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g “ yle drift is a serious problem for
[investors] because it distorts asset alloca-
| tion and undermines performance when
| styles rotate. Value managers who have
drifted over the past three years [1998-
2000] toward more favored growth stocks
are regretting those moves, but not as much
asthelr [investors].”

- Ron Surz, President, PPCA Inc., Get
the Drift, 2001

“If a fund is drifting to a style that is dra-
matically different, your potential returns,
volatility, and risk are going to change.”

- Rosanne Pane, Director, S& P Fund
Services Group, “ Spotting Style
Creep, When a fund starts to wander,
returns can suffer,” Business\eek
Online

&= “ Onething is clear. Syle drift happens to
a sizable percentage of mutual funds...For
[investors or] planners seeking to create
portfolios tapping into consistently different
equity styles, style drift presents a signifi-
cant concern.”
- Craig L. Israelsen, PhD, “Dirift
Happens,” Financial Planning
Interactive

“The SEC deemsiit a fraud if performance
results are compared to an inappropriate
| index, without disclosing the material dif-
| ferences between the index and the
| accounts under management.”

- Robert J. Zutz, Compliance Review,
Schwab Institutional

“But beyond asset allocation, style drift
also may have an effect on a fund's returns.
Recent studies, including a 2001 study by
Keith Brown and W.V. Harlow, have found
that fundsthat are consistent in their invest-
ment style produce better returns that those
with style drift. Syle-consistent funds also
have lower portfolio turnover, which means
lower costs.”

- Stephen Schurr, Senior Editor,
TheStreet.com, The Case for Index
Funds, 4/10/2003

INTRODUCTION

ep 6: Comprehend active management
yle drift.

Style drift happens when an active manager
drifts from a specific style, asset class or index
that is described as the investment purpose of a
portfolio or mutual fund. For example, amanag-
er may drift from small-cap value to small-cap
growth. This is a substantial problem if you
have carefully determined your risk capacity
and matched it to arisk exposure.

Mutual fund managers are pushed to outper-
form other fund managers and their proper
benchmarks. The temptation to dabble outside
the scope of their fund's stated style in order to
enhance the fund’s performance sets all actively
managed funds adrift.

To avoid style drift, it is best to implement
your asset allocation with “pure style” index
funds. Index funds are invested using clearly
defined rules of ownership. Forty percent of the
time, actively managed funds follow a manag-
er's drift to a market the manager thinks will
keep his shareholders happy and save his own
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hide. Unfortunately, the shareholders suffer in
the long run. Aswe have seen in previous steps,
this predicting or chasing of returns has resulted
in “below market” performance.

DEFINITIONS

6.2.1

Investment Syle

Investment professionals and academics use
many terms to define risk including markets,
benchmarks, asset classes, styles, style boxes,
investment objectives, risk factors, market
dimensions, market segments, buckets of stocks,
rules of ownership, dices of the market, industry
classifications, and indexes such as Dow Jones
Indexes, Standard & Poor’s Indexes, Russell
Indexes, Wilshire Indexes, Morgan Stanley
Capital Indexes, the Wired Index, and many
more. Style, just one of many terms used, is sim-
ply a classification of an investment’s risk char-
acteristics.

Stocks of a particular style generally share
long-term risk, return, and correlation character-
istics. This helpsinvestors and financial planners
decide how to alocate their assets. An equity
fund's style refers to the types of stocks the fund
holds.

Active mutual fund managers define their
own investment style, which guides them in
picking individual stocks. For example, a fund
manager may manage a growth fund that reflects
a style preference of growth stocks.

The problem with investment style is that it
is not consistently defined within the industry.
Terms such as large, small, value, and growth
have a wide range of definitions. This lack of
specificity makes it difficult for investors to
measure their risks and rewards, and easier for

\,‘?_‘ rﬂgﬁ@@ Style Drift.ég}_ =

active managers to claim market-beating returns
over a nebulous benchmark.

A growth style includes stocks that are expe-
riencing rapid growth in earnings, sales or return
on equity. Growth stocks tend to carry low book-
to-market ratios, high price earnings ratios, and
usually offer no dividend yields. Growth stocks
are priced much higher than their book values,
indicating that a large portion of the purchase
price goes to goodwill. Goodwill is basically the
difference between the price and the book value.
Growth is somewhat of a misnomer. The price
paid for goodwill is often deflated by the news of
lower than expected earnings growth of a com-
pany. Growth stocks are expected to under per-
form value stocks and the total market.

