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Abstract

As we highlighted in a recent newsletter, institutional investors continue to shift their U.S.
equity allocations away from actively managed strategies and into index funds. The support
for this shift has been proven by academic research as well as recent investment experience.
This paper does not question the validity of passive investing approaches. Accepting that
it is difficult at best to beat a market that is relatively efficient, this paper nonetheless seeks
to determine if there are areas of public equity markets that are “less efficient” and thus
potentially conducive to active investing. Without taking a stance on the active versus
passive debate, this paper asks, “if you plan to hire an active manager, what is the best
place to start looking?” The following paper is broken up into multiple sections. First, the
workhorse of active equity manager evaluation, Fama-French factor analysis, is introduced.
Next, active managers with different size and style biases are examined to search for pockets

of alpha. Finally, additional thoughts and conclusions are provided for investors.
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Perhaps no theory has changed the landscape of investing as much as the Efficient Market Hypothesis (EMH). The
EMH states that the current price of a stock reflects past information. While there is evidence that the strong form
of the EMH does not hold', academics have amassed a body of research that suggests the market is relatively
efficient at pricing individual stocks. These findings have fueled the growth of passive investing. Passive equity
mutual funds, which made up just 5.5% of equity mutual fund investments in 1993, have since grown to 22.9% of

equity mutual fund investments as of April 2012.

Exhibit 1: Growth of Passive Investing for U.S. Domestic Equity
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This paper does not question the validity of passive investing approaches. Accepting that it is difficult at best to
beat a market that is relatively efficient, this paper nonetheless seeks to determine if there are areas of public equity
markets that are “less efficient” and thus potentially conducive to active investing. Without taking a stance on the
active versus passive debate, this paper asks, “if you plan to hire an active manager, what is the best place to start
looking?” This paper is broken up into multiple sections. First, the workhorse of active equity manager evaluation,
Fama-French factor analysis, is introduced. Next, active managers with different size and style biases are examined

to search for pockets of alpha. Finally, additional thoughts and conclusions are provided for investors.

Background

Despite the fact that academic research has shown public equity markets to be relatively efficient, research has also
shown that there are a number of anomalies, or risk factors, that have historically outperformed the broad market over
the long-term. Two key factors easily recognizable by most investors are value and size, identified by Eugene Fama

and Ken French.? Value stocks are defined by Fama and French as those stocks that have a low price to book ratio.?

1 Ziobrowski et al. (2004). “Abnormal Returns from the Common Stock Investments of the U.S. Senate,” Journal of Financial and Quantitative Analysis, vol. 39, No. 4, pp.
661-676.

2 Fama, Eugene F, French, Kenneth R. (1993). “Common Risk Factors in the Returns on Stocks and Bonds,” Journal of Financial Economics, vol. 33, No. 1, pp 3-56.

3 In academic research this ratio is inverted and reported as book to price. Thus the value effect is calculated as high book to price minus low book to price, and
abbreviated “"HML.”
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Stocks with a low price to book ratio tend to outperform stocks with a high price to book ratio. The size anomaly
is based on market capitalization. Small stocks, as measured by market capitalization, tend to outperform large
stocks. Because size and value are known anomalies, it is common to control for value and size biases in historic
returns to estimate the skill of an investment manager. This is done by regressing historic manager returns against

the returns of the market and value and size factors as shown below:
Return Mgr - Rf = a + j3,,, (Return Mkt - Rf) + f3,,,.. (Return Value Factor) + f3,_ (Return Size Factor)

This equation decomposes manager returns into betas (market, value, and size) and alpha (skill). Research has

typically asked two main questions using this definition of manager skill:

e Does the average investment manager show evidence of skill?

e Do skilled managers show evidence of performance persistence?

The logic is simple. If the average manager tends to be skilled, then investing with active managers makes sense
because on average the selected manager is likely to outperform. If the average manager is not skilled, skilled
managers may still exist. If these managers show performance persistence, that is, past alpha predicts future alpha,
then it may still make sense to invest with active managers. Using a factor model to attempt to answer these
questions is often called returns based analysis. Returns based analysis attempts to identify manager skill and
risk exposures based only on past manager returns. In contrast, holdings based analysis attempts to answer the
same questions using manager holdings. The advantage of holdings based analysis is that it is timelier and more
detailed. The advantage of returns based analysis is that it is far simpler to conduct as it requires only manager
returns. In the case of institutional managers, reliable holdings data may not be available for large datasets.

Because of the lack of reliable holdings data, this paper focuses on returns based measures.

