
THE ROLE OF ACTIVE MANAGEMENT IN
EFFICIENT MARKETS: A REFLECTION

Item Type text; Electronic Thesis

Authors Fenton, Zachary Daru

Citation Fenton, Zachary Daru. (2009). THE ROLE OF ACTIVE
MANAGEMENT IN EFFICIENT MARKETS: A REFLECTION
(Bachelor's thesis, University of Arizona, Tucson, USA).

Publisher The University of Arizona.

Rights Copyright © is held by the author. Digital access to this material
is made possible by the University Libraries, University of Arizona.
Further transmission, reproduction or presentation (such as
public display or performance) of protected items is prohibited
except with permission of the author.

Download date 24/05/2023 20:20:03

Item License http://rightsstatements.org/vocab/InC/1.0/

Link to Item http://hdl.handle.net/10150/192323

http://rightsstatements.org/vocab/InC/1.0/
http://hdl.handle.net/10150/192323


THE ROLE OF ACTIVE MANAGEMENT IN EFFICIENT MARKETS:
 

A REFLECTION
 

By
 

ZACHARY DARU FENTON
 

A Thesis Submitted to The Honors College
 

In Partial Fulfillment of the Bachelor's degree
 

With Honors in
 

Finance
 

THE UNIVERSITY OF ARIZONA
 

May 2009
 

Approved by: 

Christopher Lamoureu 

Dean of the Finance Department 



STATEMENT BY AUTHOR 

I hereby grant to the University of Arizona Library the nonexclusive worldwide 

right to reproduce and distribute my thesis and abstract (herein, the "licensed materials"), 
in whole or in part, in any and all media of distribution and in any format in existence 
now or developed in the future. I represent and warrant to the University of Arizona that 
the licensed materials are my origip.al work, that I am the sole owner ofall rights in and 

to th~ licensed materials, and that none of the licensed materials infringe or violate the 
rights of others. I further represent that I have obtained all necessary rights to permit the 

University of Arizona Library to reproduce and distribute any nonpublic third party 

software necessary to access, display, run, or print my thesis. I acknowledge that 
University of Arizona Library may elect not to distribute my thesis in digital format if, in 
its reasonable judgment, it believes all such rights have not been secured. 

SIGNED: _ 



ABTRACT 

lhis thesis serves as a reflection of the role of active portfolio managers in a presumed efficient market. 

Subtopics include the following: the dangers of reliance on historic data; the problems with current 

valuation models; the irrational behavior of market participants; mitigation of down-side risk. 



Before the fall 2008 semester began, I was under the impression that FIN423A/B would be a 

course devoted to stock and bond picking. As it turned out, we did both of these things, but neither was 

the focus of the class. The focus was to craft a portfolio geared toward the satisfaction of our client's 

wishes. The stock and bond picking was merely incidental, and had to fit within our overall model. 

The main reason to focus on an overall model, as opposed to individual stock picking, lies in the 

belief that markets are generally efficient. While I do not believe it is impossible to "beat" the market by 

taking advantage of market irrationalities, it is certainly very difficult. Given this belief, the main goal of 

the class should not be to pick undervalued stocks that will outperform the market, because this task is 

far too difficult to undertake. Then what should be the main goal of a class acting as an active portfolio 

manager? I attempt to answer this question with the remainder of my discussion. 

Dangers of historic data 

Before delving further, I think it sensible to first touch on one of the basic principles of market 

analysis: regression using historic data. It is a bizarre paradox that we must rely on historic data to 

predict future events, and many investors make the mistake of over relying on models based on this 

principle. I was particularly lucky to begin my finance career in the fall of 2008, because it allowed me to 

bear witness to, and learn from, one of the most unique market situations to occur in the past century. 

Namely, I have learned the risk of relying on historical data to predict future events. If stock picking 

were as simple as looking at past performance to predict the future, everyone would be successful at it. 

Why then do so many people use historic data to create market prediction models? I believe 

there to be two key answers to this question. First, there may not be any better alternative. Second, I 

believe historic analysis has its place, but is often misused. For example, I think it is fairly evident that 

market fluctuations will occur. Anyone who claims the market only goes up is naIve. History gives us a 



broad sense of what these booms and recessions will look like and how long they will last. It is relatively 

safe to assume this trend will continue. However, when people try to predict specific details of an event 

(such as what a stock will do on a particular day) they are making the fatal mistake of assuming historic 

analysis can produce perfect predictions in specific cases. No set of circumstance in the real world are 

the same, therefore, how can any event occur in exactly the same way twice? 

