The potential reason behind the superior 
performance/information ratio delivered by 
systematic strategies is the ability of this type of 
strategies to capitalize on breadth — to harvest the 
return premia in an efficient manner. In contrast, 
fundamental strategies are not typically designed 
to capture these exposures in a systematic and 
consistent way.  

Overall, our analysis supports the idea that within 
lower active share funds, investors should focus 
on systematic strategies, which, in our view, remain 
a useful and important part of investors’ toolkit in 
accessing active management. 

11  For the purpose of this paper, we have analyzed only the performance of Mercer’s Global Equity universe that has been subjectively split between 
systematic and non-systematic strategies based on the aforementioned criteria.



9

Figure 3. Return and Information Ration Analysis for Systematic and Non-Systematic 
Managers

Notes: This chart shows average active return (annualized) and average information ratio (over 10-year period to June 30, 2018) achieved by a sample of 
global equity managers falling into the first and second quintiles. 
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Conclusion 

The empirical results of this study suggest that: 

•  On average, the highest active share strategies (within the analyzed 
sample of managers) delivered meaningfully better outcomes than 
their lower active share counterparts (as measured by active 
returns and information ratio).

•  Higher active share strategies should not necessarily be associated 
with a higher level of risk (relative or absolute).

•  Within lower active share quintiles, systematic strategies delivered 
meaningfully better outcomes than non-systematic strategies (as 
measured by active returns and information ratios).

We believe that active share has relevance in equity manager 
selection, and it should be used as one of the measures to assess 
the degree of active management within investment portfolios. 
By combining insight from active share consideration with a robust 
and consistent research framework (such as the Mercer four-
factor framework), investors can identify a group of skillful portfolio 
managers who are poised for success. 
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Appendix

Data

The data used in this study were obtained for Mercer 
(large cap) equity universes of actively managed 
strategies12 and were analyzed for a 10-year period 
to June 30, 2018:

•  Active share (calculated as 100% minus  
coverage) — coverage13 data obtained from 
Style Analytics (the quarterly coverage data 
versus the respective universe benchmarks) 

•  Active returns (annualized) calculated as 
an absolute return minus the respective 
benchmark return

•  Standard deviation (annualized, based on monthly 
observations)

•  Tracking error (annualized, based on monthly 
observations, versus the respective universe 
benchmark)

•  Information ratio (calculations performed by 
MercerInsight, using the respective universe 
benchmark)

Within each of the analysed universes, we selected 
strategies with: 

•  At least 10-year return track record available in 
MercerInsight

•  At least two quarters of coverage statistics 
available in Style Analytics

After applying these filters, we were left with 
approximately 900 strategies across the six analyzed 
equity universes (for a sample size for each the 
universes, see Table 3).  

Empirical Methodology 

For each of the analyzed equity universes, we 
performed the following steps:

1)  Calculate the average of the quarterly coverage 
data for each strategy; then calculate average 
active share as 100% minus coverage.

2)  Group equity strategies into quintiles based on the 
level of active share within each analyzed universe 
— fifth quintile contains strategies with the 
highest active share within the selected sample, 
and first quintile with the lowest active share 
within the selected sample. 

3)  Calculate the average of active/excess returns, 
information ratios, standard deviations and 
tracking errors (using the data for all underlying 
strategies for each quintile).

12  Global Equity Core – All Countries and Developed, World ex US Equity Core — All Countries and Developed, Global Emerging Markets Equity, 
US Equity Large Cap Core, Growth and Value universes. 
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Caveats to analysis presented in this paper

1.  We note that our analysis is subject to: 

• Selection bias14 

•  Survivorship bias — the sample includes live 
strategies that have performance track record 
for the entire 10-year period, but it is worth 
noting that aside from the Global Equity and 
Global Emerging Markets Equity universes, the 
survivorship bias15 appears to be quite limited 
within the analyzed universes (see Table 3) 

2.  We note that the US Large Cap universes are 
explicitly split into style buckets (Value and 
Growth) and are measured against the style 
benchmarks, whereas Global, World ex US and 
Global Emerging Markets Equity universes are 
measured against broad indices. This may have 
influenced the results for these universes, which 
differ from the other universe samples. 

