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FINDING VALUE IN ACTIVE MANAGEMENT 
 espite a challenging environment for active management in recent years, 
top active managers have proven their ability to add value over the long term.  
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KEY POINTS: 

• In recent years, ac ively-managed inves men s like mu ual 
funds have s ruggled relative to the broader market for a 
variety of reasons. 

• The performance of ac ively-managed funds vs. passive 
s ra egies like index funds varies over  ime. Active 
management tends to lag when stock market returns are high, 
but can also outperform passive strategies during periods of low 
market returns or price corrections. 

• Top ac ive managers have proven  he abili y  o 
ou perform  heir passive benchmarks over time and across 
market cycles. 

• AMG employs a rigorous process to identify “best-of-breed” ac ive 
managers that can add value to portfolios over the long term. 

• 

EXECUTIVE SUMMARY 
The bull market in U.S. stocks that began in 2009, now one of the longest in history, has been dominated by high returns, 

low volatility and few major price corrections. This environment has been a boon for passive index funds that simply buy and 

hold stocks, but it has also made it diffi cult for active managers—fund managers that aim to select top companies and protect 

against market declines—to beat passive indices like the S&P 500. 

Supporters of passive investing have been quick to write the obituary for active management, and it is true that trends such 

as a concentration of assets in the largest actively-managed funds could represent headwinds for the industry. However, active 

managers have historically been able to outperform passive indices in periods when stock market returns are low, negative or 

experiencing higher volatility. 

More importantly, top-performing active managers have shown the ability to match or beat passive benchmarks over the long 

term. These “best-of-breed  managers share certain qualities that allow them to outperform over time and under different 

market conditions. AMG has developed a rigorous manager selection process to determine which managers fall in this category. 

This report explores the current active management environment, the historical relationship between active management 

performance and stock market returns, and the key characteristics AMG uses to identify best-of-breed active managers. 
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A CHALLENGING ENVIRONMENT 

A variety of economic and market factors combined to produce a diffi cult environment for active Quantitative easing 
managers in recent years. The U.S. economy has grown steadily and in a broad-based fashion and record-low 
as industries have recovered from the Great Recession. The U.S. Federal Reserve has buoyed 

interest rates have stocks by maintaining record-low interest rates and making direct market purchases of debt and 

mortgage-backed securities, also known as quantitative easing. Volatility across asset classes has acted as a ‘rising tide 
been historically low, helping to support high valuations. that lifts all boats’ 

Together, these factors have allowed for impressive returns in the U.S. stock market, but 

have also resulted in a lack of discrimination between stronger companies or industries and 

weaker ones. Quantitative easing and record-low interest rates have acted as a ‘rising tide that lifts all boats,’ reducing the 

effectiveness of key active management skills like stock picking and industry rotation. Low volatility and a lack of meaningful 

price corrections have also made it diffi cult for active managers to profi t from market timing. 

There are also trends within the active management industry itself that may be contributing to declining quality for the median 

active manager. For example, the number of unique mutual funds has declined since 2009, while the largest funds have grown 

in recent years (Figure 1). An increase in the number and size of large funds could be a negative for total actively-managed 

fund returns, as research suggests that mutual funds that stop taking assets before they grow too large tend to outperform 

their larger peers.1 

 omestic stock mutual 
Figure 1: The number of unique actively-mana ed funds has plateaued, while funds also appear to be 
the concentration of assets in the lar est funds continues to increase. hugging their respective 
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Source: AMG, Morningstar. Number of unique funds is the count of oldest share classes across all small-cap, mid-cap, and large- 10% in 2001 to just 4% 
cap growth, blend, and value funds. Data is quarterly. 

in 2017, according to 

data from Morningstar. 

Studies have found that 

funds that are less willing to differentiate from their benchmarks are less likely to outperform2 those benchmarks, so the 

decline in total tracking error may also result in lower returns for the average mutual fund. 

However, at this late stage of the economic cycle it can be easy to forget that the majority of periods in the stock market’s 

history have had consistently higher volatility and more frequent price corrections than seen today. Under those conditions, 

active management adds greater value. 

