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With the coming of January comes renewed interest in how the stock market will
perform in the new year. We admit that we don’t know. This might be a shame were
there not already a surplus of readily-accessible predictions. 1
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Sometimes having a market forecast is only a first step. An investor whose portfolio
contains more than a comprehensive capitalization-weighted index fund may also want
to predict the differential between the portfolio and the market index. 2 We don’t know
how to do that either.
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What we can do, however, is to help investors frame their expectations about the
likely size of return differentials. We recently introduced the concept of dispersion
as a way to measure the degree to which the components of a market index perform
alike or differently. 3 Other things equal, in a low dispersion environment, the
distribution of individual stock returns around the index average is relatively tight; in a
high dispersion environment, the distribution is relatively wide. The gap between the
best and worst performers is therefore a direct function of the market’s dispersion level.
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Exhibit 1: Dispersion of the S&P 500® from 1991-2013
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Source: S&P Dow Jones Indices. Data from Jan. 1991 through Dec. 2013. Charts are provided for illustrative
purposes. Past performance is no guarantee of future results.
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For example, see “Here's What 14 Top Wall Street Strategists Are Saying About The Stock Market In 2014,”
http://www.businessinsider.com/wall-street-market-predictions-2014-2013-12.
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Of course, for active investors all such predicted differentials are positive.

Tim Edwards and Craig J. Lazzara, “Dispersion: Measuring Market Opportunity,” December 2013,
http://us.spindices.com/documents/research/research-dispersion-measuring-market-opportunity.pdf
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Exhibit 1 charts the dispersion of the S&P 500 Index from 1991 through 2013. As is typical of equity indices,
dispersion for the S&P 500 falls within a fairly limited range. More than half of all monthly readings were between
5% and 8%; levels below 4% or above 15% are so uncommon that we can regard the 4% - 15% range as a
practical limit to dispersion for this index. 4 When dispersion is high (as, e.g., in 2000 or 2008), it tells us that the
gap between a “typical” stock’s return and the index’s return is relatively large. When dispersion is low (as it is
now), it tells us that stocks are relatively tightly distributed around the index’s average return.
Although we calculate dispersion using capitalization-weighted indices, it is, perhaps paradoxically, most
useful to investors who don’t take a strictly cap-weighted passive approach. For example, in a high
dispersion period, an active stock picker has more scope to display his skill than he does in a low dispersion
environment. For a given (positive) skill level, higher dispersion should lead to higher levels of excess return.
(And negative skill, regrettably, will produce larger losses.) This implies, other things equal, that the spread
between the best and worst managers should rise as dispersion rises. 5
The application of the principle that higher dispersion leads to larger performance spreads is not limited to active
managers. If our interpretation of dispersion is correct, then the performance of indices that are derived from
the S&P 500 should also reflect the impact of S&P 500 dispersion. And as many formerly active strategies
become indicized, 6 the role of dispersion in understanding their returns will grow.
Exhibit 2 illustrates the operation of this principle for a number of strategy or factor indices, all of which are
subsets of the S&P 500. Unlike a cap-weighted index, which is designed to represent a segment of the capital
market, strategy indices are typically designed to produce a particular pattern of returns that investors might find
useful. We constructed the exhibit as follows:


Using the data underlying Exhibit 1, which charts the dispersion of the S&P 500 between 1991
and 2013, we classified each month in the period into one of four dispersion quartiles.



For each of the indices listed in Exhibit 2, we computed the monthly difference between the
index’s return and the return of the S&P 500. We then took the absolute value of these
differences – what we care about is the magnitude of the difference between each strategy index
and the S&P 500, not its sign.



We average the absolute value of the differences for each index in each dispersion quartile.

