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StockS:  Why Act iv e iS  PASSin g PASSiv e 

As equity correlations have fallen, a rising percentage of active managers are beating market benchmarks.
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The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results. Indexes are unmanaged, 
do not reflect the deduction of fees or expenses, and are not available for direct investment. Investors may experience different results. Due to market volatility, the market may not perform in a similar manner in the future.

Past performance is no guarantee of future results. Please refer to “Important Information” regarding index information.

a recent article in the Financial Times noted that equity market 
correlations, which measure the relationships between different 
stocks, had fallen to their lowest levels since the onset of the 
2007–09 financial crisis, according to Barclays research.1 “the data 
suggest that investors seeking returns in 2014 will need to pay 
closer attention to specific company and industry trends rather than 
rely on broad market gains,” according to the FT. if that is the case, 
active equity mutual fund managers may be in a more favorable 
position versus passively managed vehicles like index mutual funds 
and exchange-traded funds.

times of high correlation make it more difficult for active 
managers to beat the market. Citing high levels of correlation in 
2011 and 2012, Deepak khanna, Lord abbett Partner, Portfolio 
Manager of Fundamental equity, observed that “whether they were 
good stocks or not, they were all going up or going down together, 
depending on events in the macroeconomic environment.” in such 
an environment, “managers’ bets on attractive companies mean 
less-distinctive returns,” noted a recent Barron’s article, “because 
investors are buying (and dumping) the good with the bad.”2 But as 
correlation diminishes and equity returns become more widely scat-
tered, Barron’s noted, “there should be opportunities to stand out.” 

recent market history appears to bear this out. Chart 1 shows 
that over the last 12 years, when there was a higher level of correla-

tion among individual stocks to their benchmark (in this case, the 
large-cap russell 1000® index), the majority of active managers 
tended to underperform their benchmark. On the flip side, when 
correlations among individual stocks decreased, the majority of 
active managers tended to outperform. 

a closer look at history is instructive. rising correlations tend to 
occur at the early stages of bull and bear markets. the recovery out 
of the burst dot-com bubble in 2002 was accompanied by rising cor-
relations; the market drop from 2007 to 2009 and subsequent 
recovery also displayed a steady rise. For the periods between bull 
and bear runs, correlations tend to decline as cycles mature. that’s 
worth noting as the current bull market enters its sixth year—a 
juncture when, to take a page from khanna, all stocks are less likely 
to go up and down together. right now, it looks like we could be in 
the early stages of a sustained decline in correlations.

 “Correlations have dropped to the point where individual stock-
picking talents will be visible again,” one market strategist told the 
FT.3 that’s where the more selective approach of an active manager 
may prove useful. For his part, khanna notes that because his 
investment process is largely focused on company fundamentals, 
“we believe that if we understand a company’s fundamentals  
correctly, we will potentially be rewarded.”

1

chArt 1: Active MAnAgerS hAve increASingly outPerforMed AS correlAtionS hAve fAllen  
COrreLatiOn OF stOCks versus suCCess OF aCtive ManageMent 

source: axioma and Morningstar. active managers as represented by mutual funds in the Morningstar Large Blend Category. Performance compared 
with the russell 1000® index. Data for correlations and percentage of active equity managers represent three-year rolling averages. Correlations are 
60-day medians of stocks within the russell 1000 index.

1 arash Massoudi, “Correlation Breakdown spells end for Broad stock Market gains,” Financial Times, January 16, 2014.
2 Brendan Conway, “active Management is improving, but Don’t Dump Your index etFs,” Barron’s, January 11, 2014.
3 Massoudi, op cit.
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IMPORTANT INFORMATION

The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. No investing strategy can 
overcome all market volatility or guarantee future results.

Lord Abbett does not offer exchange-trade funds (ETFs) or index funds. An ETF is a security that tracks an index, a commodity, or a basket of assets like an index fund, but trades like a stock on an exchange. ETFs experience 
price changes throughout the day as they are bought and sold. ETF products, like all investments, are subject to market risk, which may result in loss of principal. Index funds are constructed to match, or track, the compo-
nents of specific market indexes, which can be volatile and can decline significantly in response to adverse issuer, political, regulatory, market, or economic developments.

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 Morningstar Large-Cap Blend category encompasses large cap blend funds, which have portfolios that are fairly representative of the overall stock market in size, growth rates, and price. They tend to invest across the 
spectrum of U.S. industries, and, owing to their broad exposure, the funds’ returns are often similar to those of the S&P 500 Index.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Correlation is a statistic that measures the degree of association between two variables.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor before making an investment decision.
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