
I N S I G H TS

Many U.S. active equity managers have struggled during the past few years with market conditions that 
have made it difficult to outperform benchmarks. Yet, Alger believes that conditions for active management 
are improving and that portfolio managers will be more likely to outperform in the foreseeable future. 

A Difficult Environment for Active Managers
The past few years have been challenging for active portfolio 
managers. For the five-year period that ended at the close of 
2014, only 11% of active U.S. large-cap managers outperformed 
the S&P 500.1 2014 was also discouraging, with only 14% of 
active large-cap managers outperforming the S&P 500. It was 
the worst showing in the past 15 years.2 In this paper, we 
identify the causes of active managers’ underperformance and 
we explain why macroeconomics and market conditions are 
likely to change and provide a tailwind for portfolio managers.

Causes of Active Manager Underperformance
The following factors have created adversity for equity 
managers and have detracted from the performance of active 
portfolios in recent years: 

•	Extremely low return dispersion of stocks

•	 	Investors favoring bond-like equities while placing less 
emphasis on the relationship of corporate fundamentals and 
valuations

•	Underperformance of small cap and international equities

Return Dispersion

Stock return dispersion is the variation of performance among 
stocks. Return dispersion provides potential for investors to 
select stocks that outperform market indices and avoid stocks 
that underperform.3 As return dispersion increases, therefore, 
the likelihood of managers outperforming also increases. 
Unfortunately, the average annual return dispersion as measured 
by the difference in the top and bottom 10% of performers has 
been extremely low in recent years. In fact,the five-year average 
annual dispersion for the period ended December 31, 2014, was 
the lowest in at least two decades (see Figure 1).4  

Figure 1: Return Spreads Between Top and Bottom 10% Returning Stocks in S&P 500      

Source: Evercore ISI
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1 Aye M. Soe, “SPIVA U.S. Scorecard,” S&P Dow Jones Indices, year-end 2014.
2 Ibid.
3  Harindra de Silva, Steven Sapra, and Steven Thorley, “Return Dispersion and Active Management,” The Financial Analysts Journal, Vol. 57, No. 5, September /October 2001.
4 Pankaj Patel, Souheang Yao, Abhra Banerji, Moksha Menghaney, “A Difficult Year for Active Management,” Evercore ISI, November 23, 2014.
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Figure 2: Large Capitalization Stocks Relative Returns
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Note: Upward and downward earnings revisions are the highest and lowest quintile 
earnings revisions, respectively.

Performance is relative to a universe of 750 large cap stocks in the last five years 
through February 2015.

Source: Empirical Research Partners analysis. 

Investors’ Preference for Bond-Like Equities

At the same time, historically low yields of fixed income securi  ties 
have caused many investors to favor bond-like equities, including 
utilities, real estate investment trusts (REITs), telecommun i ca-
tions companies, and other companies with low earnings 
dispersions. In flocking to bond-like equities, investors have 
sought stocks of companies that generate predictable earnings 
and attractive dividend yields.5 In the process, investors have 
downplayed corporate fundamentals as many bond-like equities 
have outperformed even in the face of downward earni ngs 
revisions and weak fundamentals (see Figure 2).6 Many active 
managers, in comparison, have underweighted bond-like 
equities while focusing on companies with more dynamic 
earnings growth, which has been detrimental to performance. 
The problem was particularly acute in 2014, when the Utilities 
sector was the top performing sector within the S&P 500.

Allocations to Smaller Cap Stocks
Managers’ overweighting of smaller cap stocks has also been 
a factor. Smaller cap stocks have out performed equities of larger 
companies over time. Yet, in the recent past, active managers’ 
allocations to smaller cap equities have hurt per  form  ance 
because the stocks have underperformed. The typical large cap 
fund owns smaller cap stocks than those found within the S&P 
500 and active managers’ relative performance is generally 
correlated with small cap returns relative to large cap returns 
(see Figure 3). The headwind of smaller cap stocks under-
performing was most noticeable in 2014, when the asset class, 

5  Rochester Cahan, Yu Bai, “Stock Selection: Research and Results January 2015, The Price of Certainty, A New Aggressive Ownership Indicator,” Empirical Research Partners, January 30, 2015.
6 Ibid.
7  Michael Goldstein, Alfredo Pinel, Sungsoo Yang, “Portfolio Strategy January 2015, Active Management: The Existential Question,” Empirical Research Partners, January 7, 2015.
8 Ibid.

as measured by the Russell 2000 Index, generated a 4.9% 
return compared to the 13.7% return of the S&P 500. 

