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In Defense of Active Management 
The current recovery is unlike any other in recent memory, with global GDP well below its 
normal pace and negative interest rates across half of the developed world. From an 
investment perspective, the environment seems upside down, with expensive stocks 
outperforming those more reasonably valued and U.S. equities trouncing faster-growing 
Emerging Markets. 

Perhaps unsurprisingly, the majority of Large Cap managers have lagged the S&P 500 over the 
past several years. This has helped to fuel the successful rise of ETFs and Smart Beta            . 
It has also led to an increase in outflows and fee pressure. 

While the unusual nature of the recovery has provided managers with a myriad of explanations 
for their underperformance, little rigorous work has been done to quantify these linkages.     
          investors regularly point to zero rate policy as a cause of weak results despite little 
evidence to support this assertion. 

Although recent manager underperformance has been disappointing, a review of the data 
indicates that returns have not strayed from historical norms as much as it might appear. 
Importantly, the current period follows a spectacular run of manager outperformance from 
2001 through 2011—a decade-plus during which 58% of managers surpassed the index, as 
shown below. 

Exhibit 1: Percentage of Managers Beating the S&P 500 

 
Note: Gross performance; rolling 3-year annualized total return; Large Cap managers defined by Morningstar 
Source: S&P, Morningstar, and RBC Capital Markets 

While history demonstrates that superior            can add value on both an absolute and risk-
adjusted basis, the purpose of this report is to focus on the behavior of the manager universe 
more broadly. Our research supports two key conclusions: 1) the universe of managers 
performs roughly in line with the benchmark (before fees) over time; and 2) they successfully 
manage downside risk, delivering superior risk-adjusted returns. 
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The exhibit on the prior page measures investment success as the likelihood that a given 
manager tops their benchmark. Perhaps, however, it would be more valuable to calculate 
their victories directly—via their relative performance. These results are shown below. 

Regardless of the     u    wh  ’s clear is that manager performance is quite cyclical. Put 
differently, just as value and growth stocks go in and out of favor, so too does active 
management. And just like value and growth, the duration of these fertile and fallow periods 
can be quite extended. 

Exhibit 2: Large Cap Manager Alpha 

 
Note: Gross performance; rolling 3-year annualized total return; Large Cap managers defined by Morningstar 
Source: S&P, Morningstar, and RBC Capital Markets 

The analysis in this report focuses on rolling three-year returns. This avoids the tendency to 
overemphasize near-term results, such as the 390 bps of underperformance over the past 12 
months. 

  

-6

-4

-2

0

2

4

95 99 03 07 11 15

% Underperformance Outperformance
Weak

Performance

M
an

ag
er

 P
er

f.
 R

el
at

iv
e

to
 B

en
ch

m
ar

k

Avg. -0.2Avg. 1.4Avg. -2.1

Active management results 
can deviate quite 
substantially from their 
benchmarks for protracted 
periods of time 

 

2001–2011 was an 
exceptional period of 
manager performance 

 

Returns have been 
modestly disappointing 
over the past several years 



 

In Defense of Active Management

 

April 18, 2016  3 

Understanding Manager Behavior 
As shown above, active results can deviate quite substantially from their benchmarks for 
protracted periods of time. The question is why. If managers collectively hold the stocks in 
their index, then collectively they should perform in line with passive alternatives. Given this 
logic, the only explanation for their d         w u d b   h            d  ’  perfectly mimic 
the holdings of their assigned index. This appears to be the case.  

The data clearly indicates that there are pronounced and consistent biases that explain the 
cyclicality of manager returns. Our research suggests that these biases are the result of the 
conflicting objectives to maximize returns while minimizing risk.  

Maximize Returns 

In order to outperform their benchmark, investors often go outside of its bounds. In the case 
of Large Cap funds, this includes holding non-U.S. and smaller cap stocks. While this might 
          b  “ch      ”     is encouraged by asset owners (clients) who specifically build this 
flexibility into fund guidelines. As a result, managers are more likely to exceed their 
benchmark in periods when International and smaller cap stocks lead. 

Minimize Risk 

In order for portfolio managers to minimize risk, they must first have a clear and singular set 
of criteria. While they are judged relative to an index and their peers, they are acutely aware 
of their clients’ discomfort with absolute, downside risk. As a result, managers tend to 
implement a dual-risk approach that seeks to minimize absolute losses while managing their 
broader risk profile relative to the benchmark. Put differently, they are incentivized to deliver 
outperformance in down markets even if this results in weaker performance during periods 
of strength. 

The desire to minimize worst-case outcomes—downside risk—leads them to avoid more 
speculative stocks and concentrated positions. This proves particularly challenging in 
environments where the largest or most speculative stocks lead the market. Unfortunately, 
this is precisely what occurred in 2015. 

