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“Worldly wisdom teaches that it is better for reputation to
fail conventionally than to succeed unconventionally”
John Maynard Keynes (1883-1946), from The General Theory of Employment, Interest, and Money
The debate over active versus passive investing has spurred
numerous studies, which in turn, have produced many thoughtprovoking theories on the subject. Despite countless data,
sophisticated statistical techniques, and brilliant researchers
tackling the issue, there are few palpable and universal
conclusions one can draw from these studies. This is somewhat
predictable given that these studies use unique data sources,
evaluate different periods, and employ diverse statistical
methods—not to mention are subject to human biases. As such,
we are not brash enough to claim that we could conduct a better
study as we would be subject to these same shortcomings,
including our own biases. Rather than recreate analysis that has
been recreated many times over already, we are going to focus
on the few common findings from these studies that appear to be
largely undisputed. We will first describe these conclusions,
illustrate why they exist, and then explain why we believe
markets are inefficient and why active management can add
value net of fees.

I. The Three Findings
After reviewing innumerable research papers that dissect the
benefits and drawbacks of active and passive investment
management, we have identified three results that appear to be
widely acknowledged as fact:
Fact 1: The average active manager has underperformed the
passive benchmark after fees
Fact 2: Some active managers have demonstrated ability to
outperform the passive benchmark after fees
Fact 3: High conviction is a common characteristic among
active managers that have outperformed
Fact 1: William Sharpe’s 1991 article in the Financial Analysts
Journal asserts:
“…it follows (as the night from the day) that the return on
the average actively managed dollar must equal the
market return. Why? Because the market return must
equal a weighted average of the returns on the passive
and active segments of the market. If the first two
returns are the same, the third must be also”.

After fees, therefore, the average active manager should
underperform the passive index due to those higher fees.
Empirical evidence from the studies we reviewed supported Mr.
Sharpe’s proclamation.
Fact 2: Here is another passage from the same 1991 article:
“It is perfectly possible for some active managers to
beat their passive brethren, even after costs.”…”It is
also possible for an investor (such as a pension fund) to
choose a set of active managers that, collectively,
provides a total return better than that of a passive
alternative, even after costs.”
Again, empirical evidence from the studies we reviewed
supported Mr. Sharpe’s contention. The magnitude of that
outperformance, however, and its statistical significance are
factors without universal and conclusive acceptance. The
important takeaway is that while it is true that the average
manager underperforms after fees, not all managers are
average.
Fact 3: Table 1 summarizes several of the interesting studies we
reviewed, each with findings that support Fact 3.
Table 1: Academic Studies and Results
Author(s)
Amihud/Goyenko
(2012)
Baks/Busse/Green
(2006)
Brands/Brown/
Gallagher (2004)
Cremers/Ferreira/
Matos/Starks (2011)
Cremers/Petajisto
(2009)
Jian/Verbeek/Wang
(2011)
Kacperczyk/Sialm/
Zheng (2004)
Massa/Zhang
(2009)
Petajisto
(2010)

Notable Findings
Funds with low R2 outperform
Concentrated funds outperform
Concentrated funds outperform
Closet indexers underperform
Funds with high active share outperform
Funds' highest conviction stocks outperform
Concentrated funds outperform, risk-adjusted
Funds with flat organizations outperform
The most active stock pickers outperform
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Each of the studies in Table 1 concludes what we view as the
same general theme: high conviction managers outperform. The
definition of “conviction” varies—low R2, high concentration, high
active share—but the general spirit of what they are capturing is
the same. The findings are quite intuitive. To outperform a
benchmark, one must be different from the benchmark; to
outperform by a lot, one must be considerably different.
The Active Share research paper by Cremers and Petajisto
(2009) has received a lot of well-deserved attention. Chart 1
highlights some of their findings and helps quantify the
outperformance of high conviction managers. It shows that
mutual funds with the highest active share outperformed after
fees, while those with the lowest active share underperformed
after fees. The most active did best.
Chart 1: Net of Fee Excess Return by Active Share Quintile
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Perhaps the argument is that these investing icons did possess
skill that enabled them to generate superior returns, but the
market has since changed in a manner that has eliminated such
advantages. Technological advancements, the proliferation of
hedge funds, and high-frequency trading are often cited as
reasons that the current market is efficient whereas in the past it
may not have been. Let us counter this argument by borrowing a
concept described by Columbia Professor Joel Greenblatt in The
Little Book That Still Beats The Market (an excellent read!).
Consider Table 2, which lists the ten largest S&P 500 companies
by market capitalization as of December 31, 2014. The table
shows the company name, its highest share price during the
year, its lowest share price during the year, and the
corresponding change in the total value of the company’s equity.
Apple shares, for example, traded at $119.00 at one point during
2014 and $71.40 at another point during 2014. Thus, at one
point during the year the total value of all Apple shares was
worth $252 billion more than the total value off all Apple shares
at another point during that same year. To put this in
perspective, $252 billion is more than the 12/31/14 equity value
of Ford, General Motors, Caterpillar, Target, and General
Mills…combined!
Table 2: S&P 500 Largest Companies (12/31/14)
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Source: Martijn Cremers and Antti Petajisto (2009)