Exhibit 2: Rolling Three-Year Three Factor Alpha, Median Equity Manager (annualized)
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Past research using returns based analysis has shown little evidence of both average skill* and persistence® among
mutual fund managers. Evidence is more mixed for institutional managers, with some evidence of persistence.
The long-term median gross of fee alpha for institutional managers (based on the eVestment universe) is positive,
but it varies quite a bit over time as shown in Exhibit 2 on the previous page. Alphas were high surrounding the
dot-com bubble and crash, and high enough to cover management fees in the middle of the decade, but more

recently median manager alpha has hovered near zero.

To search for subsets of alpha, we use active domestic equity manager data taken from eVestment Alliance, an
institutional investment database. Our dataset contains returns from 2,717 active managers with performance

track records of varying lengths.

Searching for Alpha: Small vs. Large?

While long-term median alpha for the entire universe has trended towards zero, this does not mean that all manager
styles exhibit zero alpha. For example, many investors believe that while the prices of large cap stocks are very
efficient, it may still be possible to exploit inefficiencies in smaller cap stock pricing to earn alpha. Since 1995, it
is indeed true that institutional managers not focused on the large cap space have produced higher gross of fee
alphas. Exhibit 3 shows the results of a Fama-French factor analysis on average manager returns by capitalization
bias, as well as for all managers. Because longer term numbers are buoyed by unusually high alphas during the

tech boom and subsequent recession, Exhibit 4 shows trailing 10 year alpha numbers for comparison.

It is perhaps not surprising that large cap managers generated the lowest alpha numbers over both periods, and
saw the steepest decline in alpha generation. However, what may be surprising is that mid and smid cap managers

actually generated the highest alphas, as opposed to small cap managers.

Exhibit 3: Fama-French Regressions (Gross of fees), 1995-2011

Value Size Market Alpha Ann Alpha
Large 8.29% -8.44% 93.44% 0.14% 1.69%
Mid 13.37% 24.52% 98.18% 0.24% 2.92%
Small 24.59% 60.96% 98.82% 0.16% 1.97%
Smid 20.51% 44.44% 99.24% 0.21% 2.60%
All Managers 13.82% 18.45% 95.75% 0.17% 2.09%

Exhibit 4: Fama-French Regressions, 2002-2011

Value Size Market Alpha Ann Alpha
Large -1.72% -2.14% 93.67% 0.05% 0.55%
Mid -4.74% 36.07% 97.14% 0.17% 2.02%
Small 7.71% 75.51% 96.82% 0.06% 0.72%
Smid 0.44% 58.56% 98.00% 0.14% 1.64%
All Managers 0.43% 27.86% 95.27% 0.08% 0.96%

4 Fama, Eugene F,, French, Kenneth R. (2010). “Luck versus Skill in the Cross-Section of Mutual Fund Returns,” The Journal of Finance, Vol. 65, No. 5, pp. 1915-1947.
> Carhart, Mark M. (1997). “On Persistence in Mutual Fund Performance,” The Journal of Finance, Vol. 52 No. 1, pp. 57-82.
6 Busse et al (2007). “Performance Persistence in Institutional Investment Management,” The Journal of Finance, vol. 65, No. 2, pp. 765-790
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To test if this result is time period specific, Exhibit 5 shows median rolling three-year alpha, as in Exhibit 2. In Exhibit
5, rolling three year alpha numbers are now broken out by stated manager capitalization bias. As expected, large
cap managers are the worst performers over the majority of the last 17 years, with median alpha from 2001 onward
declining towards zero.” However, small cap managers are not the best performers. Over nearly all time frames,

the median mid cap and smid cap manager dominates the median small cap manager.

Exhibit 5: Rolling Three-Factor Alpha by Market Cap
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One potential explanation for the surprising outperformance of mid cap managers is that they take more high
conviction concentrated bets than other managers. Research indicates that managers whose holdings deviate
furthest from their benchmark are the most likely to add significant alpha.® Compared to their relevant benchmarks?,
institutional mid cap managers are in fact the most concentrated, as shown in Exhibit 6. Thus, one possible
explanation for the relative performance of mid cap managers is that they are more “active” than other types of

managers on average. Note that smid cap managers are excluded in this analysis as there is no clear benchmark.

