
Perception and Practice in Manager Selection

“A steady, second-quartile performance ranking every quarter should result in first-quartile status
over time.”  

“Every manager with good long-term performance goes through a bad patch from time to time.” 

These perceptions among investment professionals relate directly to decisions made by plan
sponsors and others in the business of selecting investment managers. These decision-makers
may well ask: 

■ Is it possible to find those “steady second-quartile managers?” 

■ Just how bad should you expect a future “bad patch” to be before you start 
questioning your manager choice?

The first topic is strictly theoretical. Nobody should expect to find a manager holding the same
universe ranking quarter after quarter. In fact, when we examine this “theoretical steady second-
quartile manager,” second quartile is the last place they will likely end up. The second topic 
better lends itself to practical analysis. We identify a subset of “consistently good” managers in
the international equity universe and examine how often, and for how long, they underperform.

For the first topic, we examined both U.S. and non-U.S. equity portfolios. We used tax-exempt
data from 1992 to 2003, based on InterSec Research Corp.’s active international equity universe
and Callan Associates Inc.’s broad U.S. large-cap universe.

Based on our results, it does appear that a steady second-quartile ranking generally will result
in first-quartile status eventually – with an important exception.

Our analysis showed that to achieve a first-quartile ranking over the average five-year period
through a consistent second-quartile rank, a manager needed only to place at the 41st per-
centile every quarter in the international universe, and the 43rd percentile in the U.S. universe.
This was measured by comparing the linked, quarterly universe returns (as reported) with the
universe returns reported at the end of the measurement period.

Higher percentile rankings were required to achieve a first-quartile ranking sooner than five
years. To get to the first quartile in three years, the ranking needed to be 39th percentile (inter-
national) or 41st (U.S.).

No matter how low a manager’s ranking within the second quartile, as long as that ranking is
consistent, will the portfolio eventually make it into the first quartile? (Here is the exception
alluded to earlier.) 

Based on our study, the answer is no.  If that second-quartile ranking is too low, the manager
may drop below median into the third quartile. In effect, there’s a “tipping point” low in the
second quartile. A manager who ranked steadily above it would move eventually into the first
quartile.  One who scored below it, even if the result was above median, was destined over
time for the third or fourth quartile.
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There are two factors that actually may make it harder for a slightly above-average performer to
appear well above average over time: “survivorship” and “new entry” biases.  In any dynamic
universe of portfolios, some are added and some drop out over time.  Survivorship bias recog-
nizes that those dropping out tend to have had results overly concentrated in the third and
fourth quartiles.

New entry bias recognizes that managers may test a strategy before introducing it into the uni-
verse.  The new entries usually will be those that have tested well and they’ll tend to enter a
universe with above-average past results.  So, over time, for a portfolio that consistently has
been around median every quarter, competitors that on balance trailed it quarterly are drop-
ping out, and ones that on balance beat it, are coming in.  Given these effects, we should
expect to see the linked quarterly median tend to fall behind the median of results over more
extended periods. This is in fact exactly what happened over three and five year horizons in
both universes. In other words, if a manager had been the median performer in each quarter
over that horizon, it would have been below median for the period as a whole.

COMPARISON OF “LINKED QUARTERLY” MEDIANS TO ACTUAL MEDIANS
1992 - 2003

(Quarterly Rolling Data)

This effect illustrates the “tipping point” just above the median ranking that makes staying in
the second quartile over the longer term statistically difficult, if not impossible.  Managers who
always performed just above this tipping point would migrate into the first quartile.  If they
were steadily just below it, they likely would fall into the third or fourth quartile.  For example,
in the international universe, the tipping point on a 3-5 year period appeared to be the 48th 
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*Source:  InterSec Research and Callan Associates data, Brandes Institute

Average of Actual Median Managers* 7.43% 6.09% 7.64%

Linked Average, Quarterly Medians* 7.01% 5.33% 6.66%

One Year
42 data pts.

Three Years
34 data pts.

Five Years
26 data pts.

Difference +0.42% +0.76% +0.98%

Average of Actual Median Managers* 10.92% 12.08% 15.23%

Linked Average, Quarterly Medians* 10.97% 11.88% 13.57%

Difference -0.05% +0.20% +1.66%

INTERNATIONAL

U.S.



percentile. Thus, if a portfolio consistently ranked at the 48th percentile, it would drop below
median over both the 3- and 5-year periods. 

Based on our observations, steady, second-quartile performance over time can indeed result in a
first-quartile ranking.  Even with survivorship and new entry biases, our study shows that a
first-quartile result may be achieved over five years from as low a base as a steady ranking in the
fifth decile for either the international or U.S. equity universe. However, as we also have shown,
over time, second-quartile managers who are just above median can “tip” into the third or
fourth quartile.

We realize this is a hypothetical exercise and the likelihood of a manager achieving a steady
rank quarter after quarter is effectively zero.  But there are two lessons here, we believe.  The
first is how surprisingly quickly a consistent ranking almost anywhere in the second quartile is
likely to propel a manager into the first quartile. The second is the existence of this “twilight
zone,” just above median, where managers would struggle to avoid being sucked into the bot-
tom half of the rankings.

Turning now to a more practical topic, we look at how frequently a “consistently good” manager
may appear in the lower reaches of the manager universe. This particular example should be
viewed as an illustration, as opposed to a “proof,” as we are using one specific universe (interna-
tional equities), over a limited period (the last 14 years). It may still prove instructive for plan
sponsors who have to decide whether a bad performance patch is a typical, temporary phenom-
enon, or something indicative of more serious issues.

