
June 2018

 

The Impact of Culture on Investment Performance

Over the years of researching asset managers in South Africa and globally, there have been many cases of successful asset managers
who have seemingly fallen apart, lost assets and faced uncertain futures. This deterioration often happens quickly and without
warning. We spend significant time analysing whether there is a common thread running between these firms that face collapse. Is
there any specific factor or common denominator that we could focus on which would allow us to identify those asset managers in
advance and avoid them?

Examples of factors used by many to identify issues within an asset manager are things such as prolonged poor performance, a key
member of the investment team leaving the business or high levels of turnover in the investment analyst team. The challenge is that
these issues normally occur after the situation has already deteriorated. They often happen as a result of the collapse rather than
being the cause, therefore using these factors to identify problems means it is already too late and the negative performance impact
has already been felt. 

Based on our analysis and experience of researching managers, we believe the most common factor driving long term success or
failure of an asset management firm is the culture of the organization. This is why we spend so much time when assessing a fund
manager trying to understand the culture of the firm, and how that culture impacts on decision making.

Investment Edge

During our due diligence process, we always ask the asset manager what they see as their unique edge: What makes them stand out
from other asset managers? How do they believe they will deliver a superior outcome for the end client over time? It is a question
that the vast majority of managers struggle to answer, and invariably the answer will include one or more of the following:

Being independent or having an owner mentality
Differentiated investment philosophy
Quality of the research or the investment processes
Strength or experience of the team

We would agree that all of these are important elements to the success of an asset management business, however we would
question whether these factors give them a competitive advantage over the long term given that many firms will also tick these
boxes.

In our experience, the edge for many of the best firms is the culture of the firm and the positive impact that the culture has on
decision making throughout the business. After all, you can have the best research process in the world, but you still need to make
good decisions when implementing investment calls in the portfolio.

David Fisher, Chairman of the Capital Group, one of the most successful asset management firms of all time, put it succinctly when he
said, “our only competitive advantage is culture”, and Charles D. Ellis, wrote in his book “Capital: The Story of Long-Term Investment
Excellence” that “Successful firms do flourish by holding fast to fundamental values: sticking to the right path; taking the long-term
view; and insisting always on quality and excellence.  In the long run, culture dominates”.  We would agree.

The Problem with Culture

So if culture is so important, why do many asset managers struggle with it? Asset managers are often hesitant to talk about culture,
preferring to spend time strategising about remuneration schemes, or team roles and responsibilities. This is not surprising given that
the stereotypical portfolio manager is cynical and analytical, and culture is difficult to define and measure. Culture is often viewed as
an intangible in a world dominated by facts and figures. 

We think Mitesh Sheth defined culture well in his 2014 paper entitled “The essential C-word in investment management”: 
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“Culture is embedded in the unwritten rules colleagues tell new joiners – ‘this is how things are done around here’ or ‘we have always
done it this way’. Culture is a set of repeated habits, rituals, narratives and expectations that govern how people do things in
organisations, and are based around the inherent values of decision makers. Culture is a control system that carries the behavioural

norms that must be upheld, and determines the social consequences for those that do not stay within the boundaries.“

There is also no one perfect culture that can be identified and then replicated. Culture is an evolving concept that is specific to each
asset management firm. However, we would argue that there are a number of elements of culture that are tangible and reasonably
easy to identify as either positive or negative. It is not a perfect science, but there are certainly common traits that are identifiable in
asset managers that have struggled or face collapse, as opposed to those that flourish. 

Elements of a Positive Culture 

Examples of cultural traits that create a positive environment for decision making are:

Trust: Trust is at the core of any high performing team. Trust is believing that other members of the team have the team’s interest at
heart and that your contribution to the team will be supported by others. It is a belief that all are looking for the best possible
outcome from the decision making process. Unless there is a sufficient amount of trust in a team or firm, the other behaviours
mentioned below will not evolve. In an environment with no trust, a member of the investment team will generally not feel safe being
honest with their opinions.

Introspection: The best investment teams have members who are open to feedback from anyone and will use that feedback
constructively in improving decision making. They welcome introspection about the process and about themselves as opposed to
being defensive.  They want to learn and see what they can do better next time to ensure an improved outcome.

Honesty: Good investment decisions come from investment teams where individuals are willing to say it as it is, to be honest and
share their opinions without fear or favour. Differences of opinion based on different experiences is essential to balanced decision
making, and the culture in the firm is crucial in whether these differences of opinion are welcomed or frowned upon.

Accountability or taking responsibility: A culture where each individual is accountable for their part in the process also leads to better
decision making. Each member of the team takes responsibility for their actions that lead to a specific outcome, and does not try to
take credit for others work or pass on any errors. 

The flipside of these examples of a positive performance or decision making culture occurs when fear is rampant in an organization.
People are naturally fearful and when threatened, our ability to think and perform is greatly reduced. Instead of being curious and
wanting to learn, we constrict and want to win the argument. We want to be right. In an investment team, this generally leads to poor
decisions over time.

We are often asked how one identifies these traits of culture during a due diligence process. There are times when a culture of fear is
easy to identify : when meeting with an investment team, the team members constantly look at the dominant leader in the team
before answering a question as if to ask permission, and then again once they have finished answering to check whether the answer
meets their approval. Similarly there are obvious signs of a lack of debate in a team when the dominant leader talks over the top of
everyone else and doesn’t let the rest of the team respond to any questions, displaying a lack of trust in their ability to answer the
question well. Sometimes identifying a positive or negative culture is far more difficult, and relies on experience and spending more
time with the team.

In Conclusion

Asset management is complex and in the most part driven by marketing. The glossy exterior can often hide what is really happening
behind the scenes. At some point, the reality of challenges faced inside the business through an embedded poor culture will come to
the surface often with disastrous consequences for the asset manager and its clients. While it is difficult to identify these underlying
issues, we believe that many clues to identifying potential disasters lie in trying to understand the culture of the firm and how that
culture impacts on their decision making.
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Fundhouse is a leading investment adviser specialising in fund research, ratings and portfolio construction
services. We help clients manage investments on behalf of the end investor. Our experienced team
understands the complexities of the fund management world. We apply this knowledge alongside a
client?first mindset to improve the outcome for the end investor.

Fundhouse was founded in 2007 by professionals from the investment management industry. We currently
operate from offices in the United Kingdom and South Africa, where we cover the local and global fund
industry first hand. Our business is 100% independent and owner managed which means we can offer
objective advice and services in the best interests of our clients.
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