Exhibit 6: Concentration of Manager Holdings vs. Index

% top 10
Difference
Median Mgr. Benchmark
Large 32.04% 20.12% 11.92%
Mid 42.22% 24.18% 18.04%
Small 37.90% 21.85% 16.05%

Source: eVestment Alliance

Another possible explanation for the outperformance of mid cap managers is the relative dearth of mid cap
managers. As of December 2011, there were 365 active mid cap managers in the eVestment database, compared

to 614 small cap managers and 1,143 large cap managers. Using reported asset values and the number of managers

8 Cremers, Martijn K.J., Petajisto, Antti. (2009). “How Active is Your Fund Manager? A New Measure that Predicts Performance.” The Review of Financial Studies, Vol. 22,
No. 9, pp. 3329-3365.
7 S&P 100, 400, and 600 are used here.
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in the database, Exhibit 7 shows the estimated AUM across all equity managers based on manager market cap.
Despite the fact that mid cap stocks make up roughly two and a half times as much of equity market cap as small
cap stocks, there is approximately the same amount of institutional assets invested in both asset classes. To be
fair, the mid cap index overlaps significantly with the large cap index so this analysis is far from definitive, but it is

certainly interesting.

Exhibit 7: Estimated AUM by Market Cap Focus

Billions of
Dollars

Large $2,440.10
Mid $421.92
Smid $157.14
Small $483.33

Finally, another possible explanation for mid cap manager outperformance is the structure of the benchmark.
Perhaps stocks in the mid cap benchmark, for whatever reason, have generated positive alpha in recent history.
Examining the performance of the S&P 400 (a popular mid cap benchmark for passive funds), it does appear that
the mid cap benchmark itself has generated positive alpha over the past decade, of 1.08%. This is lower than the
gross of fee median manager performance of mid cap managers shown in Exhibit 3 of 2.02%, but not significantly
different on a net of fees basis. Exhibit 8 shows the rolling three year alpha of the S&P 400 benchmark against
the median mid cap manager. Exhibit 8 suggests that the relative outperformance of mid cap managers in recent

history has been more a function of a passive weight to mid cap stocks than to active selection skills.

Exhibit 8: Rolling 3 Year Alpha of Median Mid Cap Manager vs. Mid Cap Benchmark
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Also of interest is the persistence of active manager alpha. That is, are managers that generate strong alpha today
likely to generate strong alpha tomorrow? If so, then this argues more strongly for potential benefits to selecting
an active manager. To test for persistence, we regress past manager alphas on future manager alphas. The logic is
simple. If there is a positive relationship between past alpha and future alpha, then selecting managers that have

historically generated strong alpha may be a viable strategy.

Many studies that test for persistence compare past alpha or returns to short-term (one year) future returns.
However, as institutional investors have much longer horizons, we test for persistence over a three year period. To
do so, we calculate three year alphas for all equity managers in each capitalization bucket (small, mid, and large)
at an arbitrary date (December 2004), then we regress these alphas against three year forward returns. Exhibit 9
shows a table of coefficients, which indicate the size and direction of the relationship, and R?s, which indicate the

amount of variance in future alpha explained by past alpha.

Exhibit 9: Persistence Regression Results

Coeffcient R?
Large Cap -0.2316*** 4.75%
Mid Cap -0.0680 0.48%
Small Cap -0.2250*** 7.00%

***|ndicates statistical significance to the < 0.1% level

Unsurprisingly, the predictive power (R?) of past alpha on future alpha is low. However, it is interesting that the
direction of the relationship (coefficient) tends to be negative. Managers that generated higher alphas in the
three years ending in 2004 tended to generate lower alphas in the three years ending in 2007. Past alpha explains
very little future alpha, but if anything Exhibit 9 suggests that manager alpha is more likely to mean revert than to

persist. What to make of this phenomenon? The following section suggests an answer.

Value and Growth

Having examined cap bias, we now break out manager performance by style bias. As a first look, all active
managers in the sample are aggregated by stated style bias (core, growth, or value). Exhibit 10 shows long-term
alphas and Fama French factors for managers by style bias, and Exhibit 11 shows the same data over the last 10
years. Unlike the size comparisons, the messages of Exhibits 10 and 11 are more mixed. Over the longest time
frame, growth managers have generated the highest alphas. However, using more recent data that does not

include the growth fueled tech bubble, growth manager alpha drops significantly.

