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Peter Lynch

Peter Lynch, Beating the Street (New York: Simon & Schuster, 1993), 60.

“All the time and effort that people devote to picking the right
fund, the hot hand, the great manager, have in most cases led to no 
advantage.”
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Presenter
Presentation Notes
Talking Points:
Peter Lynch achieved an enviable record as portfolio manager for the Fidelity Magellan fund from June 1977 through May 1990.

Many investors have read his books seeking to learn the secrets of his success. Although Lynch provides many interesting stock-picking anecdotes from his career, he appears to acknowledge the challenge of identifying the next great stock-picker.



Warren E. Buffett
Chairman and CEO, Berkshire Hathaway, Inc.

Berkshire Hathaway Inc., 1996 Annual Report, chairman’s letter, in www.berkshirehathaway.com.

“Most investors, both institutional and individual, will find that the 
best way to own common stocks is through an index fund that 
charges minimal fees.”
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Presenter
Presentation Notes
Talking Points:
Warren Buffett, chief executive of Berkshire Hathaway, Inc., is considered one of the most successful investors of all time. Although Berkshire is an operating company, not a mutual fund, the impressive long-term price appreciation of Berkshire shares is often attributed to his skill as an investor. Yet in this quote he appears to advise both individual and institutional investors to follow a passive strategy through low-cost index funds.



Efficient Markets Hypothesis
Eugene F. Fama, University of Chicago

The Hypothesis States:

• Current prices incorporate all available information and expectations.

• Current prices are the best approximation of intrinsic value.

• Price changes are due to unforeseen events.

• “Mispricings” do occur but not in predictable patterns that can lead to consistent 
outperformance.

Implications

• Active management strategies cannot consistently add value through security 
selection and market timing.

• Passive investment strategies reward investors with capital market returns.
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Eugene F. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” Journal of Finance 25, no. 2 (May 1970): 383-417. 
Eugene F. Fama, “Foundations of Finance,” Journal of Finance 32, no. 3 (June 1977): 961-64.

Presenter
Presentation Notes
Talking Points:
Professor Eugene F. Fama of the University of Chicago performed extensive research on stock price patterns. In 1966, he developed the Efficient Markets Hypothesis, which asserts that current securities prices reflect all available information and expectations.

This framework has several implications for investors. If current market prices offer the best available estimate of real value, stock mispricing should be considered a rare condition that cannot be systematically exploited through fundamental research or market timing. Moreover, only unanticipated future events will trigger price changes, which is one reason for the apparent short-term “randomness” of returns.

The hypothesis states that investors may be best served through passive, structured portfolios. Rather than trying to out-research other players in the market, a passive investor looks to asset class diversification to manage uncertainty and position for long-term growth in the capital markets.



US Large Cap Returns
1995‐2009

Source: Morningstar data provided by Morningstar Inc. Includes all Morningstar US large cap funds with fifteen-year returns, distinct portfolios only, as of 
December 31, 2009. The S&P data are provided by Standard & Poor’s Index Services Group. CRSP data provided by the Center for Research in Security Prices, 
University of Chicago. 
Indexes are not available for direct investment. Their performance does not reflect the expenses associated with the management of an actual portfolio.  
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an 
investor may lose money.
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Annualized Compound Return (%)

S&P 500 Index 8.04

CRSP 1-10 Index 8.26

Morningstar Fund Average 7.59

CRSP 1-10 Index
S&P 500 Index

Morningstar Fund Average

Presenter
Presentation Notes
Talking Points:
Active managers put the Efficient Markets Hypothesis to the test every day as they strive to identify “mispricing opportunities”—or securities that do not accurately reflect all available information. Most managers fail to consistently deliver returns above the market average.

This slide plots the performance of over 450 US large cap mutual funds that have existed since 1995. In what appears to be consistent with efficient market principles, a majority of the funds underperformed the S&P 500 Index and the CRSP 1-10 Index. Only about a third of the large cap fund universe delivered market-beating returns. 



