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Key takeaways
• We believe global monetary easing has been the primary
driver behind the closer stock-to-stock correlations, rather
than inflows to passive products.
• There has been significant product launch activity in the
smart beta space in recent years, yet most of the ETF
dollars are still going to traditional market cap strategies.
• Active and passive strategies complement each other and
fill equally important roles in a portfolio.
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Passive equity strategies enjoyed a strong run of dominance—in terms
of performance and flows—in recent years, as major central banks
went to extraordinary lengths to stimulate their ailing economies, and
as stock-to-stock correlations rose. Yet with monetary policies around
the world starting to shift, what do these emerging trends portend?
Tom Hagstrom sat down with the heads of our passive and active equity
divisions to get their perspectives.
There’s been a lot of speculation that the remarkable inflows to
ETFs and index funds have been behind the high stock-to-stock
correlations in this cycle. What’s your perspective, Jonas?
SVALLIN: It sounds like a reasonable hypothesis on the surface,
particularly because the growth of passive strategies is still new territory.
But look at the way that stock correlations have declined since the election
rally, even though new flows to passive products have remained high.
We also point to the fact that active strategies manage two-thirds to
three-quarters of equity assets, depending on which data source you look
at, and the valuation work these managers do still moves markets. Take
the first-quarter earnings report and guidance from Macy’s: after they
announced weak results, the stock dropped 20% in a day. That’s a sign
that the evaluations of active managers still notably influence stock prices.
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Pairwise correlations for all cap universe

Lowest pairwise correlations
in 10 years
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Active managers typically benefit
from an environment of low
pairwise correlations.
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Source: FactSet, IDC and Russell. As of 6/27/17. Median pairwise correlation is calculated using trailing
60 days total return.

About those inflows to passive strategies... are
there unintended consequences that come with
the surge of new dollars?
BLISS: Well, the effect on any market depends on its
size and liquidity. As the assets under management
grow, each single trade is larger and has greater
potential for affecting the price or liquidity of a
security. This is where it’s important to have portfolio
managers that really know their markets, and make
sure they have the best systems so they can model

transaction costs and optimize their trades. But
broad-based traditional strategies are very scalable.
Inflows can be more of a challenge for the niche or
thematic strategies that are becoming increasingly
popular. If they have high turnover, transaction costs
can run away from them. And for any strategy, active
or passive, if they invest in very small markets, there
is a ceiling for AUM because they can end up owning
very large percentages of individual companies.

Strong trend toward index
funds and ETFs

Active and passive product flows

ETFs and index mutual funds
continue to dominate flows
through the first half of 2017.
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What about the massive economic stimulus
that major central banks like the European
Central Bank and Bank of Japan have been
pumping into their markets? How has this
affected correlations?
SVALLIN: We think global monetary easing has
been the primary driver behind the closer stock-tostock correlations, rather than inflows to passive
products. And we think this outcome results from
two main mechanisms. First, extremely low rates
mean easy, low-cost borrowing. So that takes out
the differentiator of credit quality and improves cash
flows because companies spend less to service
debt. The other piece is the discount rate. When
rates are so low, the discount rate for all assets is
down, and that raises the price on everything,
including good stocks and bad, as well as bonds.
Think of it this way—when the discount rate is very
low, there is a smaller difference in the value of
future profits. This concept applies to all assets,
and it fosters higher correlations among stocks,
sectors, and even geographies.
Let’s talk about the future of index investing,
Chris. Where do you see this side of the
market going?
BLISS: Self-indexing, or “homegrown” indexes, is
cropping up more and more in the smart beta space.
Designing an in-house index is really the secret

sauce for these managers. [It also may help them
to manage costs.] The advantage of self-indexing
might not make as much difference in a traditional
strategy, say small cap value, but if it saves on cost,
it’s incentive for even traditional passive products
to potentially consider a self-index, particularly if
pricing pressure continues.
Moreover, smart beta strategies continue to be one
of the largest trends in passive investing, specifically
multi-factor. These strategies are really more of a
hybrid between active and passive, so we expect to
see more traditional active managers looking for
ways to participate. It’s an approach that meshes
with their traditional skillset. While we have seen a
significant amount of product launch activity in this
area over the past few years, inflows to these
multi-factor strategies are not too huge yet—most
of the ETF dollars are still going to traditional market
cap strategies. Smart beta can be complex, and
it takes time for the issuers to educate advisors
and investors.
Jonas, how would you compare rules-based
smart beta multi-factor strategies with active
quant strategies that use factors?
SVALLIN: Smart beta strategies are essentially quant
strategies, although investors may not think of them
that way. And they’re similar to the design of our
active quant strategies, which are also positioned

Fed balance sheet balloons
to unprecedented levels

Total Federal Reserve assets—percentage of U.S. GDP

Federal Reserve assets as a
percentage of GDP have nearly
quadrupled since the financial
crisis.
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Source: Bureau of Economic Analysis and Federal Reserve Bank of St. Louis. As of 12/31/15.
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around multiple factors. However, we have more
degrees of freedom, including what factors we use
and how much we should use of them at a certain
point in time. Also, if we see an opportunity to add
alpha through individual stock selection, we can tilt
the positioning for that, whereas smart beta has
more static design rules.

add three more considerations—first, how long
has the portfolio team been together. Second, are
the fees competitive, because a lower-fee active
manager has a significant advantage. Third, we’d
take a close look at the smaller managers by assets,
or to put it another way, we get wary when the
AUM of a manager gets too high.