Exhibit 10: Fama French Regressions and Managers with Different Style Biases, 1995-2011

Value Size Market Alpha Ann Alpha
Core 14.79% 11.25% 93.51% 0.15% 1.84%
Growth -18.34% 25.72% 100.45% 0.22% 2.63%
Value 43.84% 11.76% 91.74% 0.13% 1.62%
All Managers 13.82% 18.45% 95.75% 0.17% 2.09%
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Exhibit 11: Fama French Regressions and Managers with Different Style Biases (10 Years)

Value Size Market Alpha Ann Alpha
Core 2.38% 20.32% 92.51% 0.07% 0.85%
Growth -23.58% 34.83% 98.57% 0.04% 0.45%
Value 21.86% 20.30% 93.41% 0.12% 1.44%
All Managers 0.43% 27.86% 95.27% 0.08% 0.96%

To clarify the results of Exhibits 10 and 11, Exhibit 12 shows rolling three year alpha based on manager value
or growth bias. Median growth manager and value manager alpha tend to rise and fall opposite of each other.
Median growth manager alpha rose with the tech bubble, and then fell precipitously in the aftermath, while value
manager alpha remained relatively high. As the economy recovered in the middle of the decade, growth manager

alpha recovered with it.

Exhibit 12: Rolling Three-year Alpha by Style
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Another way of examining the cyclical nature of growth manager alpha is to look at what type of managers are in
the top decile of alpha, and how this changes over time. Research indicates that managers with the highest alphas
may be the most likely to continue to outperform.’® Exhibit 13 shows the share of managers in the top decile of
rolling three-year alpha by style bias. The pattern in Exhibit 12 is even more pronounced in Exhibit 13. Growth
managers dominate the top decile in 2000, and then rapidly give way to value managers who come to make up
60% of the top decile in 2004. As the economy recovers, growth managers rise again, comprising 65% of the top
decile by 2007. The cycle then repeats as in 2004, with value managers comprising over half of all managers in

the top decile.

0 Mamaysky et al (2007). “Improved Forecasting of Mutual Fund Alphas and Betas,” Review of Finance, Vol. 11, No. 3, pp. 359-400.
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Exhibit 13: Composition of Top Decile of Alpha for All Equity Managers (Rolling 3 Years)
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While growth and value managers’ share of the top decile fluctuates with the economic cycle, the percentage of
core managers in the top decile hovers close to 20%. This is despite core managers making up roughly 30% of all
managers in the sample period. There are several possible explanations for the relative scarcity of core managers
among the ranks of top managers. Perhaps the core style bias lends itself to closet indexing, resulting in fewer
truly active managers in the universe. Or it is possible that it could be more difficult to achieve alpha purchasing
stocks in the core equity universes. Alternatively, it could be that “better” stock pickers are more likely to gravitate

to value or growth biased styles.

Whatever the cause, the pattern in Exhibit 13 is striking. At various points in time, value and growth managers
make up significantly more than their fair share of the top decile of all managers. Growth managers tend to
produce high alphas in sync with the economic cycle (shown in Exhibit 14), while value managers comparatively
tend to generate high alpha counter-cyclically to the broader economy. It is possible that growth managers who
generate high alphas have skill in determining companies that will generate higher than expected earnings growth.
If so, that could explain why these managers outperform in periods of economic growth, and underperform in
periods of economic stagnation. In downturns many companies tend to underperform expectations as earnings

are revised sharply downwards.
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Exhibit 14: Growth Manager Share of Top Decile vs. Economic Growth
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Because growth and value managers tend to produce alpha relative to other managers at the same time, there

is typically some correlation between alphas of managers with the same style bias. Exhibit 15 shows average

correlations between manager alphas based on stated style." The purpose of Exhibit 15 is to highlight which styles

of active equity management might involve similar bets after controlling for other biases. As shown in Exhibit 15,

while growth and value managers tend to be correlated with other growth and value managers, for the most part

there is little correlation between managers of the same capitalization bias. Thus, managers with similar value/

growth biases seem to have some similar sources of alpha. The excess returns of growth managers tend to be

correlated to the excess returns of other growth managers, and the excess returns of value managers tend to be

correlated to other value managers. However, these correlations are still relatively low, indicating that there may

still be a potential diversification benefit in a multi-manager approach.