II. Are Equity Markets Efficient?
Who is the greatest investor of all time? Perhaps Benjamin
Graham or Warren Buffett? Maybe Peter Lynch, John
Templeton, George Soros, or Julian Robertson? It would be
difficult to argue against any of these icons (and many others not
mentioned), but that is what you would be doing if you claim that
equity markets are perfectly efficient. If perfect market efficiency
truly exists, Warren Buffett’s chances of beating the market on a
risk-adjusted basis would be no different than Jimmy Buffett’s, so
all of us investment professionals might as well set sail to
Margaritaville. Arguing that these investors do/did not possess
superior skill that translated into above-average performance
seems preposterous—especially given their track records—and
should be reason enough to discredit the concept of perfectly
efficient markets.

Apple
Exxon Mobil
Microsoft
Johnson & Johnson
Berkshire Hathaway
Wells Fargo
General Electric
Procter & Gamble
JP Morgan
Chevron

High Share
Price
119.00
104.38
49.61
109.07
152.67
55.71
28.03
93.46
63.15
134.85

Source: Bloomberg

2014
Low Share Change in Mkt
Price
Cap ($B)
71.40
252.1
86.41
82.3
34.98
116.9
86.62
62.0
108.78
107.5
44.23
56.5
23.95
43.3
75.70
47.3
53.31
34.3
100.86
66.0
Average

86.8

The efficient market hypothesis states that at any given time and
in a liquid market, security prices fully reflect all available
information1. The Apple example, and many, many others,
should produce skepticism that at any given time security prices
accurately reflect all available information. How could the
____________________________________________
1

www.morningstar.com/InvGlossary/efficient_market_hypothesis_definition
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market have been right when Apple traded at $119/share and
when Apple traded at $71/share? Undoubtedly there was new
information throughout the year, but was there $252 billion worth
of new information? We are skeptical.
What then, do we believe causes markets to be inefficient? First,
let us digress for a moment and consider the following question:
Was Gandhi older or younger than 114 years when he died?
Give it some thought, and then go ahead and answer to yourself.
Ok, now make your best guess as to what Gandhi’s actual age
was when he died.
Psychologists/economists Daniel Kahneman and Amos Tversky
presented this question to a large sample group during one of
their research studies, as described in the former’s book,
Thinking, Fast and Slow (another excellent read!). Most guessed
that Gandhi was younger than 114 when he died, and the
average guess for his age at death was 85. Kahneman and
Tversky then ran a second experiment, posing the following
question to their research subjects: Was Gandhi older or younger
than 35 years when he died? Then they asked the second group
to guess his age at the time of death. The average guess was
65. Why does the arbitrary age mentioned in the first question
have such a considerable influence on responses to the second
question? Their answer was that it was a psychological effect, or
heuristic, that they coined “anchoring and adjustment”, often
referred to today as simply “anchoring”.
(For those that haven’t already Googled it…Mahatma Gandhi
was born October 2nd, 1869 and died January 30th, 1948 at the
age of 78)

