
DO ACTIVE MANAGERS OUTPERFORM
IN INEFFICIENT MARKETS?
Joseph Tenaglia — Director, Model Portfolios

06/06/2018

One of the most anticipated reports in the asset management industry is S&P Dow Jones’ SPIVA® U.S. Scorecard, a
semiannual report that provides a glimpse at the performance of active managers in each asset class. The report acts as a
regular checkup on fund managers and has added fuel to the active versus passive debate.

 

While recent years’ reports have generally acted as an indictment of active management, 2017 was more forgiving.
Nearly 37% of actively managed U.S. large-cap funds outperformed the S&P 500 last year—the best showing since 2013
—spurring conversation about a potential revival of active management. With the start of the financial crisis nearly a full
decade ago, we thought it would make sense to dig into the report’s 10-year numbers to get a comprehensive picture of
the state of the active universe.

 

Beta in Efficient Markets, Active Elsewhere

 

A common portfolio construction approach we hear from investors is that they will build portfolios using low-cost index-
tracking strategies in perceived efficient markets while allocating to active managers in less-efficient markets. The
rationale is that while it is tough to beat the market where information is well-known, active management should do well
where alpha is seemingly more readily available.

 

Looking at U.S. large caps over the last decade, this thesis had merit: It was very difficult for active managers to beat the
market, with only 10.49% of large-cap funds outperforming the S&P 500 over the last 10 years. However, contrary to what
investors might expect, active funds in mid- and small caps fared even worse than their large-cap counterparts.

 

 

Inefficiency Does Not Imply Outperformance

 

Perhaps the most surprising finding in the latest SPIVA report is that a greater proportion of U.S. large-cap funds
outperformed their benchmarks over the last 10 years than those in the mid- and small-cap spaces.
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Both broadly speaking and across all U.S. equity investment styles, large-cap funds fared the best compared to their
benchmarks, with higher hit rates in value, core and growth than mid- and small-cap funds. Further, this lack of mid- and
small-cap fund outperformance was not limited to the latest decade—large-cap funds also had the best relative
performance over the latest 3-, 5- and 15-year time frames as well.

 

Contrary to common perception, the ability to outperform in the supposedly less efficient mid- and small-cap spaces was
achieved by fewer than one out of every 20 managers over the last decade. If alpha was available to active managers in
these asset classes, it was apparently very difficult to find.

 

Active Fared Slightly Better Internationally

 

In addition to U.S. mid- and small caps, we often hear investors leaning toward active in other specialized asset classes
such as international small caps, emerging markets (EM), and high yield. While that belief is perhaps misguided in high
yield—with a shocking less than 2% of high-yield funds outperforming their benchmarks—funds in international small
caps and EM fared slightly better than those in U.S. equities. But not by much.

 

Of all equity asset classes tracked in the report, international small-cap funds had the highest hit rate, with just over a
quarter (27.45%) of managers beating the benchmark over the last decade. It should be noted that the report used the S
&P Developed Ex-U.S. SmallCap Index as a benchmark for international small caps instead of the more commonly
followed MSCI EAFE Small Cap Index, which was a more difficult bogey to beat than the S&P Index. A similar but less
flattering story existed in EM, with 14.86% of funds beating the Index (using the S&P/IFCI Composite Index, which
outperformed the MSCI EM Index).

 

These numbers lend credence to the idea that, while it is more likely that an active manager can outperform in
international markets, only a select handful actually have done so. Fees undoubtedly play a role in the results, as on an

asset-weighted basis, actively managed equity mutual funds on average charge 0.78%1—and typically much more than
that in the more esoteric, inefficient markets.

 

Active Approach at a Lower Cost

 

Similar to many active managers, we believe at WisdomTree that our fundamental approach of weighting by dividends
or earnings typically can have greater excess return potential in the perceived inefficient markets. The key differences are
that we implement our research passively, in a rules-based process, and through the beneficial ETF vehicle - all of which
help drive down costs for investors.