Exhibit 15: Average Correlation of Manager Alpha Based on Stated Style

- All Large Mid Small All Large Mid Small
Growth Growth Growth Growth Value Value Value Value
All Growth 0.12 0.11 0.15 0.12 -0.01 -0.03 0.02 -0.01
Large Growth 0.11 0.17 0.13 0.08 -0.02 -0.02 0.02 0.00
Mid Growth 0.15 0.13 0.26 0.17 0.00 -0.03 0.09 0.02
Small Growth 0.12 0.08 0.17 0.21 0.00 0.00 0.04 0.03
All Value -0.01 -0.02 0.00 0.00 0.09 0.10 0.11 0.10
Large Value -0.03 -0.02 -0.03 0.00 0.10 0.19 0.11 0.12
Mid Value 0.02 0.02 0.09 0.04 0.11 0.11 0.22 0.15
Small Value -0.01 0.00 0.02 0.03 0.10 0.12 0.15 0.18

" Average correlation across 2,719 manager residuals from a common time frame.
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If growth managers tend to outperformin cycles, do the same managers show evidence of performance persistence?
To address this question, we divide manager performance into sub periods with different end dates, defined as
"high” vs. “low"” growth periods. Note that these sub-periods are not perfect. The low growth period ending
December 2004 for example, encompasses the 2001 recession, but also some rebound. However, the purpose
is simply to select sub periods which generally reflect “low” or “high” economic growth to test the effect of such
periods on manager returns. If this effect is overly sensitive to the end date, it is likely not robust. The end dates

of the periods used are summarized below:

e December 2000 - High growth. This period encompasses the tech boom.
e December 2004 - Low growth. This period encompasses the 2001 recession.
e December 2007 - High growth. This period encompasses the housing boom in the U.S.

e December 2010 - Low growth. This period encompasses the 2008 financial crisis.

To test whether the same managers are responsible for the cyclicality of growth alpha shown in Exhibit 14, individual
manager alphas in the first sub-period are regressed against manager alphas in later sub periods. Exhibit 16 shows
a plot of growth manager alpha as of December 2000 versus alpha as of December 2004. Managers in the top
decile of all managers as of December 2000 are highlighted. The relationship is negative, indicating that high
alpha growth managers as of December 2000 were more likely to have lower alphas as of December 2004. Though
R2 is low (4.4%), the relationship is statistically significant. More telling than the linear relationship between the
two alpha measures is the odds of top decile growth managers continuing to outperform. Just 23.29% of top
decile growth managers in 2000 generated above median alpha in 2004 (random would be 50%), and only 2.74%
ended 2004 in the top decile of alpha (random would be 10%). Thus, managers that were exceptionally good at
generating alpha in the high growth period ending in December 2000 were the same managers that were more

likely to generate low or negative alpha in the subsequent period.

Exhibit 16: Growth Manager Alpha Dec. 2000 vs. Dec. 2004
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12 T.stat -3.85 significant to 1% level.
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Exhibit 17 shows a considerable reversal to the pattern shown in Exhibit 16. This chart plots the alpha in the year
ending 2000 against the year ending 2007. The relationship is positive and statistically significant'®, with a higher
R? of 11.2%. Additionally, the odds of selecting a high alpha manager based on past alpha are relatively high. Of
the growth managers in the top decile of alpha in 2000, 37.0% were in the top decile of three-year alpha for all
managers as of December 2007 (random would be 10%). Of these managers, 78.1% generated above median
alpha (compared to all managers), and 82.2% generated positive alpha gross of fees. Thus, the growth managers
that generated high alphas in the tech boom were much more likely to be the same managers that generated high
alpha in the housing boom. Though not shown here, the pattern then reverses itself again, with alpha generated in
2000 and 2007 generated by growth managers negatively related to alpha generated by these managers in 2010,

albeit very weakly.™

Exhibit 17: Growth Manager Alpha Dec. 2000 vs. Dec. 2007
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The key finding in Exhibits 16 and 17 is that short term persistence is a poor metric to judge whether or not a
manager is a “good” growth manager. Growth managers as a whole tend to generate alpha in periods of stable
or robust economic growth. Importantly for manager selection, the same growth managers tend to generate this
outperformance. Thus, growth managers show persistence in alpha generation in similar economic environments.
Barring some ability to forecast future economic environments, the key question for alpha seeking institutional
investors is the following: is the benefit of future growth manager alpha in strong growth environments worth the

“cost” of growth manager underperformance in low growth environments?

To answer this question, we examine growth manager alpha through an entire cycle. Top growth managers are
selected based on their trailing three year alphas generated in 2000. Total alpha from 2000 to 2007 is then
computed for each of these managers. While top decile growth managers from 2000 generated alpha in the
period of economic growth from 2004 to 2007, over the total period from Jan. 2001 to Dec. 2007 average manager
alpha is -0.42%.