A value style includes stocks that tend to
carry high book-to-market ratios, low price earn-
ings ratios, high dividend yields, and is often
described as being in distress. It is perceived by
investorsto be of higher risk. But, investors need
to remember that higher risk equates to higher
expected return. The shareholders of value
stocks have a high cost of capital, which equates
to a higher expected return for the capital
provider. The capital provider is the investor or
the capitalist. Value stocks have the potential to
receive alot of negative publicity and experience
adownturn in their business.

The styles of large, small, and micro are
based on a company’s share price multiplied by
the total number of shares. Companies are
ranked and grouped into categoriesthat vary sub-
stantially within the investment industry. For
example, as of March 2005, the Russell 2000
Index of small-cap stocks had a weighted aver-
age market cap of $1.06 hillion, while the
Dimensional Fund Advisor’'s (DFA's) small-cap
index had $862 million, and the DFA Micro-cap
index had $426 million. Morningstar, Russell,
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Lipper, Barra, Wilshire Associates, DFA,
Morgan Stanley Capital Indexes, and Standard
and Poor’s are al considered reliable sources of
style criteria. Each has its own set of rules for
measuring value, growth, large, small, interna-
tional or emerging markets. So it's no surprise
that the active investor is dazed and confused.

6.22 SyleDrift

Style drift refers to the tendency of active man-
agers and actively managed mutua funds to
deviate from their stated or expected investment
style. This drift can occur gradually over time
such as when “small-cap” managers buy larger
and larger companies as the asset base of their
funds grow. Style drift can also occur abruptly if
an active manager perceives opportunities for
higher returns from a different style. For exam-
ple, a U.S. large company fund may purchase a
high percentage of Mexican stocks, changing the
fund’s style.

PROBLEMS

6.3.1 Syle Drift Alters Risk Exposure

Style drift creates numerous problems for active
investors. For instance, it keeps them from main-
taining reliable asset allocations for their portfo-
lios. This results in inconsistent exposure to risk
and the resulting variations in expected average
returns.

The importance of style affecting the risk of
mutua funds was crystalized when the highly
respected members of the Financial Economists
Round Table provided their “Statement on Risk
Disclosure by Mutual Funds’ in 1996. They stated,
“To better communicate the sources of risk associ-
ated with mutua fund investments, fund managers
should provide estimates of the principa risk fac-

\,‘?_‘ rﬂgﬁ@@ Style Drift.ég}_ =

tors that are likely to influence fund returns in the
future. Specificaly, fund managers should
describe and quantify the expected relationship
between their funds future returns and relevant
security market indexes aswell asthe likely extent
of divergence (style drift) of their returns from
such indexes and the probable sources of such
divergence. In subsequent periods, actual fund
returns should be compared with the portfolio of
market indexes previoudy selected by afund.”

Experts widely agree that over time, asset
allocation is on average the single most impor-
tant determinant of variance in investment per-
formance. The best way to design a portfolio’s
asset allocation is to use historical index data.

However, active investors design their port-
folios by relying on style labels that are carried
by active mutual funds such as “value”
“growth,” “large” or “small.” An active fund
usually does not relate to the risk and return
potential of any single index. It is unclear how
the reliance on labels that supposedly identify
these indexes can help active investors design
asset allocations for their portfolios. This task
can prove even more difficult for an active
investor who invests in a separate portfolio of
individual stocks and bonds. It is essentialy
impossible to rationally design a portfolio’s asset
allocation when the building blocks of the invest-
ment strategy used to implement it are active
mutual funds or individual stocks, bonds or both.

Style drift prevents an active investor from
optimally reducing diversifiable risk because the
manager of atypical active fund does not remain
consistently invested in the same asset class. On
the surface, this does not seem to be much of a
problem, but investors who reduce diversifiable
risk get a bonus. The bonus is increased return.
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Style drift heightens the uncertainty felt by
active investors who have little idea how their
investments will perform and how their perform-
ance will relate to a discrete index. Unnecessary
costs and taxes are generated in efforts to main-
tain consistency between a portfolio’s asset allo-
cation and the various investments used to imple-
ment it.