The Failure of Active Management
Percentage of Active Public Equity Funds That Failed to Beat the Index
January 2005‐December 2009
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Source: Standard & Poor’s Indices Versus Active Funds Scorecard, March 30, 2010. Index used for comparison: US Large Cap—S&P 500 Index; US Mid Cap—S&P MidCap
400 Index; US Small Cap—S&P SmallCap 600 Index; Global Funds—S&P Global 1200 Index; International—S&P 700 Index; International Small—S&P Developed ex. US
SmallCap Index; Emerging Markets—S&P IFCI Composite. Data for the SPIVA study is from the CRSP Survivor-Bias-Free US Mutual Fund Database.
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Presenter
Presentation Notes
The efficient markets hypothesis implies that no active investor will consistently beat the market over long periods of time, except by chance. Yet active managers test the hypothesis every day through their efforts to pick stocks and time markets. The evidence shows that their efforts are not worth the high cost borne by investors. ��This slide displays the percentage of actively managed public equity funds that failed to outperform their respective market benchmarks for each major fund category for the five-year period ending December 2009. Most of the fund categories failed to beat their respective benchmark as a group. This is consistent with research, which shows that, as a group, active managers underperform the market by an amount equivalent to their average fees and expenses. 

The lone exception is the outperformance of the international small fund manager category during the period. As indicated in the graph, only 27% of this group failed to beat the respective benchmark, which is the S&P Developed ex-US Small Cap index. More detailed analysis reveals that many managers in the international small category had significant holdings in emerging market stocks, which is a different asset class that had stronger performance during the period. Consequently, the large percentage of outperformance among international small managers may result from a large portion of them holding a different asset class and being compared to the wrong benchmark.

If the manager group’s average return is benchmarked to an international small cap index that includes emerging markets, the rate of underperformance rises to the 70-80% range, which is in line with the other equity fund categories. (Benchmark is the MSCI All Country ex USA.)



The Failure of Active Management
Percentage of Active Fixed Income Funds That Failed to Beat the Index
January 2005‐December 2009

S1160.5

Source: Standard & Poor’s Indices Versus Active Funds Scorecard, March 30, 2010. Index used for comparison: Government Long—Barclays Capital US Long Government 
Index; Government Intermediate—Barclays Capital US Intermediate Government Index; Government Short—Barclays Capital US 1-3 Year Government Index; Investment 
Grade Long—Barclays Capital US Long Government/Credit; Investment Grade Intermediate—Barclays Capital US Intermediate Government/Credit; Investment Grade 
Short—Barclays Capital US 1-3 Year Government/Credit; National Muni—S&P National Municipal Bond Index; CA Muni—S&P California Municipal Bond Index. Data for the 
SPIVA study is from the CRSP Survivor-Bias-Free US Mutual Fund Database. Barclays Capital data, formerly Lehman Brothers, provided by Barclays Bank PLC. 
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Presenter
Presentation Notes
Research by Eugene Fama and other financial academics has offered evidence that the bond markets are efficient and that interest rates and bond prices do not move predictably. This appears to be the case with all types of issues, from short-term government instruments to long-term corporate bonds. ��This slide illustrates the formidable challenge that active bond managers face. The graph shows the percentage of active fixed income funds in each category that failed to beat their respective market benchmark for the five-year period ending December 2009. All categories had at least a 70% failure rate, with failure defined as underperforming their benchmark. ��This is consistent with financial theory and research, which propose that active managers cannot outperform the market as a group, particularly after accounting for management fees, trading costs, and other expenses. 



Non‐Surviving Equity Funds
Actively Managed US Equity Funds
2005‐2009

Data provided by CRSP Survivor-Bias-Free US Mutual Fund Database. Sample includes mutual funds existing as of 12/2004. Returns analyzed for the five-year 
period from 2005-2009. Multiple share classes are aggregated to fund level. Index funds, inverse funds, and leveraged funds are excluded.