13 T.stat 6.25 significant to 1% level
14 T-stats for 2000 and 2007 alpha are -2.50 (5% level) and -3.34 (1% level) respectively. R?are just 3.2% and 1.7%
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The distribution of alpha in subsequent periods for top ranked growth managers in December 2000 is shown below
in Exhibit 18. The average alpha for these managers in the three-year period ending in 2007 was 6.01%. However,
this positive alpha is not enough to negate the average alpha of -5.14% earned in the four year period ending in
December 2004, leading the average alpha for the full period to be negative. For the entire seven year period,
less than half of managers earned a positive alpha (47.95%). Less than a third (28.77%) had an alpha higher than
100 bps, a conservative estimate of median active manager fees. Thus while top growth managers post impressive
and persistent numbers during periods of economic growth, they have difficulty outperforming on average over an

entire cycle, both gross and net of fees.

Exhibit 18: Alpha Distribution for Growth Managers Ranked in Top Decile as of Dec 2000
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Jan 2001-Dec Jan 2001-Dec Jan 2005-Dec
2007 2004 2007
Min -8.96% -21.76% -4.82%
Max 8.75% 7.06% 26.24%
Average -0.42% -5.14% 6.01%
% > 0 47.95% 13.70% 82.19%
% >100 bps 28.77% 8.22% 78.08%

A reasonable follow up to the analysis of growth managers is a similar analysis of value managers. Exhibit 19 shows
a comparison of value manager alpha for the period ending in December 2004 to December 2007. December
2004 is used as the starting period for value managers; during this time period they were much more likely than

growth managers to generate high alphas. The relationship between value manager alpha generated in 2004 and
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2007 is statistically significant, but weak.”™ Results are similar for regressions of value manager alpha for the period
ending in December 2004 to December 2010. For value managers then, past alpha is positively related to future
alpha'é, but the explanatory power is weak.” Unlike growth managers, however, value managers show persistence

across periods of economic growth and decline.

Exhibit 19: Value Manager Three-Year Alpha December 2004 vs. December 2007
2.0%

1.5%

1.0%

0.5%

0.0%
-0.5%
-1.0%
-1.5%
-2.0%

-1.5% -1.0% -0.5% 0.0% 0.5% 1.0% 1.5% 2.0%
THREE-YEAR ALPHA DEC-04 >

THREE-YEAR ALPHA DEC-07

B Mgrs < 90th Percentile Alpha in 2004 ] Mgrs > 90th Percentile Alpha in 2004
Source: eVestment Alliance
Exhibit 20: Value Manager Three-Year Alpha December 2007 vs. December 2010
2.0%

1.5%

1.0%

0.5%

0.0%

-0.5%

-1.0%

-1.5%

THREE-YEAR ALPHA DEC-10 —»

-2.0%
-1.5% -1.0% -0.5% 0.0% 0.5% 1.0% 1.5% 2.0%
THREE-YEAR ALPHA DEC-07 -

B Mgrs < 90th Percentile Alpha in 2004 B Mgrs > 90th Percentile Alpha in 2004

Source: eVestment Alliance

"5 T-stat of 2.88 (significant to 1% level), R? 1.6%
16 T.stat of 2.72 (significant to 1% level).
7 R2 = 1.46%
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What the relationships shown in Exhibits 19 and 20 suggest is that value manager persistence is not as contingent
on macroeconomic conditions as growth manager persistence. Value managers that have generated high alpha in
the past have a better than average chance of generating high alpha in the future. The top decile value managers
in 2004 had a 16.0% chance of being a top decile manager in the three years ending in 2007 (random would be
10%), and a 22.7% chance of being a top decile manager in the three years ending in 2010 (random would be 10%).
Growth managers that have generated high alpha in the past have a better chance of generating high alpha in
the future, as long as economic conditions remain supportive. If the economy turns, growth managers that have

generated high alpha in the past tend to be poor performers.

Exhibits 21 and 22 show forward looking summary statistics for top decile managers as of December 2004. Average
gross of fee alpha was positive for both three year sub-periods for value managers, and total alpha from January
2005 to December 2010 was 1.5%. Two thirds of managers outperformed gross of fees, and over half (57.3%)
outperformed net of fees.” For growth managers, a similar pattern is shown as in Exhibits 16 and 17. Managers
in the top decile in 2004 continued to outperform in a similar economic environment from 2005 to 2007, and then
experienced a sharp reversal from 2008 to 2010. Over the course of the cycle, average alpha was negative, and

few managers (33.3%) generated positive alpha.