The considerable latitude given to managers
by active mutual fund prospectuses often results
in style drift. Style labels assigned to active
mutual fundsby fund rating services are not par-
ticularly helpful to active investors who rely on
them to design asset allocations for their portfo-
lios. For example, an active investor who wants
to design an asset alocation that includes the
asset class of U.S. large company stocks may
find an entire list of labeled “U.S. large compa-
ny” (active) mutual funds. The problem is that
the investments held by an active fund can
change over time. Investors in the Fidelity
Magellan Fund found this out the hard way when
money manager Jeffrey Vinik shifted 30% of the
fund's assets from stocks to bonds and cash. This
must have been an unwelcome surprise to
investors who had chosen Magellan to earn the
returns of stocks, not bonds or cash, and based
their asset allocations on that expectation.

That is precisely the problem with style drift.
It introduces a lot of needless uncertainty as to
whether investors can implement their asset allo-
cations, since it is likely that active funds will
drift from their benchmarks. Even worse, thereis
no way to know which active mutual funds will
survive in the future, much less which ones will
be winners or losers.

6.3.2 SyleDrifters

Money manager Jeffrey Vinik's notorious fall
from grace after tinkering with the popular

B T0%6: Style Drifterss

Fidelity Magellan Fund in 1996 is one of the
most publicized examples of style drift.
Fidelity’s Magellan was the world's largest
mutual fund, and had been a popular equity
investment. In February 1996, Magellan’s asset
alocation was only 70% equity. Vinik, the fund’'s
manager at the time, had invested 20% of the
fund in bonds and 10% in short-term marketable
securities, betting they would outperform the
equities market. Instead, the market soared to
new heights, bonds fell in value, and Vinik left
Fidelity. The key issue was not the outcome of
Vinik’s decision, but the investor’s loss of con-
trol of the asset allocation process.

In March 1999, Fidelity was once again
criticized for misrepresenting its funds. Steven
Syre and Steve Bailey, columnists for The Boston
Globe, took the company to task for including
stocks of mammoth companies like Microsoft
and MCl WorldCom in its Fidelity Emerging
Growth Fund. The fund marketsitself as one that
invests in small and mid-sized companies.
Thomas Edison, Fidelity’s senior vice president
and director of corporate affairs, conceded that
Syre and Bailey had made a legitimate point.

Fidelity touted the fund's returns by compar-
ing them to the performance of small and medi-
um company stocks. In 1998, they performed
dramatically worse than large company stocks.
“It's not that uncommon for a fund to beat its
competition by afew pointsif you're comparing
applesto apples,” Syre said in an interview with
Brill's Content. “But this thing was blowing
them away.”

The SEC agreed with the journalists.
Consequently, Fidelity changed the fund's name
to the “ Aggressive Growth Fund” and eliminated
language in its prospectus that suggested a focus
on smaller stocks. Since then style drift has been
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Figure 6-1

Style Drift of Fidelity Magellan Fund

Index Weights: 16 Years, 7 Months (June 1988 - December 2004)
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Source: Morningstar® Principia®

Figure 6-2

Relative Style Purity of DFA US Large Company Fund (S&P 500 Index

Index Weights: 12 Years, 1 Month (December 1993 - December 2005)
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Figure 6-3

Style Drift of Scudder Large Value

Index Weights: 13 Years, 10 Months (March 1991 - December 2004)
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Figure 6-4

Relative Style Purity of DFA U.S. Large Value

Index Weights: 8 Years, 10 Months (March 1996 - December 2004)
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Figure 6-5
Style Drift of Vanguard Explorer
Index Weights: 16 Years, 7 Months (June 1988 - December 2004)
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Figure 6-6

Relative Style Purity of DFA U.S. Small Value

Index Weights: 8 Years, 10 Months (March 1996 - December 2004)
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Figure 6-7

Style Drift Among Mutual Funds versus Fama/French Indexes
1976 - 2004
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a practice the SEC has been focusing its exami-
nations on.

A study by the Association for Investment
Management found that approximately 40% of
actively managed funds are classified inaccurate-
ly based on the stated goals versus actual invest-
ments. Fund managers are drifting along, chas-
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ing the latest hot trend. All actively managed
funds drift from their benchmark to varying
degrees. On the other hand, index funds adhere
to the same rules of ownership, regardless of
market conditions.