Foreign Equities and Active Management Performance

Active managers’ allocations to foreign equities have also hurt 
performance. Over long-term periods, foreign equities have 
typically generated returns that are competitive with U.S. stocks. 
The performance of foreign stocks is an important factor for 
active managers because the equities represent about 8% of 
portfolio assets, despite not being included in the S&P 500.7 

Unfortunately, the asset class has underperformed in recent 
years. During the five-year period ended December 31, 2014, 
non-U.S. equities as measured by the MSCI ACWI ex USA Index 
generated a cumula tive total return of 27% compared to the 
105% total return of the S&P 500. The underperformance of 
foreign equities is estimated to have detracted approximately 50 
basis points a year from U.S. managers’ performance since 
2009 (see Figure 4).8 

A Brighter Outlook for Active Managers
We believe a more fertile environment for active managers is 
developing. The environment is characterized by the following 
items:

•	Expectations of higher interest rates

•	Improved performance of small cap and international stocks

•	The maturing of the business cycle
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Source: Credit Suisse, John C. bogle, Common Sense on Mutual Funds: fully 
Updated 10th Anniversary Edition (Hoboken, NJ: John C. Wiley & Sons, 2010), 158; 
SPIVA® U.S. Scorecard: Year End 2014, S&P Dow Jones Indices Research, FactSet, 
Russell Investments. 
Note: For Small-Minus Large Caps: 1963-1979: Small Minus Big Fama/French 
Factor; 1980-2014: Russell 2000 TSR minus S&P 500 TSR.

r = 0.71

Note: Small minus large cap from 1963 to 1979 is based on Small Minus Big Fama/French 
Factor. 1980 to 2014 is based on the returns of the Russell 2000 minus the returns of the 
S&P 500.

Source: Credit Suisse, John C. Bogle, “Common Sense on Mutual Funds: Fully Updated 10th 
Anniversary Edition” (Hoboken, NJ: John C. Wiley & Sons, 2010), SPIVA® U.S. Scorecard: Year 
End 2014, S&P Dow Jones Indices Research, FactSet, Russell Investments. 

Figure 3: Small Cap Minus Large Cap Performance and Percentage  
of Active Managers Beating the Market

1963–2014
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Expectations of Higher Interest Rates

We believe investors’ expectations of certain macroeconomic 
factors, including higher interest rates, are likely to be favorable 
for active portfolio management. We expect interest rate 
increases to be subtle, unlike consensus expectations that in 
the spring of 2015 predicted that the yield of a 10-Year Treasury 
would climb from approximately 2.2% currently to 3.5% in 
2017.9 Our view of a more benign interest rate environment is 
influenced by low interest rates abroad, including in Europe and 
Japan, which may cause foreign investors to allocate assets to 
U.S. bonds. That trend is likely to help keep longer-term interest 
rates low in the U.S.

From a market perspective, of course, investors’ overall outlook 
for interest rates as measured by consensus expectations is 
important. Investors who anticipate interest rate increases 
typically sell income-producing investments such as bonds and 
bond-like equities in anticipation that the higher rates will cause 
trading prices of the securities to decline. A change in investor 
sentiment resulting from expectations of higher interest rates 
may already be occurring, with Utilities being the worst per-
forming sector within the S&P 500 during the first quarter of 
2015. A broader rotation by investors away from bond-like 
equities could cause the securities to underperform, which could 
help active managers who, broadly speaking, are underweight 
utilities, telecommunications, and REIT stocks.10 As investors sell 
bond-like equities, they will be less likely to pursue companies 
with low earnings dispersion. Instead, we believe investors will 
focus on company fundamentals, including expectations for 
earnings growth. The shift among investors could create an 
improved environment for active managers because the stocks 
of the strongest corporations could outperform and the return 
dispersion of equities could widen.

