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There is a widely-held view that the additional costs associated with 
high portfolio turnover result in poorer performance. Our research 
challenges this simplistic assumption. We have found no evidence 
of any general relationship between turnover and returns among 
active equity portfolios. Our research shows that high turnover active 
US equity funds have generated sufficient value to offset additional 
transaction costs over the last quarter century or so.

However, we did find that higher turnover can hit the performance 
of emerging market funds. Moreover, our analysis suggests that 
picking the right active fund is more important than ever among high 
turnover funds. The best high turnover US equity funds outperform 
the best low turnover funds, but the worst do worse and there is an 
increased likelihood of a high turnover fund failing to survive over time. 
Performance also tends to suffer more in difficult markets.1

 Transaction costs, and by implication portfolio turnover, 
are a whipping boy for critics of the asset management 
industry. The charge is that turnover leads to higher – 
and often hidden – costs that damage performance. It is 
true that high trading levels can be indicative of a lack of 
conviction or undue short termism. Trading too often does 
eat into returns. However, by the same token, returns may 
be enhanced when a manager replaces an underperforming 
stock with an outperformer, even when costs are taken into 
account. To provide a fair comparison, we have focused on 
whether turnover results in better or worse performance 
among active equity funds after all fees and expenses, 
explicit and implicit. Our analysis focuses on US-domiciled 

active US equity and emerging market equity funds, where 
the data are more plentiful than in any other stock market2. 

Variation is wide 
The cost of portfolio turnover is driven partly by how often 
securities are traded and partly by the charges attached to 
each trade. Trading costs can be divided between “explicit 
costs”, such as commissions and taxes, and “implicit costs”, 
such as bid-offer spreads and market impact, the effect of 
the trade itself on the price. The variation in these costs 
between markets is considerable. Commissions vary from 
as low as 4 basis points in US large cap stocks to over 12 
basis points in US small cap and emerging market stocks. 

Figure 1: Annual turnover varies by style 

Source: FTSE, Morningstar, MSCI and Schroders. Data cover calendar year 2016 for active funds and FTSE indices, 12 months to end of February 2017 for MSCI indices.
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2 US-domiciled funds are obliged by the Securities and Exchange Commission to report 
portfolio turnover levels, which is not the case in most other markets such as the UK.

1



Similarly, average bid-offer spreads are only around 3 basis 
points on average among US large caps, but over 15 basis 
points in emerging markets and almost 25 basis points 
among US small caps. 

The other part of the cost equation is the frequency of 
trading. High turnover is often associated with active 
management but, as Figure 1 shows, even passive 
investments that track equity indices involve some turnover. 
So-called “smart beta” strategies experience noticeably 
higher levels of turnover than index-trackers and, while 
active funds typically trade even more, “momentum smart 
beta” strategies are right at the top end of the scale.

Our methodology 
We analysed turnover and returns compared with 
benchmarks among active US equity and US domiciled 
emerging market equity funds, net of fees. As turnover levels 
vary by sector, we split US equity funds into “blend” (those 
with no style bias), value, growth, mid-cap and  small cap. 
Emerging market equity funds were treated as one due to 
the smaller sample size. We analysed both whether funds 
perform over the period to which the turnover corresponds 
(contemporaneous approach) and whether past turnover 
predicts future performance (predictive approach). Fund data 
is sourced from Morningstar to provide a comprehensive 
overview of the marketplace. As an example, our analysis of 
the 2015 calendar year covered over 2,100 funds.

Our analysis also brought to light two other notable 
features. First, we found that fund managers appear 
prone to increasing trading when markets are crashing, 
with turnover rising across all styles around the time of 
the bursting of the dot com bubble and again during 
the Great Financial Crisis of 2007-09. Secondly, average 
turnover levels have been declining over recent years 
in a number of sectors. Turnover levels are now much 
more closely bunched across different sectors than in the 
past. 2015 average turnover among domestic US growth, 
small and mid cap equity funds was at or close to 25-year 
lows. That said, many style-neutral US equity funds and 
emerging market equity funds have not experienced such a 
pronounced decline and now exhibit higher turnover than 
the rest, a reversal of the historic norm. 

No link between turnover and performance

Figure 2 charts the median difference in performance 
between low and high turnover US large cap value funds 
against their turnover in the same year (i.e. contemporaneous 
basis: see “Our methodology” for more detail). It is hard 

to spot any real trends in the performance of these funds. 
Sometimes low turnover funds outperform and sometimes 
high, without exhibiting any definite pattern: performance 
differences are usually small, although there are exceptions. 
We have also analysed performance on a three-year basis, 
again finding no obvious difference between low and high 
turnover US value funds. Nor is there any evidence that past 
turnover (on a one- or three-year basis) has any predictive 
power over future (one- or three-year) relative returns for US 
value funds. 

Analysis of other styles of US equity investment yields a 
similar apparently random distribution of results on both a 
contemporaneous and predictive basis. The table in Figure 3 
summarises the median annual difference in excess return 
over the benchmark between low and high turnover funds 
during the 1991-2015 period. Most of the differences are not 
large and none is statistically significant. It means that there 
is insufficient evidence to conclude that the results are likely 
to be anything other than chance. High turnover US equity 
managers have demonstrated at least enough skill to offset 
the additional transaction costs they are exposed to. 