For this study, we used the PSN database1 of active international equity managers in order to
examine the performance over time of specific managers. In order to establish “consistency,” we
needed to apply the test over relatively long periods, so we included only those 53 managers
that had track records going back to 1990, out of the 245 in the database. We defined “consis-
tently good” as those managers whose three-year and five-year rolling universe rankings (over
the whole period) averaged above median, and above the MSCI EAFE Index2, in the whole PSN
international equity universe. 

After that, to ensure an “apples-to-apples” comparison, we excluded portfolios in the PSN list
that were small cap, regional, or emerging market only.  To simplify, we left out ADR-only ver-
sions of other strategies already included. We were left with 29 managers with extended track
records.  Ten of these managers met our definition of  “consistently good.”  This may seem a
high proportion, but (1) the universe has already “pre-selected” good managers, as managers
with poor records may have disappeared from the PSN database due to market forces and (2)
this was a period when most managers beat the relevant index. Conversely, we defined “bad” 
as “the trailing three-year record dropping into fourth quartile and behind the index for four 
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Perception and Practice in Manager Selection continued

consecutive quarters.”  In practice, this definition of “bad” may lead a client at least to question
the manager choice, and possibly to fire the manager on performance grounds.

What then was the chance of a “consistently good” manager turning “bad”? 

Let’s start by looking at the percentile rankings of all 10 “consistently good” managers.  Using
quarterly data, this chart illustrates percentile rankings for rolling, 3-year periods.

PERCENTILE RANK OF “CONSISTENTLY GOOD” MANAGERS

IN INTERNATIONAL UNIVERSE

3-YEAR PERIODS

We note that not only did these “consistently good” managers drop below median fairly 
frequently, but their three-year records were in the fourth quartile for 7% of the periods meas-
ured. While in aggregate they beat the MSCI EAFE Index 91% of the time (which suggests
they were probably meeting their client objectives), the times they didn’t overlapped substan-
tially with fourth-quartile rankings. In this example, we note that all the manager rankings are
substantially different from EAFE over time, demonstrating significant active risk against
benchmark. As benchmarks can vary widely in their universe rankings over time, this is an
additional factor that clients should monitor when judging “good versus bad” performance. 

Our illustration thus shows that four of the 10 could have been fired for “bad” performance, 
as we defined it earlier. Extending the measurement period to 3Q 2004 is likely to move that
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Perception and Practice in Manager Selection continued

statistic up to five of 10.  This universe and period is only an illustration. However, given that
most managers in this example beat the index most of the time, it may give pause for thought
that close to half the “consistently good” managers may have been “bad” long enough to 
get terminated.

What are the implications for manager selection?

■ If you believe you have found a manager with the potential to be “consistently good,” 
then, even if you are right, expect extended periods when your manager’s “long-term” 
record is below median, and some material periods when it may be both fourth quartile 
and below the index.

■ Before firing a manager, it may be prudent to examine the long-term record over 
extended rolling periods, as opposed to a single time horizon.  If the “non-performance 
related” reasons for the original hiring (people, process, etc.) are still intact, then this 
more extensive analysis may prevent an expensive mistake.

■ This data provides support for “contrarian manager selection” as practiced by some 
plan sponsors. In this approach, they identify their universe of “consistently good” 
managers, and then wait for the “inevitable” periods of “bad” performance to place 
assets with them.

These findings may remind readers of the last line in Benjamin Graham’s classic book, The
Intelligent Investor: “To achieve satisfactory investment results is easier than most people realize;
to achieve superior results is harder than it looks.”3
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1 The PSN database provides historical returns for approximately 1,600 investment managers, representing more than 6,000
U.S., global, and international investment products.
2 The MSCI EAFE Index consists of equities from Europe, Australasia, and the Far East.  The index is often used as a benchmark
for international equity portfolios and includes dividends and distributions, but does not reflect fees, brokerage commissions, or
other expenses of investing.
3Graham, Benjamin.  The Intelligent Investor: A Book of Practical Counsel. Fourth Revised Edition.  New York:  Harper & Row.
1973 (page 287).

This material was prepared by the Brandes Institute, a division of Brandes Investment Partners®. It is intended for informational
purposes only. It is not meant to be an offer, solicitation, or recommendation for any product or services. It should not be
assumed that any security transactions, holdings, or sectors discussed were or will be profitable. Investing outside of the United
States is subject to certain risks such as currency fluctuation and social and political changes; such risks may result in greater
share price volatility.  Indices are unmanaged and are not available for direct investment.  No investment strategy can assure a
profit or protect against loss.  The foregoing reflects the thoughts and opinions of the Brandes Institute.

Copyright © 2004 Brandes Investment Partners, L.P. ALL RIGHTS RESERVED. Brandes Investment Partners and the Brandes
Investment Partners logo are trademarks of Brandes Investment Partners, L.P. Brandes Investment Partners® is a registered
trademark in the United States. Users agree not to copy, reproduce, distribute, publish, or in any way exploit this material, except
that users may make a print copy for their own personal, non-commercial use.  Brief passages from any article may be quoted
with appropriate credit to the Brandes Institute.  Longer passages may be quoted only with prior written approval from the
Brandes Institute. For more information about Brandes Institute research projects, visit our website at
http://www.brandes.com/institute.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