Exhibit 21: Summary Statistics of Top Decile (2004) Value Managers

Jan 2005-Dec Jan 2005-Dec Jan 2008-Dec

2010 2007 2010
Min -8.05% -10.19% -9.61%
Max 13.07% 12.05% 17.82%
Average 1.50% 0.97% 1.89%
% >0 68.00% 54.67% 66.67%
% > 100 bps 57.33% 42.67% 53.33%

Exhibit 22: Summary Statistics of Top Decile (2004) Growth Manage

rs

Jan 2005-Dec

Jan 2005-Dec

Jan 2008-Dec

2010 2007 2010
Min -8.79% -10.54% -11.32%
Max 21.96% 55.82% 2.70%
Average -0.91% 2.91% -4.14%
% >0 33.33% 54.90% 11.76%
% >100 bps 21.57% 50.98% 7.84%

The long-term positive alpha in Exhibit 21 for value managers certainly looks better than the negative alpha of
growth managers in Exhibit 22, but is still not significantly greater than zero on a net of fees basis. However, the
average of all value managers obscures the outperformance of mid cap managers. At least for the second half
of the last decade, the same pattern of mid cap managers outperforming small and large cap managers shown
in Exhibit 5 was also evident in top decile managers. As shown in Exhibit 23, mid cap value managers in the top
decile of all managers at the end of 2004 continued to produce significant alpha for the next six years (3.68%). All

capitalization styles outperformed their indices gross of fees, with a lower standard deviation.

'8 We are assuming an average active fee of 100 basis points.
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Exhibit 23: Summary Statistics for Top Decile (2004) Value Managers by Capitalization Focus Six Years Ending

December 2010
Mkt-Rf Size Value Alpha Ann. Alpha Ret Std
All Mgrs 97.84% 20.28% 14.58% 0.12% 1.44% 6.34% 18.65%
Large Mgrs 95.84% -8.34% 16.28% -0.03% -0.41% 3.64% 17.34%
Mid Mgrs 95.96% 23.43% 7.24% 0.30% 3.68% 8.68% 18.25%
Small Mgrs 97.11% 57.48% 21.03% 0.15% 1.87% 7.77% 20.52%
S&P 500 Value 94.53% -13.24% 34.85% -0.19% -2.24% 1.68% 18.23%
S&P Mid Cap Value 97.68% 47.29% 17.09% 0.03% 0.30% 5.81% 20.20%
S&P Small Cap Value 89.72% 90.73% 38.10% -0.17% -2.07% 4.41% 22.43%

Exhibit 24 shows a similar breakdown for growth managers. The table in Exhibit 24 shows the average forward
looking Fama French factor values for growth managers ranked in the top decile as of the end of 2004 compared
to relevant benchmarks. As with value managers, mid cap managers showed the best performance and alpha
numbers. However, unlike top decile mid value managers, which achieved out of sample alpha of 3.68% vs. 0.30%
for the benchmark, top decile mid growth managers actually generated less alpha than the benchmark, 0.72% vs.

2.78%.

Exhibit 24: Summary Statistics for Top Decile (2004) Growth Managers by Capitalization Focus Six Years Ending
December 2010

Mkt-Rf Size Value Alpha Ann. Alpha Ret Std
All Mgrs 97.73% 19.71% -25.04% -0.08% -0.91% 6.00% 18.94%
Large Mgrs 95.88% 3.27% -26.12% -0.15% -1.70% 4.88% 17.43%
Mid Mgrs 98.80% 29.15% -26.86% 0.06% 0.72% 7.99% 19.55%
Small Mgrs 111.37% 80.18% -11.25% -0.29% -3.35% 5.00% 23.90%
S&P 500 Growth 96.30% -11.12% -24.56% 0.00% 0.00% 3.67% 15.89%
S&P Mid Cap Growth 105.07% 42.15% -19.96% 0.23% 2.78% 7.91% 19.90%
S&P Small Cap Growth 94.78% 80.75% 5.04% -0.05% -0.59% 5.47% 20.82%

Final Notes - Actual Style versus Stated Style

Manager style for the purposes of this paper has so far been based on stated manager style, as that is what most
institutional investors use to create peer universes. If a manager calls himself mid cap, for the purposes of this
analysis - regardless of what he actually invests in - he is considered a mid cap manager. Of course, most investors
are familiar with the concept of style drift. For example, a manager may claim to invest in small cap stocks, but
after years of success gradually drift to more of a mid cap style. Most investors look at style bias to ensure that
their strategic allocations are being met and typically attempt to ensure managers do not drift too far from their
stated styles. However, if it is true that mid and small cap managers are more likely to generate alpha, style drift

may also aid in selecting active managers.