The truth is that while events might not occur in the exact same way twice, they might occur in 

very similar ways. In fact, some people have discovered methods for predicting market events, but the 

success of these methods are always short-lived. The reason being: mass-awareness of a profitable 

market pattern will almost certainly lead to the downfall of that pattern's success. For example, if 

somebody were to notice that stocks with two-letter symbols always outperform stocks with three

letter symbols, this person would be best served to keep this discovery to him/herself. If the discovery 

were made public, it would most likely cease to work. Investors looking to replicate the results would 

drive the price of two-letter stocks way up, and eliminate the profitability of the strategy. 

The same principle holds true for actively managed funds. A few years of beating the market 

will drive the price of the fund up to a point where only normal returns can be realized. It is because of 

this line of reasoning that I found it difficult to watch my classmate's present recommendations on 

growth stocks. Their rationale was always the same: spectacular past performance is evidence of 

undervaluation. The mistake here is twofold. On the one hand, it's probably not a good idea to expect a 

growth company to maintain double-digit growth indefinitely. Furthermore, even if this were a good 

assumption, the expectation for growth is most likely already priced into the stock. 

I think that past performance can indicate many things (risk level being among the list), but 

value is not one of them. For example, a company with a very stable operating history is probably a 

better choice for a risk-averse investor than a stock whose operating income has been negative for the 



past several quarters. This is because the stable operating history is a decent indication offuture 

performance (although not necessarily of the stock price). At the same time, if a stock with a strong 

track record appears at first glance to be undervalued, my guess is that there is good reason for it. My 

experience has told me that the market usually knows more than me. So unless I hold some sort of 

unique insight (that somehow doesn't qualify as insider information), there is no point in trying to 

• identify undervalued stocks. Instead, one should operate under the assumption that all stocks are 

priced appropriately. The decision, then, becomes whether or not a particular stock is appropriate for 

the portfolio. Does it provide diversification? Does is benefit from the fact that the portfolio pays no 

taxes? Does it promise dividends? 

Valuation 

The basic skills I've acquired through my "investments" and "corporate finance" courses have 

remained useful in FIN423A. I peruse financial statements and perform basic corporate valuations on an 

almost daily basis. The ability to understand financial documents, corporate structure, the dividend 

discount model, etc. are all essential to portfolio management. However, these are all skills that any 

business student in the country must have. What then is the value added by an active portfolio 

manager? I would like to think "reason and logic" might be one answer. 

The ability to read financial documents is only useful if one can understand them as well. It is 

not entirely clear to me whether or not this type of understanding can be taught. However, what is 

clear to me is that nobody could hope to successfully understand and interpret financial documents 

without the basic tools needed to decipher them. It is for this reason that I consider investments class 

and corporate finance two of the most important classes I've taken. They gave me the skills to be 

successful in FIN423A. The next step, of course, is learning how to correctly apply these skills. 



I am still in the process of learning to incorporate my basic finance skills into the real world, but 

what I have learned thus far is that there is always a lot of room for interpretation. For example, a 

valuation model is based on many assumptions that are often taken for granted. One must realize that 

any slight adjustment to these assumptions can result in a vastly different valuation. No model I've seen 

provides any great guidance on how to be sure your assumptions are valid. Generally, you will base 

. assumptions on historic data (which I have already suggested can be problematic). The only thing I can 

say for sure at this point in my career is that a model is only as good as its inputs. I have learned the 

model, now I must master the inputs. 

One way to tackle the problem of imperfect inputs is to conduct a sensitivity analysis. A 

sensitivity analysis can provide a much better understanding of a situation because it results in a range 

of values rather than one data point. The following metaphor illustrates my point: If the true value of a 

stock is a single point at the center of a dartboard, then a sensitivity analysis is a blunt dart thrown at 

the board. It will be significantly easier to hit the "true value" with a blunt dart (one covering more 

area) than a pointed one. The same is true of stock valuation. The true value of a stock might be 

impossible to precisely pinpoint; however, you'll probably be alright as long as you can get close. 

Sensitivity analysis provides information about which inputs in a model hold the greatest 

weight. You can answer questions such as: how will an EPS prediction that is 10% off effect my 

valuation? While this doesn't necessarily tell you anything about how accurate your inputs are, it will at 

least show the impact of an incorrect input. Then, using statistical analysis, you might be able make a 

conclusion about the likelihood of your valuation being accurate. For example, perhaps there is a 90% 

likelihood that your valuation is within 5% of the true value. That sort of conclusion could be very 

helpful. 

r 



The role of active management 

I believe active management does play an important role in markets. If nothing else, perhaps 

active management helps to maintain market efficiency. If every participant was passive, the market 

might not be so efficient. Evidence of this can be found in the existence of the Research Affiliates 

Fundamental Index (fundamental index). The idea behind the fundamental index is that inefficiency is 

created through the normal capitalization-indexing process itself. Perhaps the simplest illustration of 

this concept is as follows: 

Suppose every passive investor holds the capitalization-weighted xyz index fund, and that 

company A is the largest stock in the XYZ index. This scenario would cause company A to be 

severely overvalued. Investors would drive up the price of company A, because of its size

not because of its profitability. 

