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		Abstract

		The authors explore the implications of William Sharpe's influential argument in his 1991 paper, "The Arithmetic of Active Management." Sharpe's original thesis contends that, before costs, the average return on actively managed portfolios equals that of the market portfolio, and so after costs, the average actively managed dollar will earn a lower return than the market portfolio. Building on Sharpe's insight, the authors present a corollary, the "Risk Matters Hypothesis" (RMH), which asserts that the average risk-adjusted excess return across all active portfolios will be greater than the risk-adjusted excess return of the market portfolio, before accounting for fees and trading costs.

The RMH is derived by considering the risk of active portfolios in conjunction with their mirror portfolios, revealing that the average risk across all active portfolios is greater than that of the market portfolio. The authors support this concept with a simple mathematical illustration, and demonstrate through simulation that concentrated portfolios of N randomly selected stocks exhibit significantly higher risk than the market portfolio as compared to a naive estimation of diversification benefits of equally weighted portfolios of stocks. The study further compares the average risk of actively managed ETFs and funds to the S&P 500, finding that even when holding about 200 stocks, these funds on average exhibit significantly higher risk.

The authors argue that investors often overlook the cost of risk associated with holding concentrated portfolios and propose the RMH as a warning to investors seeking to add value through stock picking. Drawing parallels with John Bogle's "Cost Matters Hypothesis," the RMH highlights the challenge investors face in achieving superior risk-adjusted returns through active management, even without considering additional fees. The paper concludes by emphasizing the continuing relevance of Sharpe's Arithmetic. 
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