Small Cap Stock Performance

With regard to smaller companies, we believe the asset class 
will benefit from a strong U.S. dollar and expectations that 
interest rates will rise. With the Federal Reserve planning to 
increase short-term interest rates after having already wound 
down quantitative easing, the value of the U.S. dollar has climbed 
relative to other currencies. For American companies, a strong 
dollar weakens the value of earnings from foreign markets when 
the earnings are converted to U.S. currency. Since smaller cap 
companies generally have less exposure to foreign markets than 
their larger counterparts, they are less susceptible to currency 
exchange rates, which may make the companies more appealing 
to investors who expect the strength of the U.S. dollar to 
continue. Smaller cap stocks, furthermore, tend to outperform 
when interest rates rise. This characteristic of the asset class 
has been demonstrated during various periods of rising interest 
rates that occurred from 1962 to 2013.12 Going forward, 
improved performance of small cap stocks could result in the 
asset class no longer being a drag on active managers’ returns 
relative to market benchmarks. 

International Equities

Looking beyond the U.S., we believe the performance of equities 
of foreign companies with strong fundamentals may potentially 
strengthen, which would be another important tailwind for active 
U.S. equity portfolio managers. The strong U.S. dollar is likely to 
support manufacturing abroad, which could stimulate interna-
tional economic growth and boost foreign companies’ earnings, 
thereby supporting the performance of non-U.S. stocks. In 
addition, record levels of stimulus, including quantitative easing 
in Europe and Japan and low interest rates across the globe, are 
likely to support economic growth that should result in stronger 
performance of foreign equities. Many U.S.-based investment 
managers have allocated assets to foreign stocks, so strength-
en  ing performance of the asset class could provide substantial 
support to actively run portfolios. 

  9 FactSet.
10 “Mutual Fundamentals,” Goldman Sachs, February 26, 2015.
11 Morningstar data 5/22/2013 to 12/31/2013.
12 Joseph Mezrich, Yasushi Ishikawa, “Interest Rates & Active Management’s Outlook. Could rising Rates Reverse the Active Outflow?,” NOMURA, December 2, 2014.

Based on universe of large cap mutual funds.

Source: Strategic Insight Simfund, Bloomberg L.P., Empirical Research Partners 
analysis and estimates.
* Asset-weighted returns.
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Figure 4: Annualized Contribution of Non-U.S. Stocks to Mutual Fund 
Returns Relative to the S&P 500*

ACTIVE MANAGEMENT AND INTEREST RATES

The relationship of active management and interest rates is 

illustrated by the “taper tantrum” that occurred in the summer 

of 2013. At the time, then-Federal Reserve Chairman Ben 

Bernanke signaled that quantitative easing, or the purchasing 

of fixed-income assets to keep interest rates low, might be 

scaled back sooner than anticipated. The comments contri-

buted to a jump in interest rates as investors sold fixed-income 

securities and bond-like equities. The underperformance 

of bond-like securities and investors’ increased focus on 

corporate fundamentals resulted in a majority of active 

managers outperforming.11



INSIGHTS 4/4

Fred Alger Management, Inc. 360 Park Avenue South, New York, NY 10010  / www.alger.com 
800.992.3863 (Retail)  / 800.223.3810  (Institutional) AM051915

The views expressed are the views of Fred Alger Management, Inc. as of May 2015. 
The views and strategies described may not be suitable for all investors. Alger has 
used sources of information which it believes to be reliable; however, this publication 
is not intended to be and does not constitute investment advice. These views are 
subject to change at any time and they do not guarantee the future performance 
of the markets, any security or any funds managed by Fred Alger Management, 
Inc. These views should not be considered a recommendation to purchase or sell 
securities. Individual securities or industries/sectors mentioned, if any, should be 
considered in the context of an overall portfolio and therefore reference to them 
should not be construed as a recommendation or offer to purchase or sell securities. 
References to or implications regarding the performance of an individual security 
or group of securities are not intended as an indication of the characteristics or 
performance of any specific sector, industry, security, group of securities or a 
portfolio and are for illustrative purposes only. Fred Alger Management, Inc. may not 
correctly predict movements in the direction of a particular market or of the stock 
market generally, and the anticipated results shown in any of the examples in this 
publication may not result in increased performance or reduced risk.

Risk Disclosure: Investing in the stock market involves gains and losses and 
may not be suitable for all investors. Growth stocks tend to be more volatile 
than other stocks, as the prices of growth stocks tend to be higher in relation to 
their companies’ earnings and may be more sensitive to market, political, and 
economic development. Investing in companies of all capitalizations involves the 
risk that smaller, newer issuers in which Alger invests may have limited product 
lines or financial resources or lack of management depth. Alger funds can use 
derivatives. A small investment in derivatives could have a potentially large impact 
on a fund’s performance.