A benchmark is a standard against which the performance of an individual security or group of securities is measured . It is usually based on published indexes of 
securities of the same or similar class.  However customized ones maybe used to suit a particular investment strategy. Past performance is not a guarantee of future 
results. Values change frequently, and past performance may not be repeated. There is always the risk that an investor may lose money. 
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Total Universe of
2,231 Funds in 2005

Percentage of Cumulative
Non-Survivors

On average, 7.0% of the actively 
managed equity fund universe 
disappeared each year.

During 2005, 6.8% of the fund 
universe disappeared. By the fifth 
year, 30.4% of the fund universe 
(678 funds) had disappeared.

Reasons for non‐survival likely 
include closure due to poor 
investment results.

Presenter
Presentation Notes
Some people claim that strong financial markets offer opportunities for active managers to add value, while others say that active management works best in market downturns. During the past five years, the US stock market has experienced several years of moderate gains, one year of extreme underperformance (2008), and a year of strong returns (2009).
 
So how have active mutual fund managers performed during this period? 

As shown in this graph, of the 2,231 actively managed US equity funds operating at the beginning of 2005, 30.4% of the universe disappeared during the five-year period through 2009. Most of this non-survival occurred in years when the market delivered positive returns.
 
Some investors might conclude that a 70% survival rate offered strong odds of choosing a successful fund over the period, with a fund’s success defined as beating the performance benchmark for its fund category. But survival rate alone does not offer insight into future performance of a fund, as demonstrated in the next slide.



Data provided by CRSP Survivor-Bias-Free US Mutual Fund Database. Sample includes mutual funds existing as of 12/2004. Returns analyzed for the five-year period from 
2005-2009. Multiple share classes are aggregated to fund level.  Index funds, inverse funds, and leveraged funds are excluded.

A benchmark is a standard against which the performance of an individual security or group of securities is measured. It is usually based on published indexes of securities of 
the same or similar class.  However customized ones maybe used to suit a particular investment strategy. Past performance is not a guarantee of future results. Values 
change frequently, and past performance may not be repeated. There is always the risk that an investor may lose money. 

S1165.2

Equity funds that 
beat their category 
benchmark 
consistently.

Few Consistent Equity Fund Winners
Actively Managed US Equity Funds  
2005‐2009

Equity funds did not outperform 
their respective category 
benchmark in most years or over 
the entire 
five‐year period.

Nearly half (46.8%) of actively 
managed US equity funds 
outperformed their benchmark 
in 2005. 

Five years later, only 1.0% of the 
initial funds (23 out of 2,231) had 
outperformed the benchmark 
every year.

Presenter
Presentation Notes
Although about 70% of the actively managed US equity funds (1,554 out of 2,231) survived the five-year period, most funds did not outperform their category benchmark.
 
This graph shows the percentage of the initial funds that survive and beat their benchmark in consecutive years. In the first year (2005), 46.8% of the funds were winners, but by year five (2009), only 1% of the funds (23 out of the 2,231 initial) had survived and consistently outperformed their benchmark.

Additional statistics from the study reveal the inconsistency of active fund performance. In any given year, an average of 46.4% of existing funds beat their benchmark. Over the entire period, only 36.6% of initial funds had total five-year returns above their respective benchmarks.
 
Despite the strong evidence against active strategies, some people may believe that, as a group, active managers can add value. The challenge comes in identifying winning managers in advance. Some investors attempt this by choosing managers with strong past performance.
 
Evidence does not support their approach. In the five-year period under study, recent winners did not reliably repeat their outperformance. In fact, less than half (35.3%) of the funds that beat their benchmark in the preceding year did so again in the following year. 



Non‐Surviving Bond Funds
Actively Managed US Bond Funds
2005‐2009

Data provided by CRSP Survivor-Bias-Free US Mutual Fund Database. Sample includes mutual funds existing as of 12/2004. Returns analyzed for the five-year period from 
2005-2009. Multiple share classes are aggregated to fund level.  Index funds, inverse funds, and leveraged funds are excluded.