III. Human Behaviors Lead to Inefficiencies
Anchoring is one of several behaviors that we believe contribute
to market inefficiencies. In Kahneman and Tversky’s Gandhi
experiment, the subjects anchored their guesses to the arbitrary
age mentioned in the first question. Most of us resist deviating
too far from this anchor, even if it is clearly arbitrary. The two ran
several similar experiments using other questions and each
yielded similar results. Advertisers have been exploiting this
concept for decades; this is why infomercials initially propose an
absurdly high price for the product they are selling and why real
estate agents list houses for prices considerably higher than
what they expect to receive.
In investing, we believe that the recent past serves as the
“anchor”. Investors project recent results into the future, and
then extrapolate a valuation from these projections. Companies
that have faced recent difficulties often exhibit valuations that are
too low because the market assumes these difficulties will persist
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indefinitely. In reality, companies that have recently earned low
returns typically revert upward (toward the mean) and companies
that have recently earned high returns typically revert downward
(also toward the mean). This occurs due to natural competitive
forces: capital leaves depressed areas allowing profitability to
revert up and capital is reallocated to high returning areas forcing
profitability down. Chart 2 shows empirical evidence of this
mean-reverting tendency using the Russell 1000 as a proxy.
Chart 2: Return on Equity Reversion – Russell 1000 Index
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Source: FactSet, 20 Year Study (2011)

Another important behavior that we believe contributes to market
inefficiencies is “myopic loss aversion”, which was coined by
Shlomo Benartzi and Richard Thaler in their 1993 paper for the
National Bureau of Economic Research. Myopic loss aversion
can be best summarized as the combination of two observations:
1) investors dislike losses more than they like gains
2) investors’ evaluation period is much shorter than their
actual investing time horizon
An excerpt from the Benartzi/Thaler paper describes the first
point best: “Empirical estimates of loss aversion are typically in
the neighborhood of 2, meaning the disutility of giving something
up is twice as great as the utility of acquiring it (Tversky and
Kahneman, 1992; Kahneman, Knetsch and Thaler, 1990).” The
second point is basically that even for an investor with a long
time horizon, like a pension plan or endowment, performance is
often measured over short periods. If the investment committee
or board of directors for an endowment is critiqued on a quarterly
basis, an annual basis, or even over a three year period, then
portfolio volatility tolerance and career/reputational tolerance are
misaligned. The portfolio has an infinite time horizon and should
be able to withstand temporary volatility; unfortunately, the
reputations of those in charge of the portfolio are too often
judged over a much shorter timeframe than “forever”. We
believe this conflict has resulted in the popularity of benchmark-
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hugging investment styles that define risk as tracking error. This
results in herding behavior that can be exploited with a contrarian
mindset. As we saw in Table 1, low conviction/closet indexers
have tended to underperform net of fees. Instead, we believe
risk should be defined as the permanent loss of capital and one
should invest with conviction when this risk can be confidently
minimalized.
Other behavioral factors contribute to the market’s inefficiency
(e.g. frame dependence, overconfidence) though we believe
anchoring, myopic loss aversion, and herding are among the
most powerful and most exploitable for disciplined investors.

