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T. ROWE PRICE INSIGHTS
ON ACTIVE MANAGEMENT

KEY INSIGHTS
■■ Due to the growing popularity of passive investing, ETF trading volume on U.S. 

exchanges has increased significantly.

■■ When ETF volumes spike, correlations among constituents may rise to levels not 
justified by company fundamentals, creating opportunities for stock pickers.

■■ From 2010 through 2017, investors who bought oversold constituents after 
high‑volume ETF trading days and held them for a certain period, potentially could 
have generated alpha at the expense of index investors.

The Revenge 
of the Stock Pickers
ETF sell‑offs may create opportunities for active investors.

Exchange‑traded Funds (ETFs) 
have become increasingly 
popular vehicles for investors 

seeking passive exposure to the U.S. 
markets. However, a growing body 
of academic research suggests that 
the rise of ETFs may have created 
potentially profitable opportunities for 
active stock pickers. Our own study 
reinforces these findings.1

When an ETF trades heavily around a 
particular investment theme, correlations 
among its constituent securities tend to 
rise significantly. Some securities may 
begin to trade in lockstep with other ETF 
constituents even though they have little 
or even negative exposure to the theme 
itself. Our research suggests that these 
mispricings may become significant. 

A practical question left unanswered 
in the literature is whether these 

abnormalities present potential alpha 
opportunities for stock pickers (and 
thus hidden costs for passive investors). 
The answer appears to be yes: After 
losing ground to passive vehicles 
steadily in recent years, active stock 
pickers may be able to have their 
revenge on ETF investors.

A study conducted by a group of 
T. Rowe Price investment professionals 
found that average cross‑constituent 
correlations increased significantly 
during ETF volume spikes. Accordingly, 
we designed a simple, hypothetical, 
contrarian trading strategy that would 
have bought oversold constituents when 
an ETF sold off in high‑volume market 
corrections. We focused on downside 
events because previous research has 
suggested that investors are less rational 
when faced with losses than with gains. 
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How Stock Pickers Can 
Take Advantage

We back‑tested a simple systematic 
strategy: For each volume spike 
accompanied by a negative ETF 
return, we systematically bought the 
low‑ETF‑beta outsiders and held them 
for 40 days. We did so across 11 
ETFs and across time.2 We identified 
outsiders by ranking constituent 
stocks by their ETF betas, then built 
equal‑weighted portfolios from the 
bottom 10%. Then, to calculate alpha 
potential relative to the ETF, we levered 
the entire portfolio to an ETF beta of 1.0.

Our primary focus was on the 
performance of nine sector ETFs 
because, in our view, these vehicles 
are more susceptible to speculative, 
retail‑oriented trading than broad index 
ETFs. However, we also included a 
broad S&P 500 ETF and a small‑cap 
ETF in our study, which covered a total of 
240 correction events over an eight‑year 
period ended December 2017. 

The results were striking: When 
high‑volume sell‑offs occurred, ETF 
investors might have left as much as 
200–300 bps of potential alpha on the 
table for stock pickers to capture over 
the following 40 days. Because our 
strategy wouldn’t have required any 
stock selection skills—other than the 
ability to measure a stock’s beta to its 
ETF—we suspect active stock pickers 
potentially could have captured even 
more alpha by carefully analyzing why an 
ETF was selling off and whether certain 
constituents were being dragged down 
with it for no good fundamental reason.

In Figure 1, we show the average 
cumulative alpha (return for the levered 
outsider portfolio minus the ETF) 
across all events, from one to 40 days 
after the volume spike, before and after 
trading costs.

Average alpha on the first post‑spike 
day was slightly negative, which 
indicates that even if we had lagged 

2 The 11 ETFs included in the study were the SPDR S&P 500 (SPY), the Consumer Discretionary Select Sector SPDR ETF (XLY), the Consumer Staples 
Select Sector SPDR ETF (XLP), the Energy Select Sector SPDR ETF (XLE), the Financial Select Sector SPDR ETF (XLF), the Health Care Select Sector 
SPDR ETF (XLV), the Industrial Select Sector SPDR ETF (XLI), the Materials Select Sector SPDR ETF (XLB), the Technology Select Sector SPDR ETF 
(XLK), the Utilities Select Sector SPDR ETF (XLU), and the iShares Core S&P Small‑Cap ETF (IJR).