3.  The decision to use the Global Equity universe 
only for the analysis of strategies within the lower 
quantiles was driven by our attempt to focus on 
the broadest equity universe that has one of the 
longest track records available in MercerInsight 
and Style Analytics and potentially affects the 
broadest client base.

13  A stock’s coverage is defined as the lower of the percentage weight in the 
portfolio and the percentage weight in the benchmark. Summing these 
numbers for every stock in the portfolio gives a number of the overall 
portfolio coverage. Portfolio coverage describes the extent to which the 
benchmark is represented in the portfolio.

14  The sample excludes strategies for which we do not collect portfolio 
holdings information and strategies that do not have a track record for 
entire 10-year period to June 30, 2018. 

15  We measured survivorship bias as a number of strategies with 10-year 
track record versus those with five- and seven-year track records.
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Table2. Descriptive Statistics of Data Sets 

Notes: This table shows the maximum, minimum and average value for annualized active/excess returns, tracking error and standard deviation (versus 
respective universe benchmark) over 10-year period to June 30, 2018, and for active share. All data sets are grouped into five quintiles for Global Equity, 
World ex US Equity and Global Emerging Markets Equity universe samples. 

Notes: This table shows the maximum, minimum and average value for annualized active/excess returns, tracking error and standard deviation (versus 
respective universe benchmark) over 10-year period to June 30, 2018, and for active share. All data sets are grouped into five quintiles for US Equity Large 
Cap Core/Value/Growth universe samples.