One way to analyze style drift is to measure
the exposure to different indexes at sequential
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times. Figure 6-1 illustrates the drifting styles of
the Fidelity Magellan Fund from June 1988 to
December 2004. The scale on the left designates
therelative exposure to different styles. Note that
the dark blue zone is a large value index and the
light blue is a large growth index. In June of
1995, it would have been better to classify the
fund as a large value fund, while in February
2000 it would have been a large growth fund.
Style drifters, like the managers of the Magellan
Fund, are atering their styles in their quest for
the next winner. Over the last 15 years,
Magellan’'s style drifting has resulted in returns
below that of the steady hand of the S&P 500
Index Fund. As a contrast, see Figure 6-2, which
illustrates the style purity of a S&P 500 Index
Fund. In looking at the chart you can see a con-
trast equal to the exposure between the large
growth and large value as represented by the
Russell 1000 Value and Russell 1000 Growth.

Figure 6-3 compares the styles of the
Scudder Large Value Fund over time to a DFA
Large Value passively managed index fund in
Figure 6-4. Finally, Figure 6-5 compares the
Vanguard Explorer Fund, which is described by
Morningstar as a small growth fund. As acom-
parison, see the DFA Small Value Index Fund in
Figure 6-6. Because of the undesirable charac-
teristics of small growth, DFA does not offer a
small growth index fund. In each comparison the
bottom index fund provides more consistent and
style pure risk exposure.

6.3.3 Syle Drift and the Fama/French Risk
Factors

Style drift is caused by competition within the
mutual fund industry. If active mutual fund man-
agers think they cannot get sufficient perform-
ance from the stocks in which they are supposed
to be investing, they buy other types of instru-
ments, such as bonds, if they believe bonds will

B T0%6: Style Drifterss

outperform stocks over the short run. When
small company stocks are in a slump, the man-
ager of an active small company stock fund may
start buying large company stocks in hopes of
enhancing performance. This has been a wide-
spread practice among active money managers
over the last decade as U.S. large company, blue
chip stocks have outperformed small company
stocks.

Fama and French identified risk factors in
1992 that highly correlate with long-term histor-
ical returns, namely company size and value ori-
entation. Style drift among these two factors for
two periods of approximately 14 years each can
be seen in Figure 6-7. On the horizontal axis,
value is a high book-to-market ratio (BtM) and
growth isalow BtM. On the vertical axis, small
and large cap are companies with small and large
market capitalization, respectively. The numbers
on the axes are measures of market exposure to
each of these risk factors. The 0,0 point (the
crossing of the axes) represents the total stock
market. It reflects all of the stocks in the Center
for Research in Security Prices (CRSP) database
and is the reference for the other measurements.
The CRSP 1-10 refers to the 10 deciles of stocks
classified by market capitalization.

The yellow points reflect the average expo-
sure of the funds during the period between 1976
and 1989. The red points reflect average expo-
sure during the period between 1990 and 2004.
Note how far some funds moved from their start-
ing point. This movement reflects style drift and
is often an unannounced change in investment
objectives. Other funds barely moved. It should
be noted that the data fails to reveal the many
additional shifts in positions that these funds
made within each of the years depicted. These
additional shifts drive up trading costs, generate
higher taxes, alter risk, and lower returns.
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Style Picking

Before discussing the next set of tables,
please refer to Figure 6-8, which provides a leg-
end for the portfolio and index buttons on Tables
6-1, 6-2, 6-3 and 6-4. For further information
about these buttons see Appendices A and B.

One of thereasonsit is so dangerousto style
drift is because future style winners are as unpre-
dictable as stocks, times or managers. Table 6-1
shows the annual returns of the S& P 500 and 20
index portfolios of different style over the last 80
years. Some investment managers use a strategy
referred to as tactical asset alocation. Thisis a
form of style picking where a manager alters the
alocation of styles based on their prediction of
the future style winners. To illustrate how diffi-
cult it isto predict the next winning asset alloca-
tion of styles, refer to Table 6-2, which is ranked
each year with the highest return for that year on
the left and the lowest return on the right. The
random rotation of styles from left to right illus-
trate the difficulty style drifters have in picking
the next winning style.

