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With all the volatility in the market, one refrain in the marketplace we often hear is that the time has come to abandon
index tracking strategies in favor of active managers, who can become more defensive, go to cash and then find some
ultimate bargains on sale. I had a great conversation with Craig Lazzara, Head of Index Investment Strategy at S&P Dow
Jones Indices, about his research on dispersion—a factor he believes is very important in explaining the opportunities for
active managers. Below are some notes from our conversation.   Craig, tell us what started your investigation on this
factor of dispersion? Craig Lazzara: We ultimately wanted to say something about market volatility. In very basic
terms: The market’s volatility can go up for two reasons:    1) The volatility of individual stocks goes up and correlation
remains the same, or    2) The volatility of individual stocks remains the same but correlations between stocks go up. We
think our measure of dispersion is a good way to measure and keep track of the average volatility at the individual stock
level.   Are today’s dispersion readings suggestive that it is a good time to be a stock picker? Craig Lazzara: The
current dispersion readings are actually quite low, so I would say there are fewer opportunities for active managers than
usual. More broadly, the term “stock pickers’ market” is something we typically put in quotes—there’s no clear definition
of what the term actually means. Dispersion lets us measure the spread between the best and worst stocks. In high-
dispersion periods, the best and worst stocks have returns that are far apart. In low-dispersion periods, the returns are
relatively close. As far as the opportunities for active management, there are intrinsically bigger opportunities with high
dispersion. High dispersion does not mean more active managers will outperform or underperform. But if you have a
certain level of skill—you could technically call it an information ratio—it will translate to a higher alpha for your clients
in a higher dispersion environment than in a low dispersion environment. If you look at our S&P Indices Versus Active
(SPIVA®) study that goes back a dozen years, comparing large-capitalization managers to the S&P 500—when you look
at the spread between the top 75% active managers and bottom 25% active managers, there is a noticeable correlation
between the spread between the best and worst managers and the level of dispersion in the market. When dispersion
goes up, the spread between the best and worst managers tends to widen and when dispersion goes down, the spread
narrows. What we very consistently find with SPIVA is the majority of active managers underperform benchmarks
consistent with their style. A majority of large caps underperform the S&P 500, a majority of small caps underperform the
S&P 600. There are years when that is not the case, but they are uncommon. This is just evidence of what William Sharpe
called “the arithmetic of active management”—the average owner owns the average asset, and therefore the average of
the owners’ returns has to be the same as the average of asset returns. With SPIVA, there was no relationship we could
detect between the level of dispersion and what percentage of active managers outperform—it is just random. The
spread between the best and worst managers did widen or narrow with greater dispersion. That is what you’d expect --
with a wider band of stock returns, there is more opportunity to do well or perform badly from the active standpoint. Just
to emphasize, today’s dispersion readings are quite low.   Your research note showed that from 2003 to 2012, that
in eight of the 10 years, active managers underperformed the S&P 500. What does that say to you about active
managers? Craig Lazzara: I’d start by asking: What is the market’s capacity to generate alpha, and what is the market’s

capacity to generate beta? The North American stock market is worth $20 trillion1. The market’s supply of beta is $20
trillion worth. It gets marked up and down with the market every day—but at any point in time, it’s easy to measure.
Now, what is the market’s capacity to generate alpha? Zero. The only way I can be above average is if someone else is
below average. The weighted average outperformance of the outperforming managers has to equal the weighted
average underperformance of the underperforming managers. Given that there is no natural supply of alpha, and active
management costs more than passive, it is not surprising that the majority of active managers underperform a passive
index.   When looking at dispersion across size segments, what did you find from large caps to small caps? The
mid- and small caps consistently have greater dispersion than large caps. They tend to follow the same general pattern
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and are currently at the low end of their historical range—as are large caps. One way to interpret that: There is more
market opportunity for managers who are picking stocks to outperform or to underperform in the mid- and small-cap
stock segments compared to large caps. Does that dispersion lead to better performance for active managers trying to
outperform in mid- and small caps? No. The mid- and small-cap stocks have about the same percentage of active
managers underperforming as large caps. But there is a greater differential and range in returns between the best and
worst active managers in the mid- and small-cap space.   Craig, thanks for taking the time to speak with us about
your research.   For more information S&P Dow Jones Indices’ research on active managers, please see its SPIVA study

here and their note on dispersion here.   1As of 01/31/2013.
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Investments focusing on certain sectors and/or smaller companies increase their vulnerability to any single economic or
regulatory development. This may result in greater share price volatility. ALPS Distributors, Inc., is not affiliated with
Standard & Poor’s.

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

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

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

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

Dispersion  : A measure of the statistical distribution of portfolio returns.

Correlation  : Statistical measure of how two sets of returns move in relation to each other. Correlation coefficients range
from -1 to 1. A correlation of 1 means the two subjects of analysis move in lockstep with each other. A correlation of -1
means the two subjects of analysis have moved in exactly the opposite direction.

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.

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.

S&P SmallCap 600 Index  : Market capitalization-weighted measure of the performance of small cap equities within the
United States, with constituents required to demonstrate profitability prior to gaining initial inclusion.

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.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules that are not changed due to
market conditions.

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.
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