|
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As an example, Exhibit 25 shows all cap manager size beta versus three-year alpha as of 2005." The further right
on the axis a manager is, the higher the small cap bias of the portfolio. The higher the manager is on the y-axis, the
greater the three-year alpha as of 2005. The dotted lines on the graph are centered on the beta of the S&P mid
cap index, plus or minus two standard errors. Managers to the left of the dotted lines have a larger cap bias than
the index (with 95% confidence). Managers to the right of the dotted lines have a smaller cap bias than the mid cap
index (with 95% confidence). Managers between the two lines do not have a statistically significant difference in
size beta compared to the mid cap index. Exhibit 25 shows that all cap managers with a large cap bias tended to
perform relatively poorly. As the cap bias of all cap managers moved towards the mid cap range, alphas rose, and
then tended to fall again for smaller cap biased managers. These results are in line with Exhibit 4, which indicated

mid cap managers had a higher likelihood of generating high alphas.

Exhibit 25: All Cap Manager Size Beta versus Three-Year Realized Alpha, Dec 2005
A 15%

10%

5%

0%

-5%

-10%

THREE-YEAR ALPHA

-15%
-1.0 -0.5 0.0 0. 1.0 1.5 2.0
SIZE BETA -

B All Cap Managers m== === Mid Cap Beta +/- 2SE

For another example, consider the case of large cap managers also as of 2005. Exhibit 26 shows large cap manager
size beta plotted versus realized alpha. As expected, the majority of large cap managers are truly “large cap.”
However, large cap managers that were more mid cap focused tended also to generate higher alphas. The findings
in Exhibit 25 and Exhibit 26 suggest that investors may wish to consider manager “actual style” alongside stated
style. For example, in the search for a high alpha mid cap manager, investors may wish to consider high alpha

managers that call themselves large or all cap managers, but in reality show a mid cap bias.

19 2005 was selected as an arbitrary date in between periods previously used for illustrative purposes.
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Exhibit 26: Large Cap Manager Size Beta versus Three-Year Realized Alpha, Dec 2005
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Conclusion

There is along history of academic literature that suggests it is very difficult for active equity managers to consistently

outperform passive benchmarks. While this appears slightly less difficult for institutional managers than for mutual

fund managers, the average institutional manager still fails to generate statistically significant alpha after adjusting

for fees. This paper attempts to search for specific areas within the institutional equity manager universe that show

either higher average alpha, or stronger evidence of long-term persistence. Though the findings offer no silver

bullet for investors, the results suggest several useful conclusions:

e Investors may wish to consider actual manager style in addition to stated manager style. For example,
some all cap and large cap managers may effectively have mid cap styles. It may be worthwhile to
consider strong managers for searches based on their actual style as opposed to stated style.

e Mid and smid cap managers have historically generated higher alpha than small cap managers. Large
cap managers have generated the lowest alpha. Much of this alpha for mid cap managers appears to be
driven by benchmark construction, and not true active selection. However, this effect is much larger for
growth rather than value managers.

e  Core managers appear less often than expected among the top decile of alpha for all equity managers.
It is unclear whether this is because it is more difficult to outperform for core managers, or if there is simply
an increased population of index-like core managers. Either way, this suggests that core managers are less

likely to add value.
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e  Growth manager alpha is highly cyclical. Managers tend to show a reasonably high degree of
persistence, as long as the economic environment remains consistent. However, when the cycle inevitably
turns, all alpha and then some is lost on average. Thus, it may be difficult for active growth managers
to outperform over an entire market cycle. This should lead investors to carefully consider allocations to
active growth managers. If allocations are made, it is important to be cognizant of the fact that returns
may show persistence in the short term, and reversion in the long term. Managers with exceptionally low
alpha are more likely to show strong alpha as the economic cycle turns.

e Value manager alpha appears more persistent regardless of the economic conditions, though the
strength of this relationship is weak. Still, this should make investors somewhat more confident that strong
value managers are more likely to continue to outperform than strong growth managers if the economic

cycle turns.

If nothing else, these findings are further confirmation that persistent success for active management is difficult
to achieve, and strongly suggest that large cap allocations should be indexed. For investors who advocate the
utilization of active management, the mid cap space offers the most compelling story, moreso for value than
growth mandates. Perhaps most surprising was the disappointing data for small cap managers, long believed to
be the most successful of active managers in the U.S. equity space. While this paper most certainly does not offer
a playbook on selecting the perfect active manager, it does help direct us to the most opportune spots in the U.S.
equity market where active management has the best chance of outperforming its respective index. As always,
we encourage investors to carefully review and understand any investment program — including actively managed

equity funds — before proceeding with a mandate. P
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