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e are grateful to Jared Kizer [2005] for

explaining the difference in returns

between our synthetic Vanguard man-

aged and index portfolios by examining
differences in their investment styles.

RETURNS TO STOCK-PICKING SKILL

Kizer leads us to an additional discovery that is
worth noting. Exhibit 5 in Kizer [2005] shows that the
return premium of the managed portfolio (over the risk-
less return) is less sensitive than the index portfolio to the
equity premium (over the riskless return). This is because
the managed portfolio holds more of the riskless asset.
The return premium of the managed portfolio also has
a higher coefficient on HML (the return on high value
stocks minus that on low value stocks), which indicates
its greater exposure to value stocks. Finally, the return pre-
mium for the managed portfolio has a positive coefficient
on the size factor, SMB (the return on small stocks minus
that on big stocks), while the index portfolio has a neg-
ative one, reflecting overweighting of smaller stocks by
the managed portfolio and underweighting of smaller
stocks by the index portfolio.

What would the returns to the two portfolios have
been if the equity premium and the value and size pre-
miums had all been zero over the entire period, so nei-
ther portfolio had been rewarded or punished for
weighting its asset selection more toward the riskless
asset, or value, or smallness?
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Holding the equity premium and the premiums on
the return to size and value all at zero, our Vanguard syn-
thetic index portfolio returns —0.21% per year while our
Vanguard synthetic managed portfolio returns —0.48%
per year. These are the alphas for the two portfolios.
Thus, the return disadvantage of the managed portfolio
is 0.27 percentage point per year.

We calculate that the average annual expense ratio
for our index portfolio is 0.254% and the average annual
expense ratio for our managed portfolio is 0.494%.
Thus, the excess annual expense ratio of our managed
portfolio is 0.24 percentage point. This is slightly below
the annual shortfall of the managed portfolio’s perfor-
mance relative to the index portfolio over the period,
holding market return and the size and value premiums
at zero. The remaining return disadvantage of the man-
aged portfolio is 0.03 percentage point per year.

This indicates that any excess return of the managed
portfolio due to wise stock-picking is more than offset by
the extra transaction costs it incurs. Therefore, this excess
return is, at best, small, and quite possibly non-existent.

The difference between Kizer’s alphas is not signif-
icantly different from zero, so perhaps Kizer was wise not
to emphasize it. All we can say is that his results are con-
sistent with the belief that the return to stock-picking does
not compensate for the increased transaction costs that it
imposes.

Bogle [2004] has argued that investors should focus
on the cost matters hypothesis when they decide where to
put their money. As he memorably puts it: “In the fund
business, you get what you don’t pay for” Kizer’s work
reinforces this view, while also emphasizing the role that
style and size premiums play in fund returns.

WHY IS THE MANAGED PORTFOLIO
LESS RISKY THAN THE INDEX PORTFOLIO?

Kizer’s framework also points the way toward
solving the puzzle of why our managed portfolio is less
risky than our index portfolio. We calculated annual
returns from the data in his Appendix A and the regres-
sions in his Exhibit 5, leaving out the error terms.
These are the returns that would have been offered by
portfolios that maintained their weightings on size and
value (and the equity premium) at the average levels that
Kizer calculates for the index and the managed port-
folios. The standard deviations of nominal returns for
these constant-weight index and managed portfolios are
16.0% per year and 13.5% per year, respectively, com-
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pared to 15.9% and 14.2% for the actual index and man-
aged portfolios.

Thus, the managed funds are actually more volatile
than their average choice of style predicts. Style choice
therefore explains more than all of the reduction in
volatility in going from the index to the managed port-
folio, with nothing left for stock-picking to explain.
Indeed, if anything, stock-picking seems to increase
managed funds’ volatility. Perhaps the managers are bad
stock-pickers, or perhaps the investors in managed funds
make bad choices.

PRESCIENT STYLE CHOICES?