Excess return Active share Tracking error Standard deviation

Equity universe Quintile Max Min Mean Max Min Mean Max Min Mean Max Min Mean

Global Equity

5 10.2 -1.8 2.3 99.9 93.9 95.2 11.5 3.4 6.7 22.6 10.9 17.0

4 6.9 -3.7 1.1 93.9 90.4 92.3 9.5 3.2 5.4 21.3 9.5 16.5

3 3.5 -6.9 0.2 90.3 86.8 88.5 11.7 2.8 4.5 25.3 11.2 16.5

2 3.2 -3.1 0.1 86.7 80.0 83.9 11.4 2.0 3.9 20.2 12.2 16.2

1 2.9 -2.7 0.4 80.0 21.2 64.0 5.4 0.7 2.4 18.0 14.3 16.2

World ex US Equity

5 7.2 -2.0 2.5 99.7 91.6 95.1 10.0 3.5 5.6 21.9 10.1 17.7

4 6.4 -1.7 2.0 91.5 86.4 89.2 8.6 2.9 4.9 22.1 11.5 17.8

3 6.4 -2.6 1.0 86.4 82.7 84.6 7.5 2.9 4.4 20.9 14.6 18.0

2 3.3 -2.2 0.7 82.6 75.5 79.3 6.9 2.5 3.8 22.8 14.3 18.3

1 3.0 -1.8 0.6 75.1 11.2 62.0 4.8 0.5 2.6 21.1 16.3 18.2

Global Emerging 
Markets Equity 

5 6.2 -1.9 2.3 99.2 84.9 90.1 9.0 3.7 6.6 26.6 17.0 21.4

4 4.7 -1.7 1.0 84.9 78.1 81.1 7.9 3.1 5.1 24.8 16.5 21.9

3 2.2 -1.5 0.7 77.9 73.6 75.4 5.7 3.2 4.3 23.8 21.1 22.2

2 2.3 -3.6 0.2 73.6 67.3 71.2 7.1 3.1 4.2 25.4 20.5 22.6

1 3.5 -1.3 0.9 66.8 24.7 54.3 8.3 1.3 3.0 23.9 20.6 22.3

Excess return Active share Tracking error Standard deviation

Equity verse Quintile Max Min Mean Max Min Mean Max Min Mean Max Min Mean

Us Equity Large 
Cap Core

5 5.7 -2.8 0.9 97.6 85.5 90.8 11.4 3.5 5.7 19.7 10.0 15.2

4 3.3 -4.5 -0.3 85.5 77.4 81.1 6.6 2.4 4.1 18.6 11.1 15.2

3 2.4 -1.9 0.1 77.2 71.4 73.8 6.2 2.0 3.2 16.3 11.9 15.0

2 1.7 -1.6 0.2 70.9 63.9 67.8 5.1 1.7 2.9 17.9 13.4 15.0

1 1.8 -0.7 0.3 63.7 29.4 55.6 5.1 1.0 2.3 18.4 13.0 15.0

US Equity Large 
Cap Value

5 5.4 -3.9 1.3 99.8 85.3 89.1 14.0 3.9 6.3 25.1 12.6 17.0

4 3.2 -2.1 0.8 85.2 80.3 82.6 6.0 3.0 4.4 18.6 11.8 15.5

3 4.3 -1.6 1.2 80.1 77.3 78.7 6.9 2.7 3.9 19.4 13.5 15.5

2 2.8 -1.6 1.1 76.8 73.0 75.3 6.5 1.9 3.7 20.1 13.2 15.7

1 2.6 -1.4 0.9 72.6 23.4 66.8 4.5 1.7 2.8 18.8 12.7 15.4

US Equity Large 
Cap Growth

5 3.2 -1.8 0.5 93.8 87.1 90.2 7.9 3.6 5.6 20.0 12.0 16.1

4 2.9 -2.6 -0.6 86.3 86.2 84.1 8.1 4.1 4.2 19.0 13.2 15.8

3 2.0 -5.9 -0.7 81.6 78.5 80.0 5.2 2.4 3.7 17.6 12.9 15.7

2 1.3 -3.1 -0.6 78.5 74.1 76.7 4.6 2.1 3.2 16.5 12.7 15.3

1 2.0 -3.2 -0.6 74.1 59.5 69.8 4.9 1.5 2.8 16.7 12.5 14.8
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Table 3. Testing for Survivorship Bias

Notes: This table shows a number of strategies with five-, seven- and ten year track records (annualized active/excess returns) for each of the 
analyzed equity universes.

Equity universe

A number of strategies with 

Active returns over 5 years Active returns over 7 years Active returns  
over 10 years

Global Equity 326 290 217

World ex US Equity 286 266 239

Global Emerging Markets Equity 164 145 105

US Equity Large Cap Core 168 159 147

US Equity Large Cap Value 164 156 147

US Equity Large Cap Growth 124 118 115
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investment decision.

Not all services mentioned are available in 
all jurisdictions. Please contact your Mercer 
representative for more information.

Investment management and advisory services 
for US clients are provided by Mercer Investment 
Management, Inc. (MIM) and Mercer Investment 
Consulting LLC (MIC). MIM and MIC are federally 
registered investment advisers under the 
Investment Advisers Act of 1940, as amended. 
Registration as an investment adviser does not 
imply a certain level of skill or training. The oral 
and written communications of an advisor provide 
you with information about which you determine 
to hire or retain an advisor. MIM and MIC’s Form 
ADVs Part 2A & 2B can be obtained by written 
request directed to: Compliance Department, 
Mercer Investments, 701 Market Street, Suite 
1100, St. Louis, MO 63101.

Certain regulated services in Europe are 
provided by Mercer Global Investments 
Europe Limited, Mercer (Ireland) Limited and 
Mercer Limited. Mercer Global Investments 
Europe Limited and Mercer (Ireland) Limited 
are regulated by the Central Bank of 
Ireland. Mercer Limited is authorized and 
regulated by the Financial Conduct Authority. 
Registered in England and Wales No. 984275. 
Registered Office: 1 Tower Place West, Tower 
Place, London EC3R 5BU.
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