IV. The Importance of Investment Culture
Common sense tells us that stock portfolios must be different
than the market in order to beat the market, and academic
research confirms that the best performers are those that are the
most different. Given this simple truth, why do so many
professionally managed stock portfolios look like their
benchmarks? If the manager’s investment thesis is wrong, the
ensuing ridicule, embarrassment, and client defections are
powerful incentives to stick with the herd. Additionally, many
investment firms are accountable to not only their clients, but
also to an outside parent company and/or public shareholders—
the interests of these two groups are often in direct conflict. The
parent company or public shareholders may pressure
management to perform similarly to the benchmark in order to
prevent large short-term deviations from the benchmark, which
could lead to client defections. This deters high conviction,
which as we have observed is a prerequisite to long term
outperformance. Consequently, non-consensus thinking is hard
to find and rarer yet is a portfolio that reflects such nonconsensus thinking.
The investment culture should promote independent thinking,
non-consensus views, and a long term perspective. It should be
supported by experienced, disciplined, and thoughtful research.
It should not be subjected to exogenous pressures. While many
investment firms possess some of these traits, few possess them
all.
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V. Evidence of Conviction
Active Share, as proposed by Cremers and Petajisto in their
2009 research paper, is a measure that quantifies how different a
portfolio is from its benchmark. An active share of 0 indicates
that the portfolio is exactly the same as the benchmark—it has
the exact same positions in the exact same weights. An active
share of 100 indicates that the portfolio is entirely different from
the benchmark—there are no common holdings. A score of 50
indicates that 50% of the portfolio is different than the
benchmark; a score of 60 indicates that 60% of the portfolio is
different than the benchmark; and so forth.
Chart 3 depicts that Active Share for each of the Hotchkis &
Wiley equity funds as of December 31, 2014 relative to the
respective benchmark. As of this date, the funds range from
78% different than the benchmark to 96% different than the
benchmark, which we believe exemplifies high conviction.
Chart 3: Active Share (12/31/14)
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(Benchmarks: H&W Diversified Value & Large Cap Value Funds - Russell 1000
Value Index; H&W Small Cap Diversified Value and Small Cap Value Funds Russell 2000 Value Index; H&W Mid-Cap Value Fund - Russell Midcap Value
Index; H&W Value Opportunities Fund - S&P 500 Index; and H&W Global
Value Fund - Russell Developed Index. The benchmarks do not reflect the
payment of transaction costs, fees and expenses associated with an investment
in the Fund. It is not possible to invest directly in an index.)

At employee-owned Hotchkis & Wiley, the investment staff
averages 20 years of industry experience and has spent twothirds of their investment career at H&W. Working together for a
long period produces a level of trust that permits non-consensus
thinking without the ridicule that so often inhibits investment
conviction—not to mention the shared experiences of numerous
market cycles.

Past Performance is not a guarantee or a reliable indicator of future results.
H&W ■ 725 South Figueroa Street, 39th Floor, Los Angeles, CA 90017 ■ 1-800-796-5606 ■ www.hwcm.com

4 of 6

Active vs. Passive Investing OF HIGH YIELD

VI. Bringing It All Together
Numerous studies on the value of active management after fees
have yielded mixed results. The three conclusions that appear
largely undisputed are: 1) the average active manager
underperforms after fees; 2) some active managers do
outperform after fees; and 3) high conviction (e.g. high active
share) is a common trait among active managers that have
outperformed after fees. Empirical evidence suggests that
skilled active managers exist and can add value for their clients.
We believe there are three key ingredients necessary to
outperform a passive benchmark after fees:
1) An investment opinion that is contrary to consensus
(and correct)
2) The investment opinion needs to be backed by
conviction
3) Patience
So why don’t all active managers employ these three traits?
First, the ability to be different requires an investment culture that
can withstand short term ridicule, and the ability to be correct
requires high quality independent research. Second, high
conviction can lead to short term underperformance, which can
translate into client defections. Third, the manager and the client
need to exert patience, which is particularly difficult in trying
times.
Identifying the right manager can be a challenging task; focusing
on high conviction managers that understand why markets are
inefficient and implement a consistent philosophy and disciplined
process to exploit those inefficiencies is important to selecting
the right active manager. Once the right manager is selected, it is
equally important to invest in that manager with the same
conviction and discipline for which they were selected.
Hotchkis & Wiley Research
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You should consider the Hotchkis & Wiley Funds’
investment objectives, risks, and charges and expenses
carefully before you invest. This and other important
information is contained in the Funds’ summary prospectus
and prospectus, which can be obtained by calling 1-800-7965606 or visiting our website at www.hwcm.com. Read
carefully before you invest.
All investments contain risk and may lose value. For the Mid-Cap Value, Small
Cap Value, Small Cap Diversified Value and Value Opportunities Funds,
investing in small and medium-sized companies involves greater risks than
those associated with investing in large company stocks, such as business risk,
significant stock price fluctuations and illiquidity. For the Value Opportunities
Fund, investing in non-diversified funds means it may concentrate its assets in
fewer individual holdings than a diversified fund. Therefore, the Fund is more
exposed to individual stock volatility than a diversified fund. The Small Cap and
Value Opportunities Funds may invest in ETFs, which are subject to additional
risks that do not apply to conventional mutual funds, including the risks that the
market price of an ETF’s shares may trade at a discount to its net asset value
("NAV"), an active secondary trading market may not develop or be maintained,
or trading may be halted by the exchange in which they trade, which may
impact a Fund’s ability to sell its shares. For the Value Opportunities Fund,
investments in debt securities typically decrease in value when interest rates
rise. This risk is usually greater for longer-term debt securities. Investments by
the Fund in lower-rated and non-rated securities present a greater risk of loss to
principal and interest than higher-rated securities. Investments in foreign as well
as emerging markets involve additional risk such as greater volatility, political,
economic, and currency risks and differences in accounting methods. Some
Funds may invest in American Depository Receipts (“ADRs”) and Global
Depository Receipts (“GDRs”) which may be subject to some of the same risks
as direct investment in foreign companies. Diversification does not assure a
profit or protect against loss in a declining market.
Active investing has higher management fees because of the manager's
increased level of involvement while passive investing has lower
management and operating fees. Investing in both actively and passively
managed mutual funds involves risk and principal loss is possible. Both
actively and passively managed mutual funds generally have daily
liquidity. There are no guarantees regarding the performance of actively
and passively managed mutual funds. Actively managed mutual funds
may have higher portfolio turnover than passively managed funds.
Excessive turnover can limit returns and can incur capital gains.
Top ten holdings as of June 30, 2017 as a % of Fund net assets:
H&W Diversified Value Fund: Hewlett Packard Enterprise 4.9%, Citigroup Inc.
4.9%, American International Group Inc. 4.9%, Oracle Corp. 3.9%, Wells Fargo
& Co. 3.3%, Microsoft Corp. 3.3%, Bank of America Corp. 3.3%, Corning Inc.
2.8%, Ericsson 2.8% and Discovery Communications 2.6%.