Exhibit 2: Dispersion and Mean Absolute Deviation in Different Dispersion Environments
Least
2nd Least
3rd Least
Most
Ratio of
Disperse
(%)
(%) Disperse (%)
Most/Least
(%)
S&P 500 High Beta
1.83
2.28
3.29
6.38
3.5
S&P 500 Low Volatility
1.09
1.27
1.73
3.89
3.6
S&P 500 Equal Weight
0.53
0.76
1.09
2.05
3.9
S&P 500 Dividend Aristocrats
0.71
0.95
1.36
3.31
4.6
S&P 500 Growth
0.36
0.61
0.76
1.73
4.8
S&P 500 Pure Growth
0.38
0.63
0.79
1.80
4.8
S&P 500 Value
0.88
1.60
1.66
3.89
4.4
S&P 500 Pure Value
1.24
1.80
2.25
4.54
3.7
Source: S&P Dow Jones Indices. Data from Jan. 1991 through Dec. 2013. Charts are provided for illustrative purposes. Past performance is
no guarantee of future results. This chart may reflect hypothetical historical performance. Please see the Performance Disclosure at the end
of this document for more information regarding the inherent limitations associated with back-tested performance.
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Dispersion history for other selected indices can be found at http://us.spindices.com/documents/commentary/dashboard-volatility-anddispersion-201312.pdf.
5
This expectation is borne out by SPIVA data. See Edwards and Lazzara, op. cit., pp 2-3.
6
See “Coming Soon to a Dictionary Near You,” November 29, 2013, http://www.indexologyblog.com/2013/11/29/coming-soon-to-a-dictionarynear-you/.
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Consider, for example, the S&P 500 Dividend Aristocrats®, which measures the performance of those S&P 500
members that have increased their dividends for at least 25 consecutive years. 7 When the market is in its leastdisperse quartile, the average monthly deviation of the Aristocrats index versus its parent S&P 500 is 0.71%. In
the next least-disperse quartile, the average deviation rises to 0.95%, then to 1.36%, and finally, in the mostdisperse quartile, to 3.31%. Its average monthly deviation was 4.6 times larger in the most disperse
quartile than in the least. The indices in Exhibit 2 are constructed in different ways and designed to serve
different purposes, but in every case their average monthly deviation from the S&P 500 rises monotonically as the
S&P 500’s dispersion rises. 8
This is impressive evidence of dispersion’s ability to guide our expectations of index return differentials.
Dispersion doesn’t predict differential returns; instead, differential returns are a consequence of index
dispersion.