A benchmark is a standard against which the performance of an individual security or group of securities is measured. It is usually based on published indexes of securities of 
the same or similar class.  However customized ones maybe used to suit a particular investment strategy. Past performance is not a guarantee of future results. Values 
change frequently, and past performance may not be repeated. There is always the risk that an investor may lose money. 
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Total Universe of
911 Funds in 2005

Percentage of Cumulative
Non-Survivors

On average, 6.5% of the 
actively managed bond fund 
universe disappeared each 
year.

During 2005, 7.8% of the 
funds had disappeared. By the 
fifth year, 28.5% of the fund 
universe (260 funds) had 
disappeared.

Poor investment results is one 
likely reason for 
non‐survivorship.

Presenter
Presentation Notes
Like active managers in the equity universe, bond fund managers have a significant rate of non-survival and underperformance.

As shown in this graph, of the 911 actively managed bond funds operating at the beginning of 2005, about 28.5% of the universe (260 funds) disappeared during the five-year period through 2009. 
 
Some investors might assume that a 71% survival rate offered reasonable odds for choosing a winning fund over the period, with a fund’s success defined as beating the performance benchmark for its fund category. However, survival rate alone does not offer insight into a fund’s future return.



Data provided by CRSP Survivor-Bias-Free US Mutual Fund Database. Sample includes mutual funds existing as of 12/2004. Returns analyzed for the five-year period from 
2005-2009. Multiple share classes are aggregated to fund level.  Index funds, inverse funds, and leveraged funds are excluded.

A benchmark is a standard against which the performance of an individual security or group of securities is measured. It is usually based on published indexes of securities of 
the same or similar class.  However customized ones maybe used to suit a particular investment strategy. Past performance is not a guarantee of future results. Values 
change frequently, and past performance may not be repeated. There is always the risk that an investor may lose money. 
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Bond funds that beat 
their category benchmark 
consistently.

Few Consistent Bond Fund Winners
Actively Managed US Bond Funds
2005‐2009

Few actively managed bond 
funds outperformed their category 
benchmark in most years or over 
the entire period.

About four out of ten actively 
managed bond funds beat the 
benchmark in 2005.

Five years later, less than 1% of 
the surviving funds had beat the 
benchmark every year.

Presenter
Presentation Notes
Most actively managed funds do not outperform their fund category benchmark.

This graph shows the percentage of bond funds in the initial universe that beat their benchmark in consecutive years. In 2005, over 41% of the funds outperformed their respective category benchmark. By year five (2009), however, only 0.3% of the funds (3 out of the initial 911) had outperformed in all five years. 

The study also reveals that, on average, only 38.9% of existing funds beat the benchmark in a given year, and over the five-year period, only 16% of surviving funds (145 out of 911) delivered a total return above their benchmark for the entire period.
 
Despite the strong evidence against actively managed bond funds, some investors believe that active managers as a group offer the best opportunity for long-term success, assuming these managers can be identified in advance. One approach is to buy recent winners in hopes that their outperformance will continue in the future.

But past winners did not typically repeat over multiple years. In this five-year period, on average, only 34% of the funds that beat their category benchmark in the preceding year outperformed in the following year. 



No Insight in Past Performance
US Equity Funds 
As of December 31, 2009

As of December 31, 2009. Outperformance is based on equal-weighted fund counts. Funds with multiple share classes are 
aggregated to the fund level. Data Source: CRSP Survivor-Bias-Free US Mutual Fund Database. Russell data copyright © Russell 
Investment Group 1995-2010, all rights reserved.  