(Fig. 1) Potential Stock‑Picking Alpha
Hypothetical Average Cumulative Returns After High‑Volume ETF Events3

January 4, 2010, Through December 29, 2017
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Information presented herein is based on a backtest and is shown for illustrative, informational purposes 
only.  It is not intended to forecast or predict future events and does not guarantee future results. See 
important disclosure on backtesting at the end of this paper. 
Sources: Standard and Poor’s (see Additional Disclosures) and IDC; all data calculations by T. Rowe Price.

3 Transactions costs were estimated at 10 basis points (bps), or 17 bps considering leverage, on average. 
Borrowing costs were based on LIBOR and depended on how long the position was held. They 
cumulated to about 10 bps on average after 40 days. Hence a rough estimate of total cost (transactions 
and borrowing) for 40 days would have been 27 bps. For details on the methodology, please see the full 
study referenced in footnote 1.

...When high‑volume 
sell‑offs occurred, 
ETF investors might 
have left as much 
as 200–300 bps of 
potential alpha on 
the table for stock 
pickers to capture 
over the following 
40 days.
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implementation time by one day, the 
strategy potentially would still have 
worked. Then, as the time window 
expanded, average alpha cumulated 
positively and consistently, all the way to 
day 40. 

The strategy did not work perfectly for 
all ETFs and across all time horizons. Of 
note, the strategy did not work well for 
the Materials Select Sector SPDR ETF 
(XLB), and while it worked in the short 
term, it ended in negative territory for 
the Technology Select Sector SPDR ETF 
(XLK). In these cases, the trading rules 
produced large positions in low‑ETF‑beta 
stocks that underperformed their ETF 
after the sell‑offs.

Fundamental analysis might have helped. 
A stock picker could have analyzed 
the “theme” behind each sell‑off. She 
would have taken into consideration 
whether the low‑ETF‑beta outsiders were 
truly outsiders to the theme and, if so, 
whether these companies were a risk of 

short‑term underperformance for other 
reasons. Then, she would have scaled 
the positions according to a risk/return 
analysis relative to theme. Once the long 
positions would have been established, 
she would have applied discipline on 
when to sell them, as a function of 
market developments, and the health of 
the sector and the companies involved.

Finally, while the strategy identified 
ETF volume spikes and conditioned 
them on down days, it did not condition 
on the size, or duration, of the sell‑off. 
Focusing on the largest sell‑offs, with 
a flexible time horizon, might have 
enhanced performance. 

Ultimately, there is a lot more that can 
be done when a strategy incorporates 
fundamental analysis. Hence, our goal 
in this study was simply to indicate 
the potential size of the opportunities, 
not to design a purely systematic 
trading approach.

...there is a lot more 
that can be done 
when a strategy 
incorporates 
fundamental 
analysis.

Additional Disclosures

Source of data: S&P. The “S&P 500 ETF, SPDR S&P 500 ETF and iShares Core S&P Small‑Cap ETF” are products of S&P Dow Jones Indices LLC, a division of 
S&P Global, or its affiliates (“SPDJI”) and iShares, and has been licensed for use by T. Rowe Price. Standard & Poor’s®, S&P® and SPDR® are registered trademarks 
of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC 
(“Dow Jones”); iShares is a registered trademark of BlackRock Inc. and this trademark has been licensed for use by SPDJI and sublicensed for certain purposes 
by T. Rowe Price. T. Rowe Price’s products are not sponsored, endorsed, sold or promoted by SPDJI, Dow Jones, S&P, their respective affiliates, or iShares and 
none of such parties make any representation regarding the advisability of investing in such product(s) nor do they have any liability for any errors, omissions, or 
interruptions of the “S&P 500 ETF, SPDR S&P 500 ETF and iShares Core S&P Small‑Cap ETF.”

The specific securities identified and described are for informational purposes only and do not represent recommendations.

Back Testing

The results shown are based on the application of an investment model over historical time periods. The results shown are not a guarantee of future results. 
Back‑tested results were developed with the benefit of hindsight and have inherent limitations and results do not reflect the effect of material economic and market 
factors on the decision‑making process. Certain assumptions have been made for modeling purposes that may not be realized. While estimated transaction costs 
were considered, management fees, taxes, potential expenses, and the effects of inflation have not been considered and would reduce returns. Results have been 
adjusted to reflect the reinvestment of dividend and capital gains. Actual results experienced by clients may vary significantly from the results shown.
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Important Information
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any nature, including fiduciary 
investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group 
of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a 
reliable indicator of future performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any jurisdiction or to 
conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ accuracy 
or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject to change without 
notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be 
copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is provided upon 
specific request. It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, Suite 50B, 
Sydney, NSW 2000, Australia. For Wholesale Clients only.

Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated 
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited Investors as 
defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment management services.

China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one‑on‑one basis. No invitation to offer, or offer for, or sale 
of, the shares will be made in the People’s Republic of China (“PRC”) (which, for such purpose, does not include the Hong Kong or Macau Special Administrative Regions or 
Taiwan) or by any means that would be deemed public under the laws of the PRC. The information relating to the strategy contained in this material has not been submitted 
to or approved by the China Securities Regulatory Commission or any other relevant governmental authority in the PRC. The strategy and/or any product associated with the 
strategy may only be offered or sold to investors in the PRC that are expressly authorized under the laws and regulations of the PRC to buy and sell securities denominated 
in a currency other than the Renminbi (or RMB), which is the official currency of the PRC. Potential investors who are resident in the PRC are responsible for obtaining the 
required approvals from all relevant government authorities in the PRC, including, but not limited to, the State Administration of Foreign Exchange, before purchasing the 
shares. This document further does not constitute any securities or investment advice to citizens of the PRC, or nationals with permanent residence in the PRC, or to any 
corporation, partnership, or other entity incorporated or established in the PRC.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International Ltd. by its 
representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA ex‑UK—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L‑1724 
Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued in Hong Kong by T. Rowe Price Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price 
Hong Kong Limited is licensed and regulated by the Securities & Futures Commission. For Professional Investors only.

Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances 
should the material, in whole or in part, be copied, redistributed or shared, in any medium, without prior written consent from T. Rowe Price. No distribution of this material to 
members of the public in any jurisdiction is permitted.

Korea—This material is intended only to Qualified Professional Investors upon specific and unsolicited request and may not be reproduced in whole or in part nor can they be 
transmitted to any other person in the Republic of Korea.

Malaysia—This material can only be delivered to specific institutional investor upon specific and unsolicited request. The strategy and/or any products associated with the 
strategy has not been authorised for distribution in Malaysia. This material is solely for institutional use and for informational purposes only. This material does not provide 
investment advice or an offering to make, or an inducement or attempted inducement of any person to enter into or to offer to enter into, an agreement for or with a view 
to acquiring, disposing of, subscribing for or underwriting securities. Nothing in this material shall be considered a making available of, solicitation to buy, an offering for 
subscription or purchase or an invitation to subscribe for or purchase any securities, or any other product or service, to any person in any jurisdiction where such offer, 
solicitation, purchase or sale would be unlawful under the laws of Malaysia.

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or delivered in New 
Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in circumstances where there is no 
contravention of the Financial Markets Conduct Act 2013.

Philippines—THE STRATEGY AND/ OR ANY SECURITIES ASSOCIATED WITH THE STRATEGY BEING OFFERED OR SOLD HEREIN HAVE NOT BEEN REGISTERED 
WITH THE SECURITIES AND EXCHANGE COMMISSION UNDER THE SECURITIES REGULATION CODE. ANY FUTURE OFFER OR SALE OF THE STRATEGY AND/ OR 
ANY SECURITIES IS SUBJECT TO REGISTRATION REQUIREMENTS UNDER THE CODE, UNLESS SUCH OFFER OR SALE QUALIFIES AS AN EXEMPT TRANSACTION.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10‑02 Wheelock Place, Singapore 238880. T. Rowe Price Singapore Private 
Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

South Africa—T. Rowe Price International Ltd (“TRPIL”) is an authorised financial services provider under the Financial Advisory and Intermediary Services Act, 2002 (FSP 
Licence Number 31935), authorised to provide “intermediary services” to South African investors.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

Taiwan—This does not provide investment advice or recommendations. Nothing in this material shall be considered a solicitation to buy, or an offer to sell, a security, or any 
other product or service, to any person in the Republic of China.

Thailand—This material has not been and will not be filed with or approved by the Securities Exchange Commission of Thailand or any other regulatory authority in Thailand. 
The material is provided solely to “institutional investors” as defined under relevant Thai laws and regulations. No distribution of this material to any member of the public in 
Thailand is permitted. Nothing in this material shall be considered a provision of service, or a solicitation to buy, or an offer to sell, a security, or any other product or service, to 
any person where such provision, offer, solicitation, purchase or sale would be unlawful under relevant Thai laws and regulations.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by the UK 
Financial Conduct Authority. For Professional Clients only.
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T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 