1 Indo, Daniel C. et al., “Mutual Fund Performance: Does Fund Size Matter?  Financial Analysts Journal, May/June 1999, https://www.cfapubs.org/doi/pdf/10.2469/faj.v55.n3.2274. 
2 Petajisto, Antti. “Active Share and Mutual Fund Performance.  Financial Analysts Journal, vol. 69, no. 4, 2013, pp. 73–93., doi:10.2469/faj.v69.n4.7. 
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ADVANTAGES OF ACTIVE MANAGEMENT 
The headwinds facing active managers and the challenging state of the market have led many to question whether there is still 

value in investing in actively-managed funds. In reality, active management tends to perform best versus passive management 

when the stock market is experiencing low returns, falling prices or high volatility. Tough market conditions like these allow 

active managers to add value by moving money into cash, rotating to stronger companies or industries and taking advantage 

of pullbacks to buy undervalued shares. Over time, this relationship has resulted in an inverse association between broad stock 

market performance and active managers’ excess returns—or returns in excess of their benchmarks (Figure 2). 

Another way of looking at the 
Figure 2: The amount of value added by active mana ement has an 

relationship between market 
inverse relationship with overall stock market returns. 

returns and relative active 

manager performance is to 

determine how active managers 

have performed when S&P 
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below the historical median. For 

example, from Oct. 1992 to Oct. 

2017, the median rolling three-
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Source: AMG, Morningstar S&P data. As Figure 3 shows, 

in periods when the S&P 500’s 

three-year rolling return was higher than 11.8%, the median active manager underperformed by 2.3% and even top active 

managers merely matched the market’s performance. However, in periods when  he S&P 500’s re urn was below 11.8%, 

 he median ac ive manager bea  he benchmark and  op quar ile ac ive managers ou performed  he benchmark 

by 2.7% per year on average. This suggests that active management can add value in times of lower market returns. 

Active management has also historically outperformed passive indices 

during price corrections and in periods of market drawdowns. For Figure 3: Active mana ement adds the 
most value when broad market returns example, the S&P 500 has had 21 major drawdowns of 10% or 
are below median. 

greater since 1987, based on data from S&P. Of the 21 periods, large 
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TOP ACTIVE MANAGERS OUTPERFORM 
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-3% a passive benchmark over longer time periods. Figure 4 illustrates 

the relative performance of the median active mutual fund versus Source: AMG, Morningstar, S&P. Excess returns are based on three peer group 
comparisons: large-cap value managers vs. Russell 1000 Value, large-cap blend 
managers vs. S&P 500, and large-cap growth managers vs. Russell 1000 Growth. its applicable passive benchmark since 1995, as well as the relative 

performance of funds that fall in the top 25% of all performers. 
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As the fi gure shows, median actively-
Figure 4: Top-quartile active mana ers re ularly beat their 

managed mutual funds underperformed 
passive benchmarks. 
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funds, on  he o her hand, have been 

able  o bea  heir passive benchmarks 

for mos  of  he las  wo decades, 

and added par icular value during 

 he equi y bear marke s of 2002 and 

2008. Thus, in order to benefi t from 
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active management over the long term, 
Source: MG, Morningstar. Excess returns are based on nine peer group comparisons: Large-cap value vs. Russell 1000 Value, 

it is essential to be able to identify top- large-cap blend vs. S&P 500, large-cap growth vs. Russell 1000 Growth, mid-cap value vs. Russell MidCap Value, mid-cap 
blend vs. Russell MidCap, mid-cap growth vs. Russell MidCap Growth, small-cap value vs. Russell 2000 Value, small-cap blend 

performing funds. vs. Russell 2000, and small-cap growth vs. Russell 2000 Growth. Peer groups are defi ned by Morningstar. 

FOCUS ON THE BEST-OF-BREED 
AMG uses a variety of quantitative and qualitative criteria when evaluating investment managers to identify funds that can add 

value to a portfolio over time and under different market conditions. 

As shown in Figure 5, there are certain traits shared by top active 
Figure 5: managers. These best-of-breed characteristics are representative of 
AMG’S “BEST-OF-BREED” ACTIVE FUND TRAITS managers that not only have strong historical performance, but also 
AMG evaluates investment managers on many 
qualitative and quantitative criteria. Stability and 
consistency must be reflected in the manager’s: 

have proven the ability to craft and adhere to a successful investment 

philosophy over time. 

