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The Impact of Increased Equity Volatility 
On Actively Managed Funds

Recent years have seen a dramatic increase in the volatility of individual stocks, resulting in an increase in the cross-sectional volatility (dispersion) of returns not only in the US, but in international markets as well. A recent study published in the Financial Analysts Journal focused on this increased volatility, and its relation to the performances of actively managed funds. The increased volatility presented active managers — those who attempt to outperform the market via stock selection and market timing — with a great opportunity to demonstrate their skills. As we would expect, the study also observed an increased dispersion of returns among active managers, widening the gap between the best and the worst performers.
The study determined that the increased volatility was not an issue related only to specific sectors, such as only tech stocks, nor was the increased volatility related to the stock market bubble. Instead, it was observable across multiple sectors and markets. Examining the returns of actively managed funds from July 1988 through December 2000, it found the following:

· During the quarters between 1988-1998, the spread between the top 5 percent and bottom 95 percent of performers was almost always between 10-30 percent. In 1999 it widened to more than 40 percent, and in 2000 it peaked at 66 percent.

· For the quarter ending December 1998, the 44 percent range was the widest in 51 rolling four quarters from the second quarter of 1986 to the fourth quarter of 1998.

· The dispersion was evident in the US for both large-cap and small-cap actively managed funds, and also occurred in Canadian, UK and Japanese markets.

· The spread in performance was not related to any change in skill levels or bigger bets, but instead seemed most related to the increased cross-sectional volatility of equity markets.

There are several implications for investors based on these results. First, as the authors pointed out, with the increased volatility, active investors were in a position to see amplification of rewards for the good investment bets as well as penalties for the bad ones. They cautioned against investors succumbing to the temptation of trying to hitch their investment hopes to what appeared to be past winners as they noted, “plenty of research warns against such behavior.” The penalties for being wrong are exacerbated even further because many actively managed funds are not fully diversified across their asset class. In short, active management has become a riskier game for investors without a commensurate increase in expected returns. 

Another implication is that, if active managers tried to compensate for the increased volatility and returns dispersion by diversifying further across the asset class in which the fund is focused, they faced the problem of becoming “closet indexers.” Their funds begin to resemble an index fund in diversification, but with the hurdle of high active management costs that index funds avoid. 

A final implication results from the investor tendency to believe (without any supporting evidence) that past performance of active managers is a result of skill. The greater dispersion of returns among active managers could lead such investors to conclude that the few big winners resulted from skill instead of from fully expected random outcomes. 

The greater volatility of stocks and the bear market presented active managers with an opportunity to make their case. Yet the evidence seems as strong as ever that the expenses of active management and the odds of playing the active management game do not yield commensurate rewards. As the study’s authors concluded, “The best response for individual investors in this environment is to stick with whatever well-developed investment strategy they already have. The investors who avoid the temptation to chase after the astonishing returns should look back on this wild period with better-than-average performance. Some things never change.” 
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