Certain Alger strategies may invest in stock issued by companies in foreign 
countries, including emerging markets. Special risks associated with investments 
in foreign country issuers, including issuers in emerging markets, include 
exposure to currency fluctuations, less liquidity, less developed or less efficient 
trading markets, lack of comprehensive company information, political instability 
and different auditing and legal standards. Foreign currencies are subject to risks 
caused by inflation, interest rates, budget deficits and low savings rates, political 
factors and government controls.

Past performance is no guarantee of future results.
Index performance does not reflect deductions for fees, expenses, or taxes. 
Investors cannot invest directly in any index.

The S&P 1500 index is a broad market-capitalization weighted equity index. 
The S&P 500 index is an unmanaged index generally representative of the 
U.S. stock market without regard to company size. The Russell 2000 Growth 
Index is an unmanaged index designed to measure the performance of the 
2,000 smallest companies in the Russell 3000 Index with higher price-to-book 
ratios and higher forecasted growth values. The MSCI ACWI ex USA is a market 
capitalization-weighted index designed to provide a broad measure of equity 
market performance throughout the world, including both developed and 
emerging markets, but excluding the United States. S&P Dow Jones Indices 
produces, maintains, licenses, and markets stock market indices. Empirical 
Research Partners LLC is a broker-dealer that provides research on a range of 
topics of interest to institutional investors. Credit Suisse is a global financial 
services company. FactSet provides computer-based financial data and analysis 
for financial professionals. Russell Investments is a global asset management 
firm and subsidiary of the London Stock Exchange Group. Strategic Insight 
Simfund is a database and analysis platform with information on asset flows, 
performance, portfolio characteristics and other fund information. Bloomberg 
provides financial news and information including real-time and historic price 
data, financials data, trading news and analyst coverage, as well as general news 
and sports. Morningstar is a provider of independent investment analysis for 
fund and stock investors. Goldman Sachs is a multinational investment banking 
firm that provides global investment banking, investment management, and 
other financial services. Nomura provides investment management, financing, 
and related services to individual, institutional, and government customers.

As of April 30, 2015, equities of the following companies represented the stated 
percentages of Alger assets under management: S&P Dow Jones Indices, 
0.00%; Empirical Research Partners, 0.00%; Credit Suisse, 0.00%; Russell 
Investments, 0.00%; London Stock Exchange Group, 0.00%; FactSet Research 
Systems, 0.00%; Bloomberg, 0.00%; Morningstar, 0.00%; Goldman Sachs, 
0.01%; and Nomura, 0.00%.

Maturing Business Cycle

At Alger, we believe that the current economic expansion is far 
from over with a number of fundamental underpinnings suggest-
ing sustained growth ahead, but six years after the last trough, 
it is maturing.  This is likely to help active management, which 
tends to outperform in mature periods of business cycles, such 
as during the last economic expansion. During the second half 
of that period (2005-2007), the average large-cap domestic 
equity fund outperformed.

In our view, the anticipated changes discussed above should 
improve the performance of active U.S. equity managers. Such 
changes have occurred in the past. In the 1990s, for example, 
small cap underperformance was a drag on active management, 
but conditions eventually improved. In the following decade, 
the majority of U.S. active equity managers produced more 
encouraging results by outperforming the broad S&P 1500 
index during several years. 

Investment Implications
With conditions for portfolio managers likely to improve, we 
believe that investors should embrace active investment 
strategies. Importantly, investors should utilize active managers 
with solid investment processes and strong track records 

demonstrated over the long term. Market conditions, we 
believe, are likely to favor portfolio managers that use research- 
driven processes to identify companies that are best positioned 
to benefit from large-scale changes that are reshaping entire 
industries while changing consumer behavior. New health care 
discoveries, the rapidly growing use of the Internet, and the 
global rise of the middle class, for example, are constantly 
creating new opportunities for leading companies to grow their 
earnings with innovative products and services. At the same 
time, companies that fail to respond quickly to large-scale 
trends are losing market share and in some cases closing their 
doors as they become victims of a constantly changing and 
competitive business landscape. At Alger, we believe industry 
disruptions driven by large-scale changes create attractive 
investment opportunities that can be uncovered through our 
research-intensive approach of investing in companies with 
strong fundamentals that are benefitting from change.