To test whether the managed portfolio acts as if it
is prescient—that is, whether the managed portfolio
switches into smaller and more value-oriented stocks just
before those stock prices rise—we postulate that at the
beginning of each year the holding of small stocks rela-
tive to big ones and the holding of high-value stocks rel-
ative to low-value stocks is an increasing linear function
of the subsequent return premiums: SMB and HML.

We test this model using the second of Kizer’s regres-
sions in his Exhibit 5. The dependent variable is the
return on the managed portfolio minus the return on
the one-month Treasury bill. In addition to Kizer’s
three right-hand side variables—R - R, SMB, and
HML—we include SMB? and HML? Both of these
should have positive coefficients.

None of the squared terms is significantly different
from zero at the 10% level in a two—tailed test. The one
variable close to significance is SML?, which has a nega-
tive coefficient and a t-statistic of -1.80. Thus, we reject
the notion that fund managers are prescient and wisely
manipulate style to take advantage of style anomalies.
Rather, average style choice seems to drive the superior
returns of the managed portfolio, even with what appears
to be, if anything, a tendency for managers to make erro-
neous style adjustments.

HAS THE STOCK MARKET
BECOME MORE EFFICIENT?

In Reinker and Tower [2004], we conjectured that
perhaps markets had become more efficient over time,
leading to poorer performance by managed funds. But we
did not flesh out this idea. To our satisfaction, Kizer has
done so and at least partially confirmed it. His Exhibit 6
shows that the premiums on returns for both smallness and
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value declined markedly from our first 15-year period to
the last, thereby leading to the relative deterioration of
managed fund performance. It also lends some support to
the conclusion that markets have become more efficient
with regard to both size and value.”

Thus, Kizer’s analysis indicates that the return to
stock-picking skill is not enough to offset the additional
transaction costs of the managed portfolio. The superior
performance of Vanguard’s managed portfolio is due
entirely to its tendency to overweight small stocks and
value stocks more heavily than the index portfolio at a time
when stocks with these two characteristics outperformed
the market.

So, it is style-picking skill rather than stock-picking
skill that underlies the superiority of the managed port-
folio in our study, and over time these style-picking skills
seem to have become less important. If we were to see
the style premiums and discounts disappear in the future,
we would see the superior performance of managed funds
evaporate as well.

CONGRATULATIONS AND A QUERY

We close by remarking how extraordinary it is that
over the entire period we studied the Vanguard managed
portfolio outperformed not only the Vanguard index port-
folio but the Wilshire 5000 as well. We are curious to know
whether other fund families can make the same claim.

Or is it only Vanguard that has compelled better per-
formance from its managed portfolio than its index port-
folio by so meticulously cleaning from the hulls of its
managed mutual funds the barnacles of high expenses and
transaction costs, and so masterfully setting their courses
to capture the fair winds that have propelled small and
value stocks?

ENDNOTE

Thanks to William Bernstein and jared Kizer for help-
ful comments.

*Kizer in private communication with us raises an objec-
tion to a strong statement that markets have become more effi-
cient. He suggests that a reduction in a premium over time does
not necessarily indicate improved market efficiency because it
might be a random event. We agree a test is needed to see if
the shrinkage in the small and value premiums is significant, so
we somewhat qualify our belief that the market has become
more efficient.

Of course, others have made the argument that the stock
market has become more efficient over time. Malkiel [2003,
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pp. 197-198] writes that shortly before Benjamin Graham, the
father of fundamental security analysis, died in 1976, he was
quoted in an interview in the Financial Analysts Journal as say-
ing that markets had become sufficiently efficient that he
doubted elaborate techniques of security analysis would still gen-
erate sufficiently superior selections to justify their cost.

One issue in Reinker and Tower [2004] needs clarifica-
tion. The errors we identified in Morningstar’s data in our end-
note 7 were errors in the January 2004 edition of the
Morningstar Principia Pro disk that were corrected in the April
2004 edition, although Morningstar does continue to record
the dates of inception of funds but not the dates when they were
acquired by Vanguard.
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