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Even Success Has Its Perils for Active Small-Cap Managers 

The Efficient Markets Hypothesis (EMH) tells us that the odds of failing are high when adopting an active management investment approach — i.e., when attempting to time the market or select the next winning stocks. In a bit of irony, part of the explanation for these odds is what takes place when an actively managed fund “succeeds” by enjoying a period of higher returns. 

First, some background. The general mathematics involved in investing makes it clear that, as a group, active investors must underperform passive investors. This is true not only for the entire market, but also for any asset class within the market (although there are data biases in favor of active management, particularly for small-cap funds). Since someone must own all stocks, the group of active and passive investors in an asset class earn the same gross (pre-expense) return. Since passive investors have lower costs, as a group they must earn higher net returns — the only kind investors actually get to spend. 

Those who continue to promote active management find this explanation insufficient. They claim that investors can avoid the average lower net returns of active management by selecting only the “best” of the active managers. It is true that, even for long periods, some active managers are likely to succeed in outperforming their benchmark. However, consistent with the EMH, we would randomly expect some active managers to outperform in any given period; the longer the period, the fewer winners emerge. It is highly likely that a winner’s outperformance is best explained by random good luck, while any underperformance is best explained by a combination of random bad luck and higher expenses. Thus EMH and supporting data indicate strongly that, with no persistent performance, past performance cannot be used to predict future performance. With no ability to predict future performance, there is no way to successfully select the “best” future active managers. 

A study, “The Perils of Success,” was published in the Journal of Portfolio Management.1 Focusing on actively managed small-cap funds, the study provided additional explanations for the failure of persistence of successful active managers. The study also provided an explanation of why actively managed funds that have enjoyed successful past returns are likely sowing the seeds of their own future underperformance.
A small-cap fund that has enjoyed past success typically finds that its assets under management (AUM) begin to grow. Its success leads to top ratings from such firms as Morningstar and Lipper. Investors witness the fund’s growth and the high ratings, hope that the success will persist, and jump on the winning bandwagon. The Perils of Success study demonstrated that this type of success ultimately results in a reversion to “performance mediocrity.” In other words, by the time the average investor learns of a manager’s success, it is too late to exploit that information. 

Some of the explanations the authors proposed for the future mediocrity are as follows:

· Trading costs in the form of market impact costs increase.

· Profits from the flipping of IPOs are no longer as great. Flipping seems to be most prevalent in small-cap funds of large fund families. The fund family assigns a very large portion of its total allocation to one of its smallest funds, where it can have a large impact on returns. (We have recently witnessed two such fund families who were fined by the SEC for failing to appropriately disclose the impact of IPOs on their funds’ returns.) 

· The active funds tend to begin losing their “sell discipline” (their willingness to sell assets that no longer meet the fund’s defined profile), as the impact of trading costs grows along with fund size.

· Anecdotal evidence indicates that the fund managers tend to invest less aggressively as their funds grow. With greater AUM, they have more at stake to lose in the form of fees. They tend to become less willing to risk underperformance, thus developing into “closet indexers” (funds that mimic the index they are tracking, but with active management fees), which dooms them to mediocre performance.

· The funds tend to be driven to purchase stocks with larger market caps, in their efforts to reduce market impact costs. This results in a style drift away from the small-cap asset class, which causes investors to lose control over the risks and expected returns of their portfolio.

The authors analyzed data from 1991-1999, taken from 219 managers drawn from the Russell Small-Capitalization Manager Universe. They concluded that there was a statistically significant relationship between small-cap stock performance and AUM growth. Unfortunately for believers in active management, the relationship was negative — that is, the larger the AUM, the smaller the subsequent performance.

We would supplement the aforementioned study by commenting on data biases that can result in the publishing of overly optimistic returns for actively managed small-cap fund performances. In addition to the IPO “flipping” bias described above, additional biases are as follows: 

· Survivorship bias — poorly performing funds are sent to the mutual fund graveyard or merged out of existence, leaving only the published returns of the surviving funds.

· Incubator bias — Incubator funds are newly created funds, seeded by mutual fund families with their own capital. The funds are not available to the public. For example, a fund family can create several small-cap funds, possibly even under the same manager. Each fund can own a different group of small-cap stocks. The fund family “incubates” the funds, safe from public scrutiny. After a few years, they publicize only the fund with the best performance. Magically, the performance of the other funds disappears.

· Front-running bias — A large fund family with a small-cap fund has the small-cap fund buy shares of stocks with a low market cap and limited liquidity. The other funds in the same family then pile in, buying more shares. The limited supply of stock allows the large fund family to drive up prices with relatively small purchases by each fund. The returns of the new fund look great. 

Investors should be aware of these biases, so they can analyze published returns with the appropriate degree of skepticism. Armed as such, they can best differentiate the potential for true investment success from the potential for future peril. 

1
Jon Christopherson, Zhuanxin Ding, and Paul Greenwood, The Perils of Success. Journal of Portfolio Management, 
Winter 2002. 

This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2002.
Even Success Has Its Perils for Active Small-Cap Managers 08-02.doc


Page 3