______________________________________

Past performance is not a guarantee or reliable indicator of
future results. Index performance is not indicative of fund
performance. An investment cannot be made directly in an
index. To obtain fund performance please visit
www.hwcm. com or call 800-796-5606.

H&W Large Cap Value Fund: American International Group Inc. 5.2%, Hewlett
Packard Enterprise 4.9%, Citigroup Inc. 4.9%, Oracle Corp. 4.4%, Bank of
America Corp. 3.6%, Wells Fargo & Co. 3.5%, Microsoft Corp. 3.3%, Cummins
Inc. 3.0%, Corning Inc. 2.9%, and Ericsson 2.8%.
H&W Mid-Cap Value Fund: Popular Inc. 4.9%, Calpine Corp. 4.1%, ARRIS
International PLC 4.0%, Goodyear Tire & Rubber 3.5%, Citizens Financial
Group Inc. 3.3%, Kosmos Energy Ltd. 3.3%, Ophir Energy PLC 3.1%, Ericsson
3.1%, CIT Group Inc. 3.0% and Royal Mail PLC 2.9%.
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H&W Small Cap Diversified Value Fund: Fifth Street Asset Management Inc.
0.5%, Renewable Energy Group Inc. 0.5%, Kosmos Energy Ltd. 0.5%, Bancorp
Inc. 0.5%, Granite Real Estate Inv. Trust 0.5%, Nelnet Inc. 0.5%, Star Gas
Partners LP 0.5%, Hurco Companies Inc. 0.5%, AdvanSix Inc. 0.5%, and
LifePoint Health Inc. 0.5%.

Brands, S., Brown, S., Gallagher, D., (2004), Portfolio Concentration and
Investment Manager Performance, UNSW Australia Business School, NYU
Stern School of Business, UNSW Business School.

H&W Small Cap Value Fund: WestJet Airlines 4.5%, Enstar Group Ltd. 4.3%,
ARRIS International PLC 4.3%, EnPro Industries Inc. 4.2%, Seritage Growth
Properties 3.6%, Popular Inc. 3.4%, Horace Mann Educators 3.4%, KBR Inc.
3.4%, TRI Pointe Group Inc. 3.4%, and Masonite International Corp. 3.1%.

Cremers, M., Ferreira, M., Matos, P., Starks, L., (2011), Indexing and Active
Fund Management: International Evidence, University of Notre Dame, Nova
School of Business and Economics, University of Virginia, University of Texas
at Austin.