Table 6-3 provides the annual returns of the
15 IFA Indexes and the total market index from
CRSP for the last 80 years. In Table 6-4, the
returns are sorted so that the highest is on the | eft.
Note the random rotation of individua indexes

Figure 6-8

or stylesfrom year to year isvirtually impossible
for managers to predict. It is no wonder that both
professional and amateur investors are whip-
sawed into investing in different styles. But,
investors who hold onto diversified portfolios
obtain the returns and losses of all top perform-
ing asset classes over time. This method has been
shown to substantially improve your returns.

SOLUTIONS

Asset alocation with pure index funds can be
implemented to avoid style drift. Index funds are
invested using clearly defined rules of owner-
ship. Investors cannot control the style drift that
so often negatively impacts the performance of
the actively managed mutual funds they have
chosen.

The simple solution to style drift is to relin-
quish active investing and invest in index funds.
An indexing investment strategy is the most reli-
able way to implement a portfolio’s asset alloca-
tion. The manager of an index fund keepsit con-
stantly invested solely in all (or arepresentative
sample) of the investments that comprise a dis-
crete asset class. For example, the manager of the
DFA Tax-Managed Small-Cap Value Fund has
established specific criteriafor the stocks that the

Color Button Legend Box
20 Index Portfolios
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Table 6-1

Annual Returns of 20 Index Portfolios and S&P 500
80 years (1927 - 2006)
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* See Appendix A for Index Portfolio Button Definitiol
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Table 6-2
Annual Returns of 20 Index Portfolios and S&P 500 Over 80 Years (1927 - 2006)

= QVIVHVVV0V0000999999 Y

Year <Highest Return Sorted in Order of Returns for Each Year Lowest Return

1927 ) 286 272 258 243 229 (12151201 186 (A2 144 | 130 | 115 | 101
320 302 285 267 ! ) 7 (A7 14.4 109 | 91
| -85 | -10.9 ! ! 4 -186 -201 217 ! 263
q87 210 ] I 9 302 -325 -349 : 418
-30.5 1 -356 ! 7 432 -45.8 -53.0

0.4 ! ¥ Bl 17 | 22

03 00

3 I ] J J ! !
475 TR ! ! ! | 8| 205 | 181 | 158
529  50.0 . ] . 0 338 (NP X i 213 | 184 | 155
| .18.0 | 451
99

15.3 145
BSOS BIES)

42.2
13.7

2.0 1.9

54.9 51.8 48.7
15.3 14.5

221 | 195

145 | 130

174 | -185

5.0 » X - 2.0 -0.3 -1.1

21.2 20.3 X . . 15.6 13.7 12.7

19.1 18.2 ! J / 13.6 109 | 99

7.8 10211147 126 -138 151 -163  -17.5
-12.0 -13.6 -15.2 -16.8 -18.4 -20.0 -21.6

320 | 300 281 [WEEB 223 | 203

226 | 215 204 [W9E 169 | 158

116 109 02 87| 80| 72

146 137 28 109 | 100 | 91

149 | 143 137 ! 121 | 115

194 | 186 1738 I 154 | 146

b 8.3 7.9 05 6.4 6.3

T 176 | 174 | 172 I 169 167

231 219 207 I

8.7 8.5 8.2 8.0 ] 7.3

29.1 9l 268 256 | 221

221 2 202 SE 175

8.4 ] 75 6.7

17.8 o |IETRA 160

18.2

95

215

3

-0.4

-2.0 E219]
36.4 34.2 32.0
173 16.5 15.5 14.4 13.4 12.3
9.2 8.7 8.2 7.6 7.1 6.6 !
23.0 J p 21.0 J HONS 18.1 17.1 16.1 15.7 15.2 5 L 11.3

%l?&ﬁ!lf‘;g 21.78 | 19.11 | 18.03 | 17.10 | 16.09 | 15.04 | 13.99 | 12.98 | 11.91 | 10.85 9.82 8.79 7.69 6.63 5.69 4.60 3.45 2.33 1.20 0.08 | -1.82

Devig}iﬁon:%;“d) 23.12 | 22.24 | 21.37 | 20.74 | 20.09 | 19.47 | 18.87 | 18.32 | 17.78 | 17.32 | 16.89 | 16.44 | 16.06 | 15.71 | 15.39 | 15.13 | 14.87 | 14.64 | 14.45
Growth of $1 |$7,034K [$1,195K | $574K | $304K | $152K |$73,566 | $35,418|$17,328| $8,093 | $3,791 | $1,798 | $843 $375 | $170 | $83.90 | $36.53 | $15.07 | $6.29 | $2.59