Here’s a question for you both: when building
a portfolio, how should investors choose
between active and passive?

What do you see ahead for the markets?

BLISS: First, I’d offer that active and passive
complement each other well, and we see them
filling equally important roles in a portfolio. We see
this as an “and” not an “or” kind of question. As
for allocating across asset classes, the traditional
thinking is that active managers have a better chance
of outperforming in smaller and less-liquid markets.
But when you look at the data, like the S&P Index
Versus Active (SPIVA) reports, we see that managers
in categories like emerging markets have about the
same odds of outperforming their benchmarks as
managers in large cap equity. The crucial questions
are, first, do you have the tools and skills to find
the managers who outperform? Second, will you
have the discipline to stick with them even during
periods of underperformance? And third, are you
likely to wind up chasing performance and selling at
the bottom instead of maintaining a structured
approach?
SVALLIN: Agreed, those are exactly the questions
we’d hone in on for choosing active managers. I’ll

SVALLIN: I’ll go back to that earlier point about
monetary easing leading to high correlations, as well
as low volatility—this trend is retreating a bit, but
valuations are still in a really tight range. We have to
recognize that today’s markets, even if we don’t
know exactly how, are tied to interest rate policies.
From an active management viewpoint, we’re looking
for opportunities that open up with a big market
dislocation, where we have those windows to
differentiate more between the quality of companies
and the right valuations. The market cycle is quite
extended, so we see downside risk in that sense.
BLISS: I’m not trying to actively examine equities
the same way as Jonas, but I agree with his view,
that this has been a long bull market, and valuations
are a bit stretched. On the positive side though,
companies have gotten back to the point where they
have top- and bottom-line growth after a long lag in
earnings. And we haven’t seen investors piling into
the market the way they often do at the very top.
There are always risks, but also reason to stay bullish
if fundamentals stay strong.

Active manager performance
can be highly cyclical

SPIVA® Scorecard: Percentage of equity funds outperformed
by benchmarks
FUND CATEGORY

COMPARISON INDEX

Large-cap

S&P 500

Mid-cap

S&P MidCap 400 ®

Small-cap

S&P SmallCap 600

Global

S&P Global 1200

85.29

81.28

79.71

International

S&P International 700

66.95

71.09

84.94

Emerging markets

S&P/IFCI Composite

74.73

83.56

63.90

®

®

5-YEAR (%)

3-YEAR (%)

1-YEAR (%)

88.30

93.39

66.00

89.95

94.21

89.37

96.57

95.69

85.54

Selecting the right active
manager requires skill and
patience, regardless of asset
class, as evidenced by the
percentage of U.S. and non-U.S.
equity funds that have been
outperformed by their benchmark.

Sources: S&P Dow Jones Indices LLC; www.us.spindices.com. Data as of 12/31/16. Past performance
is no guarantee of future results. Table is provided for illustrative purposes.
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Charles Schwab Investment Management
As one of the nation’s largest asset managers, our goal is to provide investors
with a diverse selection of foundational products that aim to deliver consistent
performance at a competitive cost.

Past performance is no guarantee of future results.
Indexes are unmanaged, do not incur fees, and it is not possible to invest directly in an index.
Some of the statements in this document may be forward looking and contain certain risks and uncertainties.
The opinions expressed are not intended to serve as investment advice, a recommendation, offer, or solicitation to buy or sell
any securities, or recommendation regarding specific investment strategies. Information and data provided have been obtained
from sources deemed reliable, but are not guaranteed. Charles Schwab Investment Management makes no representation about
the accuracy of the information contained herein, or its appropriateness for any given situation. The views expressed are those
of Christopher Bliss, Jonas Svallin, and Thomas Hagstrom, and are subject to change without notice based on economic, market,
and other conditions.
SPIVA is a trademark of S&P Dow Jones Indices LLC, a division of S&P Global.
Third party trademarks are the property of their respective owners and used with permission. Third party firms and their employees
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Charles Schwab Investment Management, Inc. and Charles Schwab & Co., Inc., Member SIPC, are separate but affiliated companies
and subsidiaries of The Charles Schwab Corporation.
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