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Stock Picking or Factor
Exposure?



The thought of outperforming the market is every investor’s dream, and indeed there are many
professional managers charging fees for their stock picking expertise. Unfortunately, the data
shows that it remains unclear whether active equity management could consistently add value
over time. Furthermore, it remains unclear whether any excess return is due to manager skill, or
through exposure to external factors that may have been unintentional.

Consider the figure below, illustrating the monthly excess return of the ASISA SA Equity
General Category and the FTSE/JSE Mid Cap index over the FTSE/JSE All Share index (ALSI).
As can be seen, active equity managers have historically outperformed the market benchmark
only 49% of the time. However, when active equity managers outperformed the market, Mid
Cap equities also outperformed 84% of the time. Similarly, when active managers
underperformed the market, Mid Cap equities also underperformed 80% of the time.
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What these statistics suggest is that a large portion of the returns that active equity managers
achieve in excess to the ALSI may be explained by their exposure to a size factor, and not
necessarily by their skill in security selection. When factoring in Small Cap equities too, the
overall percentage attributable to size factors increases to 91%. It is possible that the smaller,
less traded equity space is less efficient than the top 40 holdings on the JSE and that active
managers seek to extract some performance out of these inefficiencies. Since the inception of
the ALSI, however, Small Cap equities had an annualised excess return of 4.31% to the ALSI and
Mid Cap equities had an annualised excess return of 1.75%, while the ASISA SA Equity General
Category had a negative annualised excess return of -0.78% per year to the ALSI.

Although over short periods of time, it is possible for stock pickers to outperform the market, it
is difficult to do so consistently. Asset allocation decisions remain the backbone of good
portfolio performance, with thematic exposure tilts adding value over time. 

https://www.linkedin.com/uas/login?session_redirect=https%3A%2F%2Fwww.linkedin.com%2Fcompany%2F68819425%2Fadmin%2F
https://www.facebook.com/newroadcapital
https://www.newroadcapital.co.za/
https://www.instagram.com/new_road_capital?igsh=MWd0cm5rOWltcXJjZA==