* See Appendix A for Index Portfolio Button Definitions Sources, Updates, and Disclosure!
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Annualized
Return (%)

Standard
Deviation (%)
Growth of $1

1153

13.92

12.44

13.97

15.05

15.22 15.99 15.90 4.06 5.10 4.95 5.10
19.23 25.74 32.98 29.63 30.02 25.86 24.35 28.96 28.73 29.80 32.08 1.55 213 3.66 3.25
$2,483 | $6,182 | $15,621 | $33,621| $11,816 | $5,419 | $35,007 | $74,335 | $83,846|%$142,461|$133,843( $24.22 | $53.38 | $48.73 | $53.40
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Table 6-4

Annual Returns of 15 Indexes Over 80 Years (1927 - 2006)

Year

1927
1928

Annualized
Return (%)

Standard
Deviation (%)
Growth of $1

999 YPIYIPI099009

Highest Return

Sorted in Order of Returns for Each Year Lowest Retum

37.3 33.2 33.2

382 32.1 3143 31.2 30.8 30.8

26.1

43

44.2 44.2 43.4

-2.6

162.9

418 40.0 39.0 34.9

0.7
514
-47.7

-32.1

-41.8
6

19.5

7.6
73.8

50.1

48.1

17.6

72.0

49.9

1

48.1

49.7
3.1

-36.8
-29.1

-14.3 -14.3
-25.8 -25.8

-32.4
-29.1

[ 142 |

43.7 43A7 43.7

| 39 |

60.2 58.8

picke) 289 28.8

23.2 15.3 13.2

37.1 34.1 29.2 28.4 24.9
36.51 33.00 29.87 26.44 21.55 18.17 14.37 11.77 8.65 5.56 2.59 -4.13 -5.84 -7.83 -9.53
33.28 32.28 29.09 26.40 29.52 29.77 28.34 27.01 24.12 23.57 20.52 13.73 14.59 15.09 14.94
$65B $8.1B $1.2B | $141M $6M | $632K | $46,331 $7,358 $764 | $75.74 $8.00 $0.03 $0.00 $0.00 $0.00

Sources, Updates, and Disclosures: ifa.com/btp
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fund will hold. This fund virtually duplicates the
investment performance of the asset class in a
very cost and tax-efficient way.

Indexers avoid style drift and its problems.
An index fund remains invested in a discrete
asset class. Indexers understand the volatility of
their investments, thus are more patient and less
likely to sdll their funds. Actively managed
mutual funds eventually experience unwanted
volatility or under perform their benchmarks.
This encourages active investors to sell the fund,
causing the fund to either go out of business or
merge into other active funds. Another tomb-
stoneis then added to the mutual fund graveyard.

SUMMARY

An active investment strategy complicates a
portfolio’s asset class allocation with style drift.
Indexing is the only solution to the problems
caused by style drift in active investing because
asset class allocation is always on target.

m REVIEW QUESTIONS

1. What percent of actively managed mutual
funds engage in some degree of style drift?
a 5%
b. 30%
c. 40%
d. 50%
e. 100%

2. Styledrift is best described as:
a. money managers who stop wearing pin-
striped suits
b. ETFs
c. index mutual funds
d. change in investment objective

e e

e. casual Friday on Wall Street

3. Actively managed funds tend to “drift” from
their defined investment style because:
a. fund managers go on vacation
b fund managers retire
¢. fund managers chase the hot asset class

d fund managers stick to their described
objectives

e. fund investors force fund managers to
drift

4. Jeffrey Vinik is important in the history of
style drift because he:
a. discovered it
b. developed the style system
c. was the most publicized style drifter
d. cured style drift
e. wrote a book about style drift

5. Index fund managers avoid problems with

style drift by:

a. purchasing stocks outside their invest-
ment criteria

b. selling stocks that meet their investment
criteria

c. selling stocks that no longer meet their
funds objectives

d. purchasing stocks that fit their investment
criteria

e. bothcandd

Copyright © 1999-2007 Index Funds Advisors, Inc. All rights reserved.
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