Previous 3 Years Previous 5 Years Previous 7 Years

Outperformers  Underperformers  Outperformers  Underperformers  Outperformers  Underperformers 

Fund Category Comparison Index %  Out of %  Out of %  Out of %  Out of %  Out of %  Out of

All Funds 39.4  827 56.3  1105 42.9  624 55.2  905 40.8  468 55.1  839

Large‐Cap Core Russell 1000 27.6  116 61.0  123 26.4  72 54.5  154 20.6  34 52.6  116

Large‐Cap Value Russell 1000 Value 60.6  66 69.2  52 64.5  31 65.1  63 60.0  10 69.4  62

Large‐Cap Growth Russell 1000 Growth 19.0  58 41.8  110 24.1  54 43.5  62 27.0  74 38.8  85

Mid‐Cap Core Russell Midcap 11.1  72 28.3  46 9.5  42 24.2  62 6.3  16 17.1  41
Mid‐Cap Value Russell Midcap Value 40.5  42 61.9  42 42.9  21 50.0  50 38.1  21 47.3  55
Mid‐Cap Growth Russell Midcap Growth 19.3  109 41.8  55 21.7  69 35.1  57 20.8  53 35.8  53

Small‐Cap Core Russell 2000 58.9  73 58.1  155 56.7  67 62.8  94 50.0  36 61.7  60
Small‐Cap Value Russell 2000 Value 84.4  32 85.7  56 90.0  30 83.0  53 87.5  40 82.9  76
Small‐Cap Growth Russell 2000 Growth 38.9  54 44.2  113 52.8  53 42.0  81 38.9  36 45.2  73

Multi‐Cap Core Russell 3000 50.0  124 62.0  166 51.1  94 56.3  80 52.8  53 43.8  48
Multi‐Cap Value Russell 3000 Value 65.9  44 75.2  101 70.7  41 78.4  111 68.4  38 75.9  133
Multi‐Cap Growth Russell 3000 Growth 40.5  37 41.9  86 36.0  50 50.0  38 29.8  57 48.6  37
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Presenter
Presentation Notes
Some investors may assume that a fund’s track record offers useful information for predicting future results. However, this slide offers strong evidence that past performance for any time period does not have predictive power. This applies to funds that have an established history of outperformance, and to those that have a track record of underperformance.
 
The table separates each fund category (and all funds) into two groups—those that outperformed their respective benchmark, and those that underperformed their benchmark for the previous three, five, and seven years. The percentages in the respective columns indicate the proportion of the funds that outperformed in the following year. 
 
For example, for the All Funds category, only 39.4% of the funds that outperformed the market in the previous three years repeated their outperformance in the next year (2009), and 56.3% of the funds that underperformed the market in the previous three years experienced outperformance in the next year.
 
For each time period, the higher percentage of outperformance between the two groups in each category is highlighted. Interestingly, a larger percentage of funds with historical underperformance managed to outperform more often in the next year across the categories.
 
One important observation is that funds that previously outperformed their benchmark did not show any ability to repeat their performance, as compared to the funds that were historical underperformers over the same periods. 
 
Consequently, the length of a winning or losing track record does not appear to affect future performance among actively managed funds.
 
 