• Investment philosophy and process Top active managers tend to have established and proven business 
• Business model 
• Historical performance 
•   Personnel 

models, and the experienced and qualifi ed personnel necessary to 

execute on their investment philosophies. AMG typically looks for 

Further, high-quality investment managers typically 
show an ability to: 

portfolio managers with tenure and strong track records in a given 

area of expertise. 

• Align interests with their investors The most effective active managers also typically align their business 
• ifferentiate from their benchmarks 
• Follow a disciplined, well-established approach 

* For more information on our process, ask your advisor
 for AMG’s Mutual Fund Survey. 

models and fee schedules with the interests of investors, ensuring that 

the managers have a vested interest in performing well for their clients. 

These fi rms are often willing to differentiate from their benchmarks as 

they seek to minimize risk and maximize returns across market cycles. 

AMG ADHERES TO A PROCESS 
In order to fi nd high-quality investment managers, AMG believes a disciplined process is necessary. This involves knowing what 

criteria to seek out and knowing what questions to ask when evaluating a manager. Beyond the best-of-breed traits mentioned 

in the previous section, AMG looks for factors including employee ownership of a mutual fund, the focus of the fund’s parent 

corporation and the willingness of a fund to stop taking assets when it no longer perceives opportunities in the market. 

AMG’s manager identifi cation process is based on the traits that characterize the most successful and consistent actively-

managed funds, from commitment to a proven investment philosophy to the employment of experienced personnel. Key steps 

to this process are listed in Figure 6. 
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Figure 6: 
KEY STEPS TO AMG’S INVESTMENT MANAGER IDENTIFICATION PROCESS 

AMG employs a well-defined and repeatable process when identifying and evaluating investment managers, with a strong 
emphasis on both quantitative and qualitative research. Core areas of focus include: 

• Philosophy & Process: Understanding an investment manager’s philosophy and approach to investing differentiates the 
skilled from the lucky. Three key questions can help determine this: 

– Has the investment philosophy worked? 
– oes the approach make sense? 
– Why might it continue to work or not work in the future? 

• Performance & A ribu ion: Conducting thorough quantitative analyses on the fund’s historical returns and holdings to 
ensure that: 

– The approach adds value reliably and on a risk-adjusted basis; and 
– Past performance aligns with the fund’s stated philosophy and process, and can be repeated going forward. 

• Business & Personnel: etermining that the fund operates within a stable and well-managed business and employs an 
effective, well-tenured team. 

• Ongoing Diligence: Consistently monitoring a manager’s team, philosophy, business health, and performance to ensure 
that its investment approach remains intact in the context of AMG’s economic outlook. 

Historically, the median active manager has not been able to add value beyond that of an applicable passive index. AMG’s 

rigorous investment manager identifi cation process helps to identify the active managers that not only have the potential to beat 

passive indices during stock market drawdowns, but also over time and in different market environments. 

Given the current state of high U.S. stock market valuations and the extended outperformance of passive index funds, AMG 

believes incorporating best-of-breed active management in a portfolio could help protect against market declines and improve 

returns over the long term. 

Contact your AMG advisor for more information on how your portfolio might be able to benefi t from active management. 

DISCLOSURES 
AMG’s opinions are subject to change without notice, and this report may not be updated to refl ect changes in opinion. Forecasts, 
estimates, and certain other information contained herein are based on proprietary research and should not be considered investment 
advice or a recommendation to buy, sell or hold any particular security, strategy, or investment product.  ata contained herein was obtained 
from third-party sources believed to be reliable, but AMG does not guarantee the reliability of any information contained in this report. 
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AMG is a privately held bank offering comprehensive financial services 
designed to help clients achieve long-term financial security and success. 
For over 40 years, AMG has helped affluent individuals and families, 
corporate executives, business owners, nonprofit institutions and 
endowments achieve their financial goals. 

800.999.2190 •www.amgna ional.com •Denver •Boulder •Cheyenne •Chicago •Morris own •Virginia Beach 
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