 

True to form, many of our long-term flagship products outperformed their benchmarks and peers in a decade that saw
significant struggles for non-index funds. Of every WisdomTree ETF with a 10-year track record in the inefficient equity
asset classes covered above, all but one beat the comparable index used in the SPIVA report (the WisdomTree U.S. Small
Cap Dividend Fund (DES) was the only one unable to overcome the headwind of value underperformance).

 

While we don’t know what the next decade will bring, we think that the concept of active management combined with
the structure of an ETF can continue to lead to better outcomes for investors.
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For standardized performance of the Funds in the chart, please click below.

 

EZM: WisdomTree U.S. MidCap Earnings Fund. DON: WisdomTree U.S. MidCap Dividend Fund. EES: WisdomTree U.S. 
SmallCap Earnings Fund. DES: WisdomTree U.S. SmallCap Dividend Fund. DLS: WisdomTree International SmallCap Di
vidend Fund. DGS: WisdomTree Emerging Markets SmallCap Dividend Fund. DEM: WisdomTree Emerging Markets Hig
h Dividend Fund.

 

 

 

 

 

 

1Source: ICI, 2018 Investment Company Fact Book.

Important Risks Re lated to th is Art ic le   

There are risks associated with investing, including possible loss of principal. Foreign investing involves special risks, such
as risk of loss from currency fluctuation or political or economic uncertainty. Funds focusing on a single sector generally
experience greater price volatility. Investments in emerging, offshore or frontier markets are generally less liquid and less
efficient than investments in developed markets and are subject to additional risks, such as risks of adverse governmental
regulation and intervention or political developments. Due to the investment strategy of some of these Funds, they may
make higher capital gain distributions than other ETFs. Please read each Fund’s prospectus for specific details regarding
the Fund’s risk profile.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

S&P Indices Versus Active (SPIVA®)   : Measures the performance of actively managed funds against their relevant S&P
index benchmarks.

Active manager  : Portfolio managers who run funds that attempt to outperform the market by selecting those securities
they believe to be the best.

Large-Capitalization (Large-Cap)  : A term used by the investment community to refer to companies with a market
capitalization value of more than $10 billion. Large cap is an abbreviation of the term “large market capitalization”.
Market capitalization is calculated by multiplying the number of a company’s shares outstanding by its stock price per
share.

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a benchmark. In general, a beta less than 1
indicates that the investment is less volatile than the benchmark, while a beta more than 1 indicates that the investment
is more volatile than the benchmark.

Alpha  : Can be discussed as both risk-adjusted excess return relative to a specific benchmark, or absolute excess return
relative to a benchmark. It is sometimes more generally referred to as excess returns in general.

Mid-Cap  : Characterized by exposure to the next 20% of market capitalization (after the top 70% have been removed)
within the Value, Blend or Growth style zones with the majority of the fund’s weight.

Small caps  : new or relatively young companies that typically have a market capitalization between $200 million to $2
billion.

Value  : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.

Core Earnings  : Income generated by the company’s daily operations rather than one-time events or market
fluctuations.

Growth  : Characterized by higher price levels relative to fundamentals, such as dividends or earnings. Price levels are
higher because investors are willing to pay more due to their expectations of future improvements in these fundamentals.

High Yield  : Sometimes referred to as “junk bonds,” these securities have a higher risk of default than investment-grade
securitie.

S&P Developed Ex-U.S. SmallCap Index  : Index that seeks to measure the stocks representing the lowest 15% of float-
adjusted market cap in each developed country, excluding the U.S.

MSCI EAFE Small Cap Index  : A free float-adjusted market capitalization equity index that captures small-cap
representation across developed market countries around the world, excluding the U.S. and Canada.

S&P/IFCI Composite Index  : A liquid and investable subset of the S&P Emerging BMI, with the addition of South Korea.

MSCI Emerging Market Index  : The MSCI Em (Emerging Markets) Index is a free-float weighted equity index that
captures large and mid cap representation across Emerging Markets (EM) countries.
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