The above example mayor may not hold true in reality. As discussed previously, the existence of 

this strategy might alone be enough to cause it to stop working. In either case, the point remains the 

same: part of what makes a market efficient is that there are those who exploit its inefficiencies so 

quickly that those inefficiencies become negligible in the overall scheme of things. 

Furthermore, whether you agree with the above conclusion or not, no one should ever be 100% 

certain of market efficiency. After all, market efficiency is theory - not law. To put all of one's assets in 

one basket (a basket which presumes efficiency) would be foolish. A more rational decision would be to 

allocate portions of one's portfolio to both passive and active strategies. This could be accomplished 

using the following methodology: 

1.	 Determine a level of certainty (or uncertainty) regarding the likelihood of market efficiency. 

For example, an investor might be 80% sure the market is efficient and 20% sure it is not. 



2. Allocate assets based on the level of certainty determined in part 1. For example, the 

investor from part 1 might choose to invest 80% of his/her assets passively and 20% actively. 

This provides the investor with some protection in the event that markets aren't efficient. He/she could 

make a reasonable return in the passively invested portion of the portfolio, and an above average return 

in the actively managed portion. Conversely, ifthe active manager is not able to generate alpha, then at 

• least the majority of the portfolio was invested free of exorbitant fees. 

An efficient market full of irrational participants 

An especially difficult-to-grasp concept is that of an efficient market full of irrational 

participants. Few would argue that every investor is rational- at least not all the time. People make 

irrational decisions all the time for one reason or another - perhaps emotions get the best of you; herd 

mentality kicks in; fear overwhelms your decision making; etc. How can we as humans overcome these 

occasional irrational tendencies? I believe active management offers one solution. 

Many active managers have controls in place to help eliminate the risk of human error and
 

misjudgment. These controls come in many different forms (such as stop-loss provisions), but the
 

concept is always the same: to create a rational system that overrides the tendency toward irrational
 

decision-making. Of course, no method is foolproof.
 

Mitigating down-side 

One benefit an index fund does not offer is the ability to limit down-side risk. It is for this reason 

that the performance of an index fund can be dramatically impacted by the performance of one stock 

(the extent of an impact will depend on the weight of said stock within the index). For example, perhaps 

r 



you hold index fund XYZ and its largest holding drops in price by half. The performance of the XYZ index 

will suffer significantly. On the other hand, perhaps you hold a stake in actively managed fund ABC. 

Even if ABC has nearly identical holdings to those of XYZ, its performance might be better simply 

because of its ability to react to such events. Perhaps ABC sold out of the poorly performing stock 

before it bottomed out. 

Stop-loss provisions are one tool used by active managers to provide protection against 

individual stock losses taking large tolls on performance. In the situation described above, where a 

single stock drops in value over a short period of time, the actively managed fund might be able to get 

out of the failing stock earlier on than the index fund. 

Conclusion 

The preceding discussion outlined a handful of arguments in favor of active portfolio 

management, and many more arguments opposed to it. Why then do we see so many actively managed 

funds? Why do so many people choose to participate in active funds rather than index funds? The 

obvious answer is that some people believe that certain managers have the ability to pick stocks that 

will outperform the market. But with only 14% of managers beating the market by a statistically 

significant margin in 1990, and less than 0.6% beating the market in 2006, it seems overly optimistic to 

think that an individual investor could pick one of the "winners" (Greenburg). So we must turn to the 

less obvious answer as to why so many people choose to participate in active funds: people believe 

managers bring something other than stock picking to the table. 

What else could active fund managers bring to the table? My best guess is that active funds give 

investors the ability to invest in a risky set of assets that could otherwise not be easily obtained. For 

example, if there is a risk loving investor who wants to take on more risk than most index funds will 



provide, he or she could invest with a fund manager. I think it is fairly hard to believe managers who 

promise above average returns with below average risk. The more likely scenario is that actively 

managed funds are providing clients with riskier-than-average portfolios. The client thinks his manager 

has generated alpha, when he has really just exposed him to a greater amount of risk. 

In an ideal world, the goal of an active manager must instead be to construct a portfolio that 

. most effectively meets the needs and expectations of a client given the fact that we face a semi-efficient 

market. This means allocating resources appropriately to the different asset classes, selecting securities 

with reasonable risk levels, properly diversifying, etc. The manager must also communicate these 

decisions to the client in a clear manner. 

The FIN423A/B class (acting as active manager for the UA Foundation) followed the above 

guidelines throughout the year. We met with our client twice to make sure there was a clear 

understanding of the Foundations expectations. And most portfolio decisions were made in a top-down 

manner - always taking the clients wishes and needs into consideration. I believe this is the manner in 

which all active managers should operate. 
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