H&W Value Opportunities Fund: Hewlett Packard Enterprise 8.3%, American
Int'l Group Inc. 5.6%, Wells Fargo & Co. 5.2%, Oracle Corp. 4.7%, WestJet
Airlines 4.4%, Bank of America Corp. 4.1%, Microsoft Corp. 3.9%, Seritage
Growth Properties 3.7%, ARRIS International PLC 3.2%, and Discovery
Communications 3.1%.
H&W Global Value Fund: American International Group Inc. 4.9%, Hewlett
Packard Enterprise 4.9%, Citigroup Inc. 3.4%, Danieli & C Officine Meccaniche
3.3%, WestJet Airlines 3.2%, Barclays PLC 3.1%, Wells Fargo & Co. 3.0%,
Oracle Corp. 2.9%, Royal Mail PLC 2.8%, and Zurich Insurance Group AG
2.8%. Fund holdings are subject to change and are not recommendations to
buy or sell any security.
The Russell 1000® Value Index measures the performance of those Russell
1000® companies with lower price-to-book ratios and lower forecasted growth
values. The Russell 1000® Index measures the performance of the 1,000
largest companies in the Russell 3000® Index, which represents approximately
92% of the total market capitalization of the Russell 3000® Index. The Russell
2000® Value Index measures the performance of those Russell 2000®
companies with lower price-to-book ratios and lower forecasted growth values.
The Russell Midcap® Value Index measures the performance of those Russell
Midcap® companies with lower price-to-book value ratios and lower forecasted
growth values. The Russell Developed® Index measures the performance of
the investable securities in developed countries globally across all market
capitalization ranges. The S&P 500® Index is a broad based unmanaged index
of 500 stocks, which is widely recognized as representative of the equity market
in general. The indices do not reflect the payment of transaction costs, fees and
expenses associated with an investment in the Fund. It is not possible to invest
directly in an index.

Cremers, M., and Petajisto, A., (2009), How Active is Your Fund Manager? A
New Measure that Predicts Performance, Yale School of Management.

Greenblatt, Joel. (2010). The Little Book That Still Beats the Market. New York,
NY: Wiley.
Jian, H., Verbeek, M., Wang, Y., (2011), Information Content When Mutual
Funds Deviate from Benchmarks, Michigan State, Erasmus University
Rotterdam School of Management.
Kacperczyk, M., Sialm, C., Zheng, L., (2004), On the Industry Concentration of
Actively Managed Equity Mutual Funds, The Journal of Finance Vol LV, No 4,
August 2005.
Kahneman, Daniel. (2011). Thinking, Fast and Slow. New York, NY: Farrar,
Straus and Giroux
Kitces, Michael (2013). Why Inferential Statistics Is A Lousy Way To Evaluate
Active Managers, Nerd’s Eye View, July 17, 2013.
Massa, M. and Zhang, L., (2009), The Effects of the Organizational Structure
on Asset Management, INSEAD Finance Department.
Petajisto, A., (2010), Active Share and Mutual Fund Performance, NYU
Department of Finance, Yale School of Management.
Sharpe, William F., (1991), The Arithmetic of Active Management, Financial
Analysts Journal. Jan-Feb 1991, pg: 7-9.
Wei, Kelsey, Wermers, Russ, Yao, Tong, (2012), Uncommon Value: The
Characteristics and Investment Performance of Contrarian Funds, University of
Texas (Dallas), University of Maryland, University of Iowa.

Market capitalization of a company is calculated by multiplying the number of
outstanding shares by the current market price of a share. Return on Equity
(ROE) is the amount of net income returned as a percentage of shareholders
equity. R2 is a statistical measure that represents the percentage of a fund’s
movement that is explained by movements in a benchmark index. Large cap
companies as a group could fall out of favor with the market, causing them to
underperform small or mid-cap companies. Small- and medium-capitalization
companies tend to have limited liquidity and greater price volatility than largecapitalization companies.
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Mutual fund investing involves risk. Principal loss is possible.
NOT FDIC INSURED
NO BANK GUARANTEE
MAY LOSE VALUE
The Hotchkis & Wiley Funds are distributed by Quasar Distributors, LLC.
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