Exhibit 3: 2015 S&P 500 Return Contribution 

 
 
Note: Price return; largest companies based on market cap at 12/31/14; fastest-growing companies based on NTM growth at 12/31/14;  
assumes unchanged basket; remaining return calculated as the difference of market and top 50 returns 
Source: S&P, FactSet, Thomson Financial, and RBC Capital Markets 
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The schematic below provides a graphical depiction of the conflicting objectives that 
portfolio managers attempt to address in their day-to-day activities.  

Exhibit 4: Large Cap Manager Risk and Return Objectives 

 
 
Source: RBC Capital Markets 

While the framework above helps to explain manager behavior, the question is whether this 
is supported by empirical evidence. More specifically, if the exhibit above holds true, 
managers should lead in weaker market environments but lag when stock returns are robust. 
They should also lead when non-U.S. stocks and equal-weighted benchmarks surpass the S&P 
500. As the exhibit below shows, the data clearly supports these assertions. 

Exhibit 5: Manager Performance Around Market Direction, Cap Size, and Global Leadership 

 
Note: S&P 500 Total Return Benchmark; gross performance; rolling 3-year annualized total return; Large Cap managers defined by Morningstar 
Source: S&P, MSCI, Morningstar, FactSet, and RBC Capital Note: Since 1/31/95 

Most importantly, the data above highlights that managers are quite successful at achieving 
their goal of downside risk protection, outperforming in weaker market environments.  
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Modeling Manager Behavior 
The three portfolio biases described on the prior pages are valuable in explaining/predicting 
manager results. One benefit of these three tilts is that they have a relatively low correlation 
to each other. This is particularly helpful when building a statistical model. When combined, 
these three variables have a predictive value of 0.82 R

2
 (correlation of 0.91). 

Exhibit 6: Large Cap Manager Alpha – Actual vs. Model 

 
Note: Gross performance; rolling 3-year annualized total return; Large Cap managers defined by Morningstar 
Source: S&P, MSCI, Morningstar, FactSet, and RBC Capital Markets  

As the table below shows, actual manager results have been largely in line with model 
predictions. Interestingly, manager results have been 40 bps higher than the model predicted 
over the past four years. 

Exhibit 7: Large Cap Manager Alpha – Actual vs. Model 

 
 
Note: Gross performance; rolling 3-year annualized total return; Large Cap managers defined by Morningstar 
Source: S&P, MSCI, Morningstar, FactSet, and RBC Capital Markets  
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Implications 
While the title of this note is “In Defense of Active Management,” a better understanding of 
manager behavior has far-reaching implications. The two vignettes below highlight the 
broad-based usefulness of this research. 

Asset Allocation 

Asset allocators, whether they be employed by asset owners (i.e., pension funds or 
endowments), fund managers, or third-party advisers, all have a choice of using active or 
passive alternatives when implementing their programs. 

Since allocation models and frameworks are typically developed using indices, employing 
active strategies represents “b        k” (a potential mismatch). Put differently, manager 
biases should be taken into account when implementing a fund’s overall asset allocation 
strategy. For example, if Large Cap managers tend to outperform when EAFE or Small/Mid-
Caps are in favor, then asset allocators should lower their exposure to those dedicated 
allocations. Similar work should be done to ascertain manager biases across other asset 
categories. 

Manager Oversight and Fund Flows 

Broadly speaking, investment decision maker    c  b       uch  f          ’s relative 
performance to skill as opposed to factor exposure. This often leads asset owners to shift 
from active to passive during periods when active management is out of favor. These 
decisions are often ill-timed and the result of portfolio tilts as opposed to manager skill. 

During periods of active outperformance, lagging managers are typically replaced by winning 
funds. As a result, there is a higher correlation between alpha and funds flows in periods of 
broad-based manager success. These correlations break down in more challenging periods. 
This is the case today. 

   b      u d      d     f  h  c c  c      u    f            u    w u d    d ub     d     a 
less disruptive and more advantageous process for both plan sponsors and managers. 
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Methodology 
This report focuses on all Large Cap actively managed mutual funds as defined by 
Morningstar. More specifically, it includes Large Cap Core, Value, and Growth styles 
aggregated together. When combined, the subset of funds classified as Growth and Value 
largely offset one another.  

The average gross performance of the fund universe is measured against the S&P 500 Total 
Return Index. A discussion of fees is beyond the scope of this report. A review of the data 
shows no substantial difference between average and median performance. Finally, funds 
both entering and exiting the universe have been included to eliminate survivorship bias.  

Manager returns are not uniformly distributed. As a result, evaluating manager performance 
versus the percentage of managers outperforming may result in an inconsistent short-term 
pattern. In aggregate, performance is consistent between both metrics through time. 

The analysis in this report focuses on rolling three-year returns. This avoids the idiosyncratic 
nature of short-term performance.   
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