Emerging market funds face a headwind from turnover 
While there is no evidence of a relationship between 
turnover and performance in US equity funds, we did 
find statistically-significant evidence that low turnover 
emerging market equity funds consistently outperform 
high turnover funds over a three-year horizon (Figure 4)3. 

Figure 2: Does turnover predict performance?

Source: Morningstar and Schroders; data to end 2016 
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Figure 3: US funds’ performance seems unaffected by turnover
Difference between median excess returns earned by low and high turnover funds, % annualised
(None are statistically significant.)

1-year contemporaneous 1-year predictive 3-year contemporaneous 3-year predictive

US large cap value 0.0 -0.1 0.2 0.4

US large cap growth -0.4 -1.3 0.0 -0.1

US large cap blend 0.2 -0.5 0.6 0.0

US mid cap -0.9 -2.1 0.2 0.5

US small cvap 0.8 -0.9 0.9 2.2

Source: Morningstar, Schroders, data 1990-2016

3 The rolling three-year analysis includes overlapping periods and also reflects serial 
correlation, which can result in a “false positive” result i.e. a significant conclusion when 
there is none. We have applied a Newey-West adjustment to correct for this.
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Those with average turnover of less than 50% over a 
trailing three-year period on average outperformed those 
with turnover of more than 100% by 2.7% a year over 
the subsequent three years. The equivalent three-year 
contemporaneous figure was 1.8%. Moreover, emerging 
market funds in the top quartile of performance have, on 
average, had annual turnover of 58%, or more than 10 
percentage points less than the 72% average turnover 
of bottom quartile performers. Higher trading costs in 
emerging markets are likely to be at least partly to blame. 
However, this relationship does not appear to hold over a 
one-year horizon. 

Fund selection is vital among high turnover funds
Thus far, we have not looked at the possible range of 
returns within different levels of turnover. Such an analysis 
reveals a larger difference in performance between top and 
bottom decile performers among high turnover US funds 
than in low turnover equivalents. This is illustrated in the 
table in Figure 5 below, which shows the median difference 
between the high turnover inter-decile range and the low 
turnover inter-decile range. A positive figure indicates a 
greater dispersion of returns among high turnover funds. 
The greater dispersion among high turnover funds arises 
because the best high turnover funds do better than  
the best low turnover funds, but the worst do worse.  

This feature is relatively persistent over time and is 
statistically significant. It holds over one- and three-year 
horizons and for other styles of US equity fund, with the 
difference greatest among small and mid caps. 

What this means in practical terms is that choosing the 
right fund seems to have a bigger impact on performance 
in the high turnover part of the market. Interestingly, this 
conclusion does not hold for emerging market equity 
funds, where there is greater performance dispersion 
within low turnover funds. 

Further support for the argument that fund selection is 
vital comes from our finding that high turnover funds 
also have a lower survival rate. In other words, there is an 
increased likelihood that a high turnover fund is liquidated 
or closed down. This has been true for all styles of fund, 
especially emerging markets, where around a third of high 
turnover funds have disappeared, on average over a given 
three-year period, compared with only around 10% of low 
turnover funds. This finding is statistically significant for 
emerging market, growth, mid- and small-cap funds.

Historically, high turnover funds have also tended to 
underperform low turnover funds when markets have been 
crashing or volatility increasing. They struggled relative to 
low turnover funds in both the dot com crash and Great 
Financial Crisis, as Figure 6 shows (overleaf).
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Figure 5: High turnover winners do better, but losers do worse than low turnover US equity funds
High turnover inter-decile range minus low turnover inter-decile range
(Figures in bold are statistically significant.)

1-year contemporaneous 1-year predictive 3-year contemporaneous 3-year predictive

Large Cap Value 2.4 3.1 2.1 1.5

Large Cap Growth 3.1 4.2 2.9 1.2

Large Cap Blend 2.1 1.8 0.7 -0.1

Mid Cap 7.7 5.7 4.6 3.7

Small Cap 6.5 6.7 4.6 3.1

EM -1.4 -2.3 -1.7 -1.8

Source: Morningstar and Schroders; data 1990-2016 for all styles other than emerging markets, which cover 1996-2016.

Source: Morningstar and Schroders; data to end 2016

Figure 4: Low turnover trumps high in emerging market funds over three years
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Conclusion
Our analysis suggests that the presumption that turnover is detrimental to returns is misguided. We found 
that high turnover US equity managers have been able, on average, to add at least enough value to offset 
any additional transaction costs. There is no evidence of any significant relationship between turnover 
and outperformance in US markets. In contrast, we did find evidence that low turnover emerging market 
equity funds outperform high turnover funds over a three-year (but not one-year) horizon. We also found 
that selection matters more than ever in high turnover funds. Successfully picking a winner there can 
result in better outcomes than when choosing low turnover funds, but getting it wrong suffers a higher 
performance penalty, while there is also a greater risk that the fund will fail to survive. Performance is also 
likely to struggle more when markets are falling and volatility rising.

This phenomenon can also be seen more generally in 
the correlation between falling market returns and the 
outperformance of median low versus high turnover funds. 
A similar correlation can be found with market volatility. 
This suggests that low turnover funds typically gain relative 
to high when market returns have been negative and/or 
when volatility has been increasing, at least in the median 
case. This is true for all styles. 

Figure 6: Low turnover funds scored well during the last 
two major bear markets 

Source: Morningstar and Schroders
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