7

See http://us.spindices.com/indices/strategy/sp-500-dividend-aristocrats for more details.
For certain indices some months will be absent due to data limiatations. See Performance Disclosure for the first value dates for the indices
listed here.
8
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PERFORMANCE DISCLOSURE
The launch date of the S&P 500 Low Volatility and S&P 500 High Beta indices was April 4, 2011.
The launch date of the S&P 500 Growth, Pure Growth, Value and Pure Value indices was Dec. 19, 2005.
The launch date of the S&P 500 Dividend Aristocrats index was May 2, 2005.
The launch date of the S&P 500 Equal Weight index was January 8, 2003.
All information presented prior to the index inception date is back-tested. Back-tested performance is not actual performance, but is
hypothetical. The back-test calculations are based on the same methodology that was in effect when the index was officially launched.
Complete index methodology details are available at www.spindices.com.
Past performance is not an indication of future results. Prospective application of the methodology used to construct the indices may not
result in performance commensurate with the back-test returns shown. The back-test period does not necessarily correspond to the entire
available history of the index. Please refer to the methodology paper for the index, available at www.spdji.com or www.spindices.com for
more details about the index, including the manner in which it is rebalanced, the timing of such rebalancing, criteria for additions and deletions,
as well as all index calculations. It is not possible to invest directly in an Index.
Another limitation of back-tested hypothetical information is that generally the back-tested calculation is prepared with the benefit of hindsight.
Back-tested data reflect the application of the index methodology and selection of index constituents in hindsight. No hypothetical record can
completely account for the impact of financial risk in actual trading. For example, there are numerous factors related to the equities (or fixed
income, or commodities) markets in general which cannot be, and have not been accounted for in the preparation of the index information set
forth, all of which can affect actual performance.
The index returns shown do not represent the results of actual trading of investor assets. S&P/Dow Jones Indices LLC maintains the indices
and calculates the index levels and performance shown or discussed, but does not manage actual assets. Index returns do not reflect
payment of any sales charges or fees an investor would pay to purchase the securities they represent. The imposition of these fees and
charges would cause actual and back-tested performance to be lower than the performance shown. In a simple example, if an index returned
10% on a US $100,000 investment for a 12-month period (or US$ 10,000) and an actual asset-based fee of 1.5% were imposed at the end of
the period on the investment plus accrued interest (or US$ 1,650), the net return would be 8.35% (or US$ 8,350) for the year. Over 3 years,
an annual 1.5% fee taken at year end with an assumed 10% return per year would result in a cumulative gross return of 33.10%, a total fee of
US$ 5,375, and a cumulative net return of 27.2% (or US$ 27,200).
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DISCLAIMER
Copyright © 2014 by S&P Dow Jones Indices LLC, a part of McGraw Hill Financial, Inc., and/or its affiliates. All rights reserved. S&P 500, S&P
MidCap 400, S&P SmallCap 600, S&P Europe 350, S&P/TSX Composite Low Volatility and STANDARD & POOR’S are registered trademarks
of Standard & Poor’s Financial Services LLC (“S&P”), a part of McGraw Hill Financial, Inc. Dow Jones is a trademark of Dow Jones Trademark
Holdings LLC (“Dow Jones”). Trademarks have been licensed to S&P Dow Jones Indices LLC. Redistribution, reproduction and/or
photocopying in whole or in part are prohibited without written permission. This document does not constitute an offer of services in
jurisdictions where S&P Dow Jones Indices LLC, Dow Jones, S&P or their respective affiliates (collectively “S&P Dow Jones Indices”) do not
have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person,
entity or group of persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third parties. Past
performance of an index is not a guarantee of future results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment
vehicle that is offered by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones
Indices makes no assurance that investment products based on the index will accurately track index performance or provide positive
investment returns. S&P Dow Jones Indices LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation
regarding the advisability of investing in any such investment fund or other investment vehicle. A decision to invest in any such investment
fund or other investment vehicle should not be made in reliance on any of the statements set forth in this document. Prospective investors are
advised to make an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the investment fund or
other investment vehicle. S&P Dow Jones Indices LLC is not a tax advisor. A tax advisor should be consulted to evaluate the impact of any
tax-exempt securities on portfolios and the tax consequences of making any particular investment decision. Inclusion of a security within an
index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, nor is it considered to be investment advice.
These materials have been prepared solely for informational purposes based upon information generally available to the public from sources
believed to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data, model,
software or other application or output therefrom) or any part thereof (Content) may be modified, reverse-engineered, reproduced or
distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of S&P Dow Jones
Indices. The Content shall not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and its third-party data providers
and licensors (collectively “S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness, timeliness or availability of the
Content. S&P Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the cause, for the results obtained from
the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES INDICES PARTIES DISCLAIM ANY AND
ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR
FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE
CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR
HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any direct, indirect, incidental,
exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost
income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.
To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for
certain regulatory purposes, S&P Ratings Services reserves the right to assign, withdraw or suspend such acknowledgement at any time and
in its sole discretion. S&P Dow Jones Indices, including S&P Ratings Services disclaim any duty whatsoever arising out of the assignment,
withdrawal or suspension of an acknowledgement as well as any liability for any damage alleged to have been suffered on account thereof.
Affiliates of S&P Dow Jones Indices LLC may receive compensation for its ratings and certain credit-related analyses, normally from issuers or
underwriters of securities or from obligors. Such affiliates of S&P Dow Jones Indices LLC reserve the right to disseminate its opinions and
analyses. Public ratings and analyses from S&P Ratings Services are made available on its Web sites, www.standardandpoors.com (free of
charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other means, including via
S&P Rating Services publications and third-party redistributors. Additional information about our ratings fees is available at
www.standardandpoors.com/usratingsfees.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not available
to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain non-public
information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.

5