Percent of US Equity Funds Outperformed by Benchmarks
As of December 31, 2009

Fund Category Comparison Index One Year Three Year Five Year Ten Year

All US Equity Funds 51.96 55.50 65.17 73.40

Large‐Cap Core Russell 1000 Index 59.10 54.96 72.64 88.11

Large‐Cap Value Russell 1000 Value Index 39.47 36.77 52.24 85.81

Large‐Cap Growth Russell 1000 Growth Index 59.84 71.70 78.73 66.67

Mid‐Cap Core Russell Midcap Index 80.79 52.89 59.41 86.30

Mid‐Cap Value Russell Midcap Value Index 53.02 41.46 61.73 82.05

Mid‐Cap Growth Russell Midcap Growth Index 73.72 54.64 69.40 75.83

Small‐Cap Core Russell 2000 Index 39.66 56.96 61.32 62.25

Small‐Cap Value Russell 2000 Value Index 19.59 38.30 45.88 66.67

Small‐Cap Growth Russell 2000 Growth Index 51.88 66.00 69.85 59.29

Multi‐Cap Core Russell 3000 Index 46.45 54.72 58.76 70.22

Multi‐Cap Value Russell 3000 Value Index 30.89 43.92 59.54 73.85

Multi‐Cap Growth Russell 3000 Growth Index 62.02 74.16 74.67 65.56

Real Estate Funds Dow Jones US Select REIT Index 41.44 40.45 57.83 83.78

As of December 31, 2009. Outperformance is based on equal-weighted fund counts. Funds with multiple share classes are 
aggregated to the fund level. Data Source: CRSP Survivor-Bias-Free US Mutual Fund Database. Russell data copyright © Russell 
Investment Group 1995-2010, all rights reserved.  
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Presenter
Presentation Notes
Talking Points:
Advocates of actively managed strategies argue that managers can apply their knowledge and skill to enhance returns. Using fundamental research or economic and market analysis as their tools, these managers try to outperform the market by predicting the future direction of individual stocks, sectors, or markets.

However, when performance results are put to the test, the data confirm that most active managers typically fail to add value. The longer the time period, the more likely they are to underperform their respective benchmark.

The above chart offers recent evidence, based on one-, three-, five-, and ten-year return periods ending December 31, 2009. The columns show major categories of actively managed US funds and the percentage of each group outperformed by a respective Russell index. (The analysis used active manager returns from the CRSP Survivor-Bias-Free US Mutual Fund Database, and the managers are grouped according to their major fund category.) 

Although the majority of managers in some categories outperformed in the most recent one-year period, their success rate dropped considerably over longer periods. Overall, US managers failed to match their respective index, with their failure rate climbing from 51.96% over one year to 73.40% over ten years.

Only one fund category had fewer than half of the managers underperform over five years (45.88% for small cap value), and no categories had a majority of managers beat their benchmark over ten years. In fact, for the decade, active manager underperformance ranged from 59% to 88%.




Percent of US Bond Funds Outperformed by Benchmarks
As of December 31, 2009

Fund Category Comparison Index One Year Three Year Five Year Ten Year

All US Bond Funds 34.25 80.89 84.08 89.65

Government Funds Barclays Capital US Government Bond Index 23.86 74.00 75.81 88.51

Govt‐Intermediate Barclays Capital US Government Bond Index Intermediate 9.30 72.22 78.13 84.54

Govt‐Short Barclays Capital US Government Index 1‐3 Years 23.81 76.74 81.82 83.33

Corporate Funds Barclays Capital US Government/Credit Bond Index 12.75 71.30 76.09 89.51

Corp‐Intermediate Barclays Capital US Government/Credit Bond Index Intermediate 14.38 73.39 76.86 83.96

Corp‐Short Barclays Capital US Government/Credit Index 1‐3 Years 16.67 89.29 88.31 91.94

Municipal Funds Barclays Capital Municipal Bond Index 31.58 89.66 95.28 96.83

Muni‐Intermediate Barclays Capital Municipal Bond Index 7 Years 77.78 100.00 100.00 100.00

Muni‐Short Barclays Capital Municipal Bond Index 3 Years 66.67 100.00 100.00 100.00

High Yield Barclays Capital Corporate High Yield Index 91.13 90.48 94.44 94.60

As of December 31, 2009. Outperformance is based on equal-weighted fund counts. Past performance is no guarantee of future 
results. Data Source: CRSP Survivor-Bias-Free US Mutual Fund Database. Barclays Capital data provided by Barclays Bank PLC.
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Presenter
Presentation Notes
Talking Points:
As shown above, the relative track record of actively managed US bond funds is even worse than that of equity funds. As a group, US bond fund managers beat their respective indexes over one year (only 34.25% were outperformed). But over three-, five-, and ten-year periods through year-end 2009, at least 80% of the managers failed to outperform. For the decade, the proportion of underperforming managers by category ranged from 83% to 100%.

Of course, manager performance will fluctuate over time, and most funds in a given category might beat their index in certain periods. But the message is clear: As a group, US managers across the range of equity and bond fund categories often struggle to add value relative to an appropriate benchmark—and the longer the time horizon, the greater the challenge